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Business 
Succession
Objectives

MISSION STATEMENT 
FOR THE BUSINESS.

LIST OF GUIDING 
PRINCIPLES.

GOALS FOR THE 
BUSINESS.

IDENTIFY 
STAKEHOLDERS

PERSONAL GOALS. RETIREMENT GOALS.

TEAM OF ADVISORS 
FOR THE 

SUCCESSION PLAN 6



Business Exit 
Strategy 
Option 

Comparison 

Family Transition

Employee Buy-Out

Arms Length Transaction 

Wind Up
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Family 
Transition

Continue Owner Legacy

Strategic Planning Required

Competing Family Interests 

Reorganize Business Structure

Plan for Tax Deductions
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Employee 
Buy-Out

IDENTIFY KEY 
EMPLOYEES

INCENTIVIZE 
EMPLOYEES

SHAREHOLDERS 
AGREEMENT

9



Arm’s Length 
Transaction

Business operates 
independently from the 

owner 

Each party is acting in 
their own interest with 
equal bargaining power

The business may not be 
sold as a unity

Negotiations 

may damage  business

Identify saleable,

non-saleable 

and inactive assets

Sales agreement identifies 
key considerations: IP 

workforce

non-competes
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Wind-Up 
Business

Business relies entirely on the 
current owner

Business is unsaleable

Lowest return on investment

Creditors have priority 
11



Family 
considerations 

What are the core family goals and values? 

How is this transfer/transaction in furtherance of 
those goals/values? 

Are there any family issues that need to be 
considered? Relationships? Special needs? 

Has the family identified a fiduciary structure that 
advances the wealth transfer planning purpose in 
the context of the family goals and values? 
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Asset 
considerations 

If the asset is a legacy asset, what is the plan for 
succession? If the family intends to exit, what is 

the time horizon for liquidity? 

Does the asset generate cash flow? Sufficient to 
cover the trusts needs? What is the expectation 

for use of excess income? 

Is the asset appreciating? At what rate? Over 
what timeframe? 
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Financial 
considerations 

Does the client want to 
retain optionality/access to 
resources? 

What are the income/cash 
flow needs for the trust? For 
the family/beneficiaries? 
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Geographic/situs 
considerations 

Are there situs concerns with the location of 
any assets? (CA real property, for instance) 

Trustee/beneficiary situs issues? 

Are there current or potential international or 
cross-border issues that need to be anticipated 

or addressed? 
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Why Form a Family Limited Partnership ?

Parents Maintain 
Control

Training in 
Management and 
Growth of Assets

Valuation 
Discount 

Asset Protection
Continuity of 
Management

16



The Plan

Parents  transfer 
business to the FLP in 

exchange for partnership 
interest. 

Parents (or a corporation 
owned by them) often 

act as the general 
partners and as the 

initial limited partners. 

The parents as general 
partners typically own a 
1% or 2% interest in the 

partnership. 

The parents make gifts of 
limited partnership 

interests to their 
children over time. 

Result: a shift in wealth, 
but not control, over the 

limited partnership 
interests from one 

generation to the next. 
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The First Attack

Internal Revenue Code ("IRC") § 2036(a) 

Property transferred by a decedent during 
life must be included in the decedent's 

estate for estate tax purposes upon death if 
the decedent retained control over such 

property or its income. 

Under § 2036, a decedent's gross estate will include the value 
of property transferred (except for bona fide sales for full and 

adequate consideration ), in trust or otherwise, if the decedent 
retains: (1) the use, possession, right to income, or other 

enjoyment of the transferred property; or (2) the right, either 
in conjunction with any other person, to designate the 

person(s) who will possess or enjoy the transferred property or 
the income therefrom.
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Sections 2036/2038

– Section 2036 only applies if three conditions are met: (1) the decedent made an inter vivos transfer of property, (2) the

transfer was not a bona fide sale for full and adequate consideration, and (3) the decedent retained a prohibited interest or

right in the transferred property, which the decedent did not relinquish more than three years before death.

– Section 2038 requires a power “to alter, amend, revoke, or terminate” the transfer for the third element; the other two

elements are the same.

– Bona Fide Sale Exception

– Part One: Whether the transfer was a bona fide sale.

• Wheeler Test (Sales) – Whether the transaction is not subject to being set aside and the parties transferred the requisite consideration.

• Bongard Test (Entity Creation) – Whether there was a “legitimate and significant” nontax reason for the creation/funding of the entity.

Centralized asset management (Stone, Kimbell, Mirowski, Black) | Involving next generation in management (Stone, Mirowski, Murphy)

Protect from creditors/failed marriage (Kimbell, Black, Murphy, Shurtz) | Preservation of investment philosophy (Schutt, Murphy,

Miller)

Avoiding fractionalization of assets (Church, Kimbell, Murphy) | Avoiding imprudent expenditures by future generations (Murphy, Black)

– Part Two: Whether the decedent received adequate and full consideration.

• There are cases showing that a perfect matching of consideration is not necessary.

• There is a three-part test that applies in entity cases:

– (1) was the interest received proportionate to the value of the contributed property;

– (2) was the value of the contributed property credited to the capital account; and

– (3) was there a right to a liquidating distribution.

19



Sections 2036/2038 (Cont’d)

• Section 2036(a)(1) – Whether the decedent retained possession or enjoyment of, or the right to the income from,

the property.

• The issue in part is whether the decedent retained the property’s economic benefits.

• An express or implied agreement or understanding, regardless of enforceability, may establish that § 2036(a)(1) applies as to

transferred property.

• The operative time is on the date of the transfer.

• Section 2036(a)(2) – Whether the decedent retained the right, either alone or in conjunction with any person, to

designate the persons who shall possess or enjoy the property or the income therefrom.

• If present, they often are found in the terms of governance documents.

• Pay attention to the effect of fiduciary duties or other “cognizable limits” on a right, as to prevent the existing of a right

under Byrum (SCOTUS) and Estate of Cohen (Tax Court).

• Consider the holdings Estate of Strangi and Estate of Powell in entity structure.

