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EXECUTIVE SUMMARY:

Keller, et. al. v. U.S.1 is the latest battle and a significant taxpayer victory in the family limited partnership arena.  The four-day trial on this matter ended on February 12, 2007, and over two years later on August 20, 2009, the Court issued its opinion in Keller, et. al. v. U.S. The result is that the Court approved the 47.51% discount that was used by the Plaintiff’s valuation expert in arriving at the fair market value of the decedent’s interests in a limited partnership that was formed just days before the death of an 90 year old with cancer who signed partnership documents while in the hospital without actually retitling the specified assets to the partnership during her lifetime. 

FACTS:

On June 26, 1998, when they were both 88 years old Mrs. Maude O'Connor Williams and her husband, Roger P. Williams (“Mr. Williams”), executed a revocable trust agreement that provided for the formation of a revocable family trust to hold approximately $300 million in cash, certificates of deposit, and bonds (the “Family Trust”). These liquid and nearly-liquid assets consisted of Mrs. Williams’ separate property, Mr. Williams’ separate property, and the Williamses’ community property.
Under its terms the Family Trust was to terminate upon the death of either spouse and divide into two parts, known as Trust M and Trust A. Trust M would include the first-to-die spouse’s separate property and one-half of the community property. Trust A would hold the balance of the trust assets, essentially comprised of the surviving spouse’s separate property and one-half of the community property.

The surviving spouse was to serve as the trustee of both Trust M and Trust A. The surviving spouse had the right not to fund, in whole or in part, Trust A, and further could disclaim all or any part of his or her interest in Trust M, in which case a disclaimer trust would be created and then funded by the disclaimed interest. The trust agreement also provided that Trust M and Trust A would further devolve upon the death of the surviving spouse into six separate trusts for the benefit of the Williamses’ grandchildren.

By the time Mr. Williams died on June 5, 1999, Mrs. Williams, at the age of 89 years old, had over $350 million in mostly liquid assets. Upon his death the Family Trust terminated and its assets were split into Trust A and Trust M, and Mrs. Williams became the trustee of both, which positions she held for the remainder of her life.

Despite her having such a large estate, “very few, if any, of the details of the complicated and ever-shifting posture of her fortune escaped her.”  She was particularly concerned about the risk of losing  significant family assets through divorces, as she had experienced the lengthy and expensive divorce of her daughter. 

Nevertheless, the divorce "strengthened Mrs. Williams' resolve to prevent family assets from falling into the hands of former spouses and other non-blood relatives through divorce or any other means.”  This was principally accomplished through the use of various trust arrangements and also by rigorously tracking family members' separate and community property for the purpose of characterizing them under Texas' community property regime.

After the death of her husband in 1999, Mrs. Williams discussed with her advisors, Rayford and Lane Keller (They are both certified public accountants.), and her grandson, Michael Anderson, the protection and disposition of assets that were held by under Trust A and Trust M, which were established upon the death of her husband, as mentioned above.  These discussions addressed the possibility of forming several family limited partnerships for “the purpose of holding some or all of the family’s real estate, mineral interests, and the investment assets” held under such trusts, with each limited partnership to be established to hold each separate class of asset.

In early 2000, Mrs. Williams and her advisors2 formed a limited partnership that was initially owned as follows: a 0.1% general partner interest owned by a limited liability company that was to be created concurrently with the partnership, a 49.95% limited partner interest owned by Trust M,  and a 49.95% limited partner interest owned by a Trust A.  Mrs. Williams would initially own 100 percent of the limited liability company general partner, but would sell the company to her daughter, Ann Harithas, her grandson, Michael Anderson, and another grandson, Steve Anderson. 

On May 9, 2000 while in the hospital under a diagnosis of cancer, Mrs. Williams, in her capacity as the Trustee of Trust M, the Trustee of Trust A and as President of the limited liability company general partner, signed the Partnership Agreement, and the incorporation papers for the limited liability company general partner. 

Article VIII of the Partnership Agreement, which is entitled “Capital Contributions,” provides that “Each Partner shall contribute to the Partnership, as his initial Capital Contribution, the property described in Schedule A attached as part of the Agreement.”

The amount of the initial capital contributions listed Partnership Agreement's Schedule A was intentionally left blank at the time of Partnership formation because, according to Lane Keller they did not have the firm market value of the assets that were to be contributed to the Partnership.  As the Partnership was to be primarily funded by Community Property Bonds, Mr. Keller believed that it was best to wait until the date of title transfer to record the market price of the bonds and any interest accrued thereon prior to the transfer. Records indicated that of the approximately $250 million in assets that were to be contributed to the Partnership, the Community Property Bonds were worth approximately $240 million. However, there was no indication in the Partnership Agreement of the amount of any capital contributions, although Schedule A of the Partnership Agreement did specify each partner’s percentage ownership interest.

On May 10, 2000 Mr. Keller applied for tax identification numbers and spoke with representatives of the Vanguard Group about setting up  new accounts for the Partnership and the general partner company.  In addition, Mr. Keller wrote an unsigned check for $300,000 that was made payable to the corporate general partner from an account owned by Trust M or Trust A, which was to be used to make the general partner's initial capital contribution.

On May 11, 2000 the Articles