• The operative time is on the date of the transfer.

• Section 2038(a)(1) – Whether the decedent had a power, either alone or in conjunction with any person, to alter,

amend, revoke, or terminate a transfer.

• There is significant overlap between § 2036(a)(2) and § 2038(a)(1).

• Regulations provide that it does not matter in what capacity the power is held, and that unanimous/state law powers or acts

of independent significance should not trigger.

• The operative time is the date of death, and then looking back three years.
20



Estate of Albert Strangi, Deceased, Rosalie Guilig, Independent Executrix v. 
Commissioner of Internal Revenue,T.C. Memo 2003-145 ("Strangi II")

Tax Court found that the decedent 
retained the right to income over 

the transferred assets

1) Decedent retained the same 
relationship with the transferred 

assets that he had before 
establishment of the FLP. 

2) The decedent contributed nearly 
all of his assets to the FLP. 

3) The corporate general partner 
had sole authority over 

distributions.

4) Retained the right to control the 
enjoyment of the property and 

income from the FLP and its general 
corporate partner. 

Result: All valuation discounts were 
disallowed on the estate tax return, 

and the entire value of the assets 
transferred to the FLP were 

included in the decedent's estate.

Prior to Strangi II, donors acting as 
general partners of a FLP did not 

worry about retained control issues 
because the existence of state law 

fiduciary duties owed by the general 
partner to the limited partners 

negated such issues. 

The court found that the other 
partners would not realistically be 
able to enforce any such fiduciary 

duties to limit the decedent's 
control over the FLP or corporate 

general partner.



Lessons From Strangi II

Avoid deathbed establishment of and transfers to FLPs;Avoid

Ensure that the partnership agreement is properly structured in order to achieve appropriate discounts and carry out the family's 
intentions;Ensure

Avoid transferring assets that may be used for a partner's personal use (e.g., residence) unless a written lease arrangement is 
made and fair market value rates and rents are actually paid;Avoid

Avoid transferring virtually all of a partner's assets to the FLP;Avoid

Respect all partnership formalities at all times;Respect

Comply with the terms of the partnership agreement;Comply
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Lessons From Strangi II (cont)

Give up Give up control as general partner.

Make Make distributions pro rata based upon ownership percentages; and

Comply Comply with annual state filings (e.g., certificate of limited partnership) and federal filings (e.g., income and gift tax returns);

Prepare Prepare deeds transferring real estate to partnership;

Prepare Prepare assignments transferring assets to the partnership;

Segregate Segregate personal assets from those contributed to the partnership;

Hold Hold partnership meetings;

Maintain Maintain partnership books and records;

23



Summary of Powell Facts

Sons

Revocable Trust

Limited 
Partnership

CLAT

1% GP

Unsecured 
Notes

B A
C

99% LP

10,000,000

Sons 
remainder 
beneficiaries 
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Summary of 
Powell Facts 

(cont’d)

Sons transferred 99% to 
CLAT under a Power of 

Attorney.

CLAT paid an annuity to 
Decedent’s private 

foundation

Timing: 

Done two days after 
Partnership Agreement 
signed.C done same day 
as the transfer to the FLP 

of cash and securities

Decedent was 
determined to be 

incapacitated on same 
day as transfer to CLAT

Decedent died seven 
days after FLP funded

25



Summary of Powell Analysis 

Decided under I.R.C. § 2036(a)(2) and 
I.R.C. §2038

Court held that a power to liquidate a 
Partnership causes inclusion

Power exercisable by decedent’s 
agent and other family members

Results in control by decedent over 
possession or enjoyment of 

transferred assets or the income.

Value of LLP includable because sons 
lacked authority to transfer to 99% LP 

interest to CLAT under §2038(a)(1)-
right to alter, amend, revoke, or 

terminate, or where any such power 
is relinquished during the 3-year 
period ending on the date of the 

decedent's death
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Lessons Learned From Powell

Don’t do deathbed 
planning. 

If broadly applied will 
valuation discounts be 

gone in FLPs?
Bad facts make bad law.

Need valid business 
purpose.

Tax motivation cannot be 
main reason.

Other purposes:

• Asset Protection

• Consolidation of Assets

• Perpetuation of management 
philosophy

• Succession Planning

Fiduciary duties cannot be 
illusory. 
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What To Do After Powell

How to establish a legitimate business purposeUse legitimate property or business not just cash and securities 

(e.g. real estate or business).

Person managing should have more than a nominal interest.

Capital contributions should be legitimate and equivalent to interest received; not an 
unsecured note.

Have outside owners who are not seen as controlled by decedent.

28



What To Do After Powell & Strangi

How to establish a legitimate business purpose-Use legitimate 
property or business not just cash and securities (e.g. real estate 
or business)

Person managing should have more than a nominal 
interest.Capital contributions should be legitimate and 
equivalent to interest received; not an unsecured note

Have outside owners who are not seen as controlled by 
decedent.Possible to use a charity as a beneficiary (See Kerr v. 
Comm, 133 TC 449 (1999), aff’d 292 F.3rd 490 (5th cir., 2002)

29



What To Do After Powell & Strangi
(cont’d)

Review terms of 
Partnership Agreement

Non-family member to 
consent to distribution 

and termination

Check boilerplate 
language

Don’t have same 
person in too many 
conflicting fiduciary 

roles

Although not decided 
under I.R.C. §2036(a)(2) 
Power of Attorney may 
be a factor in analysis
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Consideration & Offsets – Best Kept Secrets

– Section 2001 – There is a complicated procedure for modifying adjusted taxable gift for property that

gets drawn into the gross estate under a string provision.

– Section 2043 – The section provides for a consideration offset when the decedent received some, but

not adequate and full, consideration for the transfer.

– Estate of Powell and Estate of Moore had extended discussion of § 2043 as applied to entity creation,

with several simple examples illustrating how this works.

• Functionally, significant considerations are the value differential between formation and date of death in

terms of the entity assets and the discounts applied.

• Consider the impact of a wholly owned entity on value at formation, but also recognize that such an entity

can add pressure to bona fide sale exception.
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Do Gifts of Partnership Interest Qualify for 
the Annual Gift Tax Exclusion?

IRC § 2503(b) requires that the 
gift be a present interest in 

property

See Hackl v. Cir, 118 T.C. 279, 
aff’d, 335 F3d 664 (7th Cir, 2003) 
and Fisher v. US, 2010-1 USTC ¶ 
60, 588 (SD Ind. 2010)Donees 

must have a substantial present 
economic interest or financial 

benefit

Distributions were made at 
discretion of the manager

Although there could be an 
economic benefit, this does not 
make the gift a present interest

One solution, use a put option 
vested in a donee to require the 
sale of the  partnership interest

32



Key 
Considerations 

Current Law

Continued use of valuation discounts for gifting.

Whether Family Limited Partnerships are still 
valid- see Strangi and Powell summaries.

Will tax law changes be passed?

Change in estate & gift rate exclusion.

Change in estate tax, gift and generation 
skipping tax rates.

What to do- Is this a call to action for families 
with net worth over $7 Million?

Review current planning techniques.

33



99.5% Act

Proposed March 25, 2021
by Senator Bernie Sanders 
and the White House.

Changes in tax rates and 
exclusions effective 
January 1, 2022.

Changes in planning 
techniques effective upon 
date Act signed.
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99.5% 
Act- Estate 

and Gift Tax 
Changes

Reduces $11.7 million Exclusion to $3.5 Million 
(indexed)

Non Taxable Gifts Reduced to $1 Million (not 
indexed).

Estate Tax Rate 

• 45% over $3.5 Million.

• 50% over $10 Million.

• 55% over $50 Million.

• 65% over $1 Billion.

Annual Gift Tax Exclusion Remains at $15,000 per 
donee per year, but limited to $30,000 per year for 
gifts to irrevocable trusts or of interests in certain 
flow through entities to $30,000 per year per donor.
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99.5% Act 
Proposed 

Limitations On 
Discounts

Nonbusiness Assets- treated as given 
directly to donor.

Eliminates Discounts for: 

• Lack of control or lack of marketing if the 
transferor, transferee and members of the 
family “control the entity”.

• Family means spouse, lineal descendant or a 
parent of lineal descendant of such persons.

Exception for real estate activities:

• 750 hours active and continuous 
participation.

• Does not apply to NNN Leases.
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Other Proposed 
Limitations

GST Exempt Trust- Limited to 50 
years.

IDIGITS- No Step-up in basis 
unless included in Grantor’s 
estate.

GRATS- Minimum of 10 years 
with a remainder of not less than 
the greater of 25% or $500,000.
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99.5% 
Act- Planning 

Strategies 
Impacted

Elimination of funding or sale of assets 
to IDIGITS.

Elimination or severe reduction of use of 
valuation discounts.

If  plan is put into place before new law, 
will be grand- fathered if not changed or 
added to after new law is passed.

Need to revaluate these arrangements.

• May not be able to exchange assets.

• May need to extend notes now.
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Sensible 
Taxation 

and Equity 
Promotion 

Act 
(“STEP”)

Estimates by Joint Committee on 
Taxation:In 2021 Tax Fee Step up in 
basis cost approximately $41.9 
billion in tax revenue in 2021

55% of wealth in estates over $100 
million is untaxed appreciation from 
the free step-up in basis.
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STEP 
Proposals

Tax on unearned capital 
gains on death.

Exceptions:

• $1 million exemption. 

• 15 years to pay tax on illiquid 
estates (e.g. farms and 
business entities).

• Deduction against estate tax 
for taxable estates.
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PROPOSED 
CHANGE IN 

CAPITAL 
GAINS RATE

Increased to 39.6% if 
income over $1 million.

NIIT 3.8%.

Increase from 23.8% to 
43.8% plus state tax.
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Example: New Estate Tax Law
Estate – Demand Gain $10,000,000

Less $1 Million exemption <$1,000,000>

Net Capital Gains $9,900,000

Capital Gains (43.4%) <$4,290,600>

Value Remaining Assets in Estate $5,603,400

Exclusion <$3,500,00>

$2,103,400

Estate Tax (45%) $947,445

Total Taxes Paid on $10 Million $5,238,045

Combined Tax Rate 52.38%
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Legislative 
Process- Tax 

Increases

Compromise

Eliminate Filibuster

ReconciliationBypasses Filibusters on Revenue Bills

• Go to committee after a budget resolution

• Cannot create a net revenue loss outside a 10 year budget period.

• Was Used for ACA and TCJA.

• Only for a Revenue.

Is this likely taking into account other issues, such as 
infrastructures, recovery from Covid-19 and 
Affordable Care Act Reforms?

51 votes required vs. 60 to pass legislation
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2022-2023 Priority Guidance Plan
• There are eleven items on the priority guidance plan (up from nine on the prior plan).

• Of particular interest are the following projects:

– § 1014 guidance on the basis of grantor trust assets at death;

– § 2053 regulations on personal guaranties and present-value concepts for the deductible amount

of expenses and claims against the estate; and

– § 7520 regulations regarding the use of actuarial tables when valuing annuities, term interests, and

remainder / reversionary interests.

– Interesting Observations

1. Most projects on the plan are associated with regulatory projects, some with status updates.

– Major players in the industry have been active in commenting on proposed IRS regulations.

– There likely will be an uptick in APA-based challenges in the years to come given the activities of Treasury.

2. Chapter 14 Regulations are still not on the guidance plan.
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FY 2023 “Greenbook” Proposals

• Note Valuation Proposal –Limiting the discount rate when valuing anote “on the dateof death” to the greater of the following if the §7872safeharbor was usedat issuance:

– the note’s actual interest rate or

– “theapplicable minimum interest rate for the remaining term.”

• Trust Reporting – Requiring information on the value of trust assets for each trust whose estimated total value on the last day of the taxable year exceeds $300,000 or
whose gross income for the taxable year exceeds $10,000.

• In June 2022, Secretary Yellen reported to the House Ways and Means Committee that grantor trust regulations were “very soon,” after repeated urging to closed
perceived loopholes caused by such trusts. In September 2022, Treasury indicated no ETA as draft regulations undergo internal review.

46

GRAT / IDGT Proposals Effective Date

1. Treating the grantor of the trust as having made a taxable gift to the trust every time a grantor pays

the income tax on trust income
Date of Enactment

(Not Retroactive / Can Grandfather)

2. Generally eliminating the ability in most transactions to sell assets to a grantor trust (unless revocable)

without recognizing gain/loss
Date of Enactment

(Not Retroactive)

3. Imposing (a) a required time of at least 10 years and no more than the annuitant’s life expectancy, plus

10 years, and (b) a minimum value for gift tax purposes equal to the greater of 25% of the value of the

assets transferred to the GRAT or $500,000 (but not more than the value of the assets transferred)

Date of Enactment

(Not Retroactive / Can Grandfather)

4. Prohibiting (x) any decrease in the annuity during the GRAT term and (y) the grantor from acquiring in

an exchange an asset held by the trust without recognizing gain / loss for income tax purposes
Date of Enactment

(Not Retroactive / Can Grandfather)



~$80 Billion
Increase to the IRS Budget

(~58% Earmarked for Enforcement)

47

Additional Revenue with Bigger Budget ~$204 Billion

Inflation Reduction Act of 2022 



$47.565 Billion
Estimated Net Revenue from Estate and Gift Tax “Greenbook” Proposals
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The Backbone of Most Estate Planning

49

Probate

Assets typically pass outside of probate

Income tax

Non-recognition status of grantor-IDGT transactions

Modified tax reporting obligations

Grantor responsibility for income taxes

Administration

Flexibility on administration and dispositive provisions

Ability to modify/reform/decant the “irrevocable“ trust 

Creditor/asset protection is possible

Gift and Estate tax

Vehicle for using annual and lifetime gift tax exclusion 

Allocation of GST tax exemption

Trust assets typically are not subject to estate tax

IDGT



Major Categories of Transfers with IDGTs
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Gifts sales

IDGT IDGT

FLP / 
FLLC

GP LLC

1

2

3



Gifting to IDGTs
• Transfers by a grantor (or other person) to an IDGT generally are treated as completed gifts for gift tax purposes, provided

that the transferor has “so parted with dominion and control as to leave in him no power to change its disposition.”

– It is helpful to read and understand Treas. Reg. § 25.2512-1, Cessation of Dominion and Control, since it outlines significant

rules and components to the completed gift doctrine.

– The transfer of property by a grantor to a grantor-trustee of an IDGT does not necessarily cause there to be an incomplete

gift for gift tax purpose. (See Treas. Reg. 25.2512-(g)).

• Although the transferor is primarily responsible for the payment of gift taxes owed with respect to the transfer of property

for less than adequate and full consideration, transferee liability is possible and can create a cloud on the title of

transferred property.

• For 2022, the annual gift tax exclusion is $16,000 (it was $15,000 in 2021), and the basic exclusion amount (also known as

the unified credit) is $12,060,000 (it was $11,700,000 in 2021).

– Use of Crummey provisions (e.g., lapsing annual withdrawal right to withdraw 5% or $5,000 of trust assets) can avoid

limitations imposed by the present-interest rule (i.e., to qualify for the annual exclusion).

– That might cause the beneficiaries to be deemed owners of (a portion) of the IDGT. (See Rev. Rul. 81-6, 1981-1 C.B. 620).

– On 04/27/22, Treasury proposed the anti-clawback regulations, which addressed certain situation in which an estate could
be taxed on gifts made by a donor during TCJA period. (See Reg-118913-21). ACTEC provided comments recently.

• One or more gifts to an IDGT is often the basis for subsequent planning opportunities.
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Sales to IDGTs
• Typical Structure – Often the Base for Other Planning

– An IDGT is established and funded via seed gift(s) by the grantor or other family members.

• Significant consideration goes into designing the administrative and dispositive terms of the trust given that it is
irrevocable (but potentially eligible for judicial modification).

– Who will serve as the trustee, and what powers will they have?

– What distribution will be permitted (e.g., HEMS), and over what term?

– Grantor status often is obtained through a borrowing power, substitution power, or power to add a charitable beneficiary
(although beware of § 2036/§ 2038 exposure).

• Cash/marketable securities are often used to fund the grantor trust, but it is possible to use other assets, such as
closely held entity interests (appraisal needed) or promissory notes.

– The IDGT purchases appreciated, high-growth, and/or high-yield assets from the grantor for a promissory
note bearing interest at the applicable Federal rate (AFR) under § 7872 (an estate freeze transaction).

• The 10% Rule – A “rule” suggesting a minimum debt-to-equity ratio for the purchase.

• It is possible to use guarantees to support the purchase, but consider other complications.

• Payment of Income Tax (See Rev. Rul. 2004-64, 2004-2 C.B. 7)

– The grantor’s payment of income taxes arising from assets held by the grantor trust is not treated as an 
additional gift to the beneficiaries of the IDGT. 

– Tax reimbursement clauses may trigger § 2036 (e.g., if it is a mandatory reimbursement clause).
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“

”

A Key Element to the Estate Freeze and Burn

53

Rev. Rul. 85-13, 1985-1 C.B. 184. 

A transaction cannot be recognized as a sale for federal income tax

purposes if the same person is treated as owning the purported

consideration both before and after the transaction. . . . It is anomalous to

suggest that Congress, in enacting the grantor trust provisions of the Code,

intended that the existence of a trust would be ignored for purposes of

attribution of income, deduction, and credit, and yet, retain its vitality as a

separate entity capable of entering into a sales transaction with the grantor.



Use of Formula Clauses in Transactions
• Formula clauses may provide a mechanism for obtaining tax certainty when transferring hard-to-value assets.

• Types of Clauses

– Defined-value clauses based on values “as finally determined for estate/gift tax purposes” – See Christiansen, Petter, Wandry.

– Defined-value clauses – See McCord, Hendrix

– Purchase-price adjustment clauses – See King

– Savings/reversion clauses – See Procter

• Reporting Considerations – May be needed to prevent the clause from being illusory.

– Non-Gift Transactions: Follow the adequate disclosure rules (Treas. Reg. § 301.6501(c)-1).

– All Transfers: Reflect the formula clause in the gift tax return tables.

• Words and conduct matter, so respect and follow the terms of the clause!

– Nelson, T.C. Memo. 2020-81 (aff’d 5th Cir. 2021)

• Memorandums of gift and sale stated that the taxpayer desired to make gift/sell “her right, title, and interest in a limited partnership interest having a
fair market value of [$] as of [Date], as determined by a qualified appraiser within ninety (90) days of the effective date of this Assignment.”

• Although the sale was not reported in the gift tax return, the gift was as a transfer “having a fair market value of [$] as determined by an independent
appraiser to be a [%] limited partner interest.”

• Court held that the clause was not based on values as finally determined, noting that, although the taxpayers may have intended for that language to
apply, they did not write it.

– Knight, 115 T.C. 506 (2000) – Gift tax reporting and conduct resulted in the Tax Court disregarding the dollar-value formula clauses used
by the taxpayers.
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Promissory Notes as Consideration 

• A “Plain Vanilla” Structure for the Promissory Note

– Term: Mid-Term or Long-Term

– Interest: Applicable Federal Rate

– Periodic Payments: Traditional Amortization; Interest-Only; Balloon Payment at Maturity

– Security: It Depends

• Adding Flavor – A Self-Cancelling Installment Note (i.e., a Promissory Note that Extinguishes at Death)

– A “mortality premium” either as an additive to the principal owed or to the interest rate changed is needed
for a SCIN to serve as adequate and full consideration for transferred property.

– There is some uncertainty as to the appropriate way to calculate the mortality-risk premium.

• Gift Tax Considerations When Using Promissory Notes

– Whether the promissory note is a bona fide debt or a disguised gift

• The test is whether, at issuance, the parties intended for a loan to exit and had a reasonable expectation of
repayment at that time. A multi-factor analysis is often used here.

• Subjective intent matters, and intrafamily transactions are subject to heightened scrutiny.

– Whether the promissory note is valued at face, plus accrued interest, or at some other value

• The answer depends on whether the valuation is at issuance (i.e., § 7872/Frazee/True) or afterwards (§ 2512/§ 2031/§
25.2512-4/§ 20.2031-4).

• The application of these valuation rules when it comes to intrafamily promissory notes is a hot topic for the IRS.
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The BDIT – A Variation on the Theme

• The beneficiary defective inheritor’s trust (“BDIT”) is a cousin to the IDGT from a tax perspective, except it is
designed so that a beneficiary (rather than the grantor) is the deemed owner under Subchapter J.

• Typical Structure

– A BDIT is established by a third party (e.g., another family member) for the benefit of the client and funded
with a seed gift(s), such as cash or marketable securities.

• Like the IDGT, significant consideration goes into designing the administrative and dispositive terms of the BDIT
since it also is an irrevocable trust for purposes of state law.

– Distributions – HEMS Standard During Client’s Lifetime

– Trustee – Individual Trustee v. Corporate Trustee (Maybe Bifurcate the Role/Powers)

• To obtain grantor-trust status, the beneficiary often has a (testamentary) special power of appointment, which
satisfies the requirements of § 678(a).

– The BDIT purchases from the client (beneficiary) assets for a promissory note.

• Tax Matters

– Income Tax – Same as the IDGT (e.g., no gain/loss recognition upon the installment sale).

– Gift Tax – None, because the special power of appointment makes the gift incomplete.

– Estate Tax – Theoretically, the same as the BDIT (although, there may be significant § 2036 exposure).

• Non-Tax Purposes – Creditor protection for client (beneficiary) and potential for wealth preservation (in trust).
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GRATs – An Efficient Wealth-Transfer Vehicle 

• Basic Issue – Whether the retained interest is a “qualified interest.”

• General Legal Framework

– Section 2702 generally provides that the value of any interest retained by the transferor or any applicable

family member is zero unless the retained interest is a “qualified interest,” in which case it is valued pursuant to

§ 7520.

– Section 2702 and Treas. Reg. § 25.2702-3 contains a laundry list of requirements.
• Right to receive fixed amounts payable annually

• Incorrect valuation of trust property

• Prohibitions against: (i) additional contributions, (ii) contingent payments (other than based on survival of the holder), (iii) payments to

other person during the annuity term, (iv) commutation, and (v) the use of debt to satisfy the annuity obligation.

• A Few Other Comments

– GRATs are a statutory/regulatory creature, so be mindful about compliance issues at creation and during the

annuity term – think Estate of Atkinson (11th Cir. 2002).

– An examination may include requests for substantiation of annuity payments.

– Administrative mishaps are not necessarily fatal.
• In Walton, the Tax Court relegated to Rule 155 computations a disagreement that resulted from GRATs making required payments using

unsanctioned quarterly distributions of cash followed by large distributions of stock within 105 days of the trusts’ anniversary date

(rather than December 31, as required under the agreements).

– CA 2021152018 – Applying Atkinson to disallow remainder interest from being a qualified interest under § 2702. 57



Potential Planning Pitfalls and Risks
• Gift Tax Risks

– Incomplete Gift

– Indirect Gift

– Step-Transaction Doctrine / Substance-over-Form Doctrine / Economic Substance Doctrine

– Bona Fide Debt Risk

– Valuation Risk

– Limitations Risk

– Penalties

• Estate Tax Risks

– § 2036 / § 2038

– Valuation Risk

– Other Risk (Depending on the Assets Transferred)

– Penalties

• Administration / Fiduciary Risks
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Leveraging a 
Spousal 
Lifetime 

AccessTrust
(“SLAT”)

Irrevocable Trust 
created for a spouse 

and other family 
members

Must enter into a valid 
Post Marital Agreement 

to create separate 
property for each 

spouse

Each spouse creates a 
Trust for the other 
using the “donor 
spouse’s” gift tax 

exclusion

Beneficiary spouse is 
current beneficiary.

Can include provisions 
for children or 

grandchildren can be 
contingent 

beneficiaries

Allocate donor spouse’s 
GST Exemption
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Tax Advantages/Disadvantages of a SLAT

Recommendation- use 
appreciating assets

Good Assets to use 
include:

Real estate Life insurance

Securities

Closely held business 
interests

May also want to 
include cash

Taxed as Grantor Trusts

Allows growth without 
being taxed.Payment 

of taxes by “donor 
spouse” not a gift

No step up in basis
Subject to I.R.S. 

scrutiny
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Factors to Consider When Using a SLAT

Irrevocable
Grantor has no retained 

beneficial interest
Not included in 
Grantor’s estate

Donor spouse cannot be 
a Trustee

Beneficiary Spouse can 
be a Trustee, with power 

to distribute to him or 
herself subject to HEMS

Either spouse (and 
future beneficiaries) can 
remove and replace  a 
Trustee (subject to FRC 

§672(c))

Beneficiary spouse can 
have a limited power of 

appointment.

Allow investment 
portfolio to be leveraged 
to use assets to acquire 

new assets

Divorce is a major risk: 
Do not have any assets 
available for former or 

estranged spouse
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Structure for non reciprocal GST exempt gift trusts in Delaware benefitting spouse 
(with creditor protection)

Trust #1

Wife
Irrevocable Trust 2021

Trust #2

Discretionary Income: Wife

Creator: Husband

Trustee: Corporate Trustee co/wife (Co-Trustee)

Investment Director: Husband

Beneficiary: Wife (Non spouse co-trustee discretionary income and 
principal) 
• Limited Power of Appointment at death?
• Grandchildren(in trust to preserve GST and asset 

protection value)?

Contribution: Up to $11,700,000 in value 

Taxation: Grantor trust

All Income: Husband

Creator: Wife

Trustee: Corporate Trustee
Co/husband (Co-Trustee)

Investment Director: Husband

Beneficiary: Husband (Non spouse co-trustee discretionary income and 
principal) 
• Grandchildren(in trust to preserve GST and asset 

protection value)? 

Contribution: Up to $11,700,000 in value

Taxation: Grantor Trust

Husband
Irrevocable Trust 2021

* Must avoid reciprocal trust doctrine, also Code §§ 2036,2038 62



Avoid 
Reciprocal 
Trust Rule 

in SLAT

Trust created at same time.

Trust has nearly identical terms.

Result- each settlor created as in the same 
economic position and included in estate. 

See U.S. v. Grace, 395 U.S. 316 (1969), Lehman v. 
Comr., 109 F.2d 99 (2d. Cir. 1940), Bischoff Estate 
69 T.C. 39

63



Techniques 
to Create 

Non-
Reciprocal 

Trusts

Lifetime Power of Appointment in only one Trust.

Testamentary Power of Appointment in only one Trust:

Wife’s contingent beneficiary’s are children.Husband’s Trust’s contingent 
beneficiaries are grandchildren.

Use different Trustees:

H Trustee of Trust W creates.Independent trustee for trust H creates.

Distribution Standards:

One that has spouse Trustee- HEMS.

One that has independent Trustee- discretionary.
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FLP as an 
Asset 
Protection 
Tool

Insurance is the first line of 
defense against liability

Asset protection FLP 
compliments insurance 

coverage 

Claim Exceeds the limits of 
insurance coverage

Claim is not covered by the 
policy
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Creditor Claims 
Against FLP 
Partners

Seizure of the Limited Partnership 
Interest

Seizure of Profits or Liquidation 
Distributions

Recovering Assets Transferred to 
the Limited Partnership
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Inside and 
Outside 
Creditors

Protecting Against 
Inside Liability

Protecting Against 
Outside Liability

Outside Liability and 
Single-Member LLCs
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Charging 
Order

Court-authorized lien placed on 
distributions 

Allows creditor to garnish 
distributions from Partnership

Used by claimants against limited 
partnerships (LPs) and limited 
liability companies (LLCs)
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Charging 
Orders 

Protect FLP 
Assets

FLP can convert attractive assets (e.g., cash) 
into unattractive assets

Creditor only receives what general partner 
decides to distribute

Judgment creditor’s attorney, if on a 
contingency fee arrangement, may not collect

Creditor will have significant tax issues: IRS 
Rev. Rul. 77-137
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Charging 
Order 

Limitations

Not allowed to:

Join in Partnership’s management

Dissolve the FLP

Sell its assets without the other 
members' consent
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Drafting FLPs 
for Asset 
Protection

Super majority required for certain actions.

100% required to permit withdrawal

Limit right to demand distribution

Limit transferability of interests.

Do not allow assignee as automatic substitute partner

Use an entity (perhaps an LLC) as the general partner to prevent 
any partner having personal liability

Authorize mandatory capital contributions

Permit the redemption of interests seized by creditors 
(foreclosure) or subject to a charging order
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Charging 
Orders Issues

Single Member LLCs

Entity Jurisdiction

Business formalities – no “piggy bank” 
approach

Operating agreement

Not for personal expenses – keep separate 
books

Distributions to follow OA protocol
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Valuation 



Valuation of Purchased Property 
• Fair market value for gift tax purposes generally is “the price at which such 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 relevant facts.” (See Treas. Reg. § 25.2512-1).

• For gift tax purposes, the general rule is that each transfer is separately valued (i.e., there is a non-
aggregation rule). (See, e.g., Rev. Rul. 93-12, 1993-1 C.B. 202). The opposite applies for estate tax purposes.

• Depending on the nature of the transferred property, there may be nuances to applying the general rule,
such as, for example, in the following situations:

– Stocks/Bonds (See Treas. Reg. § 25.2512-2)

– Business Interests (See Treas. Reg. § 25.2512-3)

– Notes (See Treas. Reg. § 25.2512-4)

– Annuities, Unitrust Infests, Life Estate or Term of Years, Remainder/Reversionary Interests (See Treas. Reg. §
25.2512-5)

– Certain Life Insurance/Annuity Contract and Open-End Investment Companies (See Treas. Reg. § 25.2512-6)

• Be aware of the potential for Chapter 14 (Special Valuation Rules) to override the traditional test.

– Private Equity Transactions – Carried Interests (e.g., § 2701)

– GRATs/GRUTs (e.g., § 2702)

– Buy-Sell Agreements or Non-Market Transfer Restrictions (e.g., § 2703)

– Lapsing Rights/Restrictions (e.g., § 2704)
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Recent and Relevant Valuation Cases

76

Case Assets Court Discount from NAV

Strangi I (2000) securities Tax 31%

Knight (2000) securities/real estate Tax 15%

Jones (2001) real estate Tax 8%; 44%

Dailey  (2001) securities Tax 40%

Adams (2001) securities/real estate/minerals Fed. Dist. 54%

Church (2002) securities/real estate Fed. Dist. 63%

McCord (2003) securities/real estate Tax 32%

Lappo (2003) securities/real estate Tax 35.4%

Peracchio (2003) securities Tax 29.5%

Deputy (2003) boat company Tax 30%

Green (2003) bank stock Tax 46%

Thompson  (2004) publishing company Tax 40.5%

Kelley (2005) cash Tax 32%

Temple (2006) marketable securities Fed. Dist. 21.25%

Temple (2006) ranch Fed. Dist. 38%

Temple (2006) winery Fed. Dist. 60%

Astleford (2008) real estate Tax 30% (GP); 36% (LP)

Holman (2008) Dell stock Tax 22.5%

Keller (2009) securities Fed. Dist. 47.5%

Murphy (2009) securities/real estate Fed. Dist. 41%

Gallagher (2011) publishing company Tax 47%

Koons (2013) cash Tax 7.5%

Richmond (2014) marketable securities Tax 46.5% (37% LOC/LOM & 15% BIG)

Giustina (2016) timber company Tax 25% LOM

Streightoff (2018) marketable securities Tax 18% LOM

Grieve (2020) marketable securities Tax 35% (98.8% non-vot. LLC int.)

Nelson (2020) equipment co. Tax 40.5% (stock); 31.6% (LP)



Applicable 
Federal Rate
Quarterly, March 2000 to Present
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Faster, Higher, & Longer

Federal Open Market Committee, Summary of 

Economic Projections, September 21, 2022
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Will Rising 
Rates Affect 
Valuations?

… Probably, yes, since they already 

are in capital markets. 

• Discounted Cash Flow Approach
– Higher Discount Rates for Inflation and 

Risk-Free Rate of Return?

– Enhanced Equity Risk Premium?

– Recessionary Income Projections?

• Guideline Company Approach
– Multiple Compression Across the Board?

– Enhanced Size-Premium Adjustments? 
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Family Limited 
Partnership 
Valuation Discounts

Lack of control

Lack of marketability

Key person discount

Tiered discounts

Portfolio discount

Built in gains discount

Non-voting discount

COVID discount
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Discounts for Lack of Control (DLOC)
Family Limited Partnerships

The DLOC 
measures the 

difference in price 
between:

Controlling 
ownership interest 

Otherwise
comparable 

noncontrolling 
ownership interest
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Discount for 
Lack of 
Control 
Factors

Appoint or change 
management of FLP

Determine FLP 
management 
compensation 

Set operational and 
strategic policy of 

FLP

Acquire or liquidate 
FLP assets

Borrow funds on 
behalf of the FLP 

Select people with 
whom to do 

business andaward 
contracts

Negotiate and 
consummate 
mergers or 
acquisitions

Liquidate, dissolve, 
sell out, or 

recapitalize the FLP

Declare and pay 
distributions from 

FLP
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Discount for 
Lack of 
Marketability
(DLOM) FLP

Empirical models

Theoretical models
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Empirical 
Models

Studies of price discounts 
on sales of restricted 

shares of publicly traded 
companies  

(“restricted stock studies”)

Studies of price discounts 
on private stock sale 

transactions prior to an 
initial public offering  
(“pre-IPO studies”)
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IRS Challenges 
to FLP 
Valuation 
Discounts

Business purpose

Liquidation restrictions

Gift on formation

Appropriateness of the 
specific discounts
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Tiered 
Discount 
Allowed in 
Real Estate 
FLP Gift Tax 
Case

Tax Court permitted a taxpayer to 
apply a tiered discount in the context 
of a family limited partnership owning 

interests in real estate

Astleford, TC Memo 2008-128, RIA TC 
Memo 2008-128, 95 CCH TCM 1497
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Built-In Gains 
Taxes on 
Business 
Valuation

Estate of Davis v. Commissioner (110 T.C. 530, 110 T.C.)Tax 
court holds willing buyer and a willing seller would not have 
agreed upon a price that did not take into account the 
company’s built-in capital gains tax liability.

Eisenberg v. Commissioner (155 F.3d 50, 1998) the court held: 
“We find …a hypothetical willing seller and a hypothetical 
willing buyer would not have agreed on that date on a price 
for each of the blocks of stock in question that took no 
account of the corporation’s built-in capital gains tax.”

Estate of Richard R. Simplot (112 T.C., No.13) Tax court 
allowed a full discount for built-in gains.

Dunn v. Commissioner (CA-5, 2002-2 USTC ) the Appellate 
Court held: "The Tax Court made a significant mistake in the 
way it factored the 'likelihood of liquidation' into its 
methodology, a quintessential mixing of apples and oranges”
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Non-Voting Discount

Entity has both 
voting and non-

voting stock/units 

Discount of a few 
percentage points 

is usually 
warranted
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COVID 
Discount
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Defined 
Value Clause 
(“DVC”) 

Wandry, T.C. Memo. 2012-88, approved a DVC where 
the “excess” was returned to the donor, and not to a 
charity.  

Taxpayers gifted LLC interests to their issue

Phrased the gift in terms of “that number of units 
which had a value equal to the taxpayers’ remaining 
exemption amount” (in other words, a fixed dollar 
amount) 

Tax Court ruled that what the taxpayers had gifted 
was LLC units having a specific dollar value – the 
exemption amount – and not a specific number of 
LLC units
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McCord v. Commissioner, 461 F.3d 614 
(5th Cir. 2006) “net, net gift”

The Tax Court had previously ruled in that a net, net gift payment obligation could not reduce the value of a gift for gift 
tax purposes

Tax Court was reversed by the 5th Circuit Court of Appeals in Succession of which allowed the reduction for “net, net 
gift”

A net gift, the donee pays the taxes – usually, but not always, from the assets that are gifted and the amount of the gift 
subject to gift tax is reduced

A “net, net gift” the donee also agrees to pay any increase in estate taxes imposed on the donor’s estate under Code 
§2035(b) relating to the gift snf back to the gross estate any gift taxes paid on a gift if the donor dies within 3 years of the 
gift
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Taxation of 
Partnership 

Income

Partnerships are "pass-through" tax 
entities

profits and losses of the partnership "pass 
through" the business to the partners, 
who pay taxes on their share of the profits

Each partner's share of profits and losses 
is usually set out in a written partnership 
agreement
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Tax Return 
Filing

Informational return the IRS reviews to 
determine whether the partners are 
reporting their income correctly

The partnership must also provide a Schedule 
K-1 to the IRS and to each partner, which 
breaks down each partner's share of the 
business's profits and losses. 

Each partner reports this profit and loss 
information on his or her individual tax return
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Partners  pay 
tax on 

"distributive 
share" 

Each partner will owe income 
tax on his or her rightful 
share of income

Even if partners need to leave 
profits in the partnership to 
cover future expenses or 
expand the business 
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Establishing 
the 
Partners' 
Distributive 
Shares

A written partnership agreement 

State law usually allocates profits and losses to 
the partners according to their ownership 
interests in the business

State law assumes that each partner's interest in 
the business is in proportion to the value of his or 
her initial contribution to the partnership

Special allocations allow disproportionate 
distribution, but require carful drafting
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Income Tax 
Consequences 
of Partnership 

Formation

Contributions to a partnership are 
generally tax free.  

No gain or loss is recognized by a 
partnership or any of its partners as a 
result of a contribution of property by a 
partner to the partnership in exchange for 
a partnership interest.
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Profits interest in 
exchange for 
services is Non-
Taxable if:

97



Reporting Partnership Income

A partnership must file an annual 
information return to report the income, 

deductions, gains, losses, etc., from its 
operations, but it does not pay income 
tax. Instead, it "passes through" profits 
or losses to its partners. Each partner 

reports their share of the partnership's 
income or loss on their personal tax 

return.

Partners are not employees and 
shouldn't be issued a Form W-2. The 
partnership must furnish copies of 

Schedule K-1 (Form 1065) to the partner.
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Which Assets Can be Transferred Into a FLP or LLC?

You can transfer just about any 
asset into an FLP or LLC, then 

pass those assets along to your 
children and grandchildren. 
Typical assets include the 

following:

Business

Cash—You can transfer money 
from your personal bank 

accounts into the LLC, then 
distribute it among the LLC 

members.

Property—You can transfer the 
title to land and structures built 

on that land into your FLP or LLC. 
Check with any mortgage holder 
prior to such a transfer, however, 
as you might need their approval.

Personal possessions—You can 
transfer ownership of 

automobiles, stocks, precious 
metals, artwork, or other 

significant belongings into your 
LLC.
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Investment Company Partnerships

IRC Sec  721(b) requires 
recognition of gain (but not loss) 

in certain cases where the FLP 
would be treated as an 

“investment company” under §
351 if the FLP were taxed as a 

corporation. 

More than 80% of the value of its 
assets consists of “portfolio 

assets” such as stocks, securities, 
cash, notes, options, foreign 

currency, certain financial 
instruments, interests in real 

estate investment trusts, 

For FLPs a transfer of investment 
assets in exchange for a capital 

interest in the partnership can be 
taxable if the transfer diversifies 

the contributing partner’s 
investment
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Avoiding the Investment Company Rules

Be sure that marketable securities and other portfolio 
assets comprise no more than 80% of the total value of 
the assets to be contributed to the partnership

Real estate and collectibles do not count as portfolio 
assets

But contributing nonportfolio assets to the FLP will 
increase the risk of gain recognition upon a distribution 
of marketable 
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Qualified Business Income IRC Sec 199A

Sec. 199A provides individual taxpayers a deduction of up to 20% of QBI from a U.S. 
trade or business operated as a sole proprietorship or through a partnership, S 
corporation, trust, or estate

The QBI net income or loss with respect to such trade or business, provided it is 
effectively connected with the conduct of a trade or business in the U.S

Sec. 199A rules are applied at the level of the partner or shareholder, with each 
partner or shareholder taking into account their share of the business entity’s QBI

102



QBI Deduction Limits

50% of the W-2 wages with respect to the trade or business, or 

Sum of 25% of the W-2 wages, plus 2.5% of the unadjusted basis 
immediately after acquisition of all qualified property (generally, 
tangible property subject to depreciation under Sec. 167). 

May not exceed(1) taxable income for the year over (2) net capital 
gain plus aggregate qualified cooperative dividends.
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Qualified Trade or Business

A taxpayer must be 
engaged in a "qualified 
trade or business" to 
claim the Sec. 199A 

deduction

Sec. 199A defines a 
qualified trade or 

business by exclusion; 
every trade or business 
is qualified, other than:

The trade or business of 
performing services as 

an employee

A specified service 
trade or business

104



Thank You

Cliff Capdevielle

attorneyc@yahoo.com

Benjamin A. Cohen-Kurzrock, JD, CPA
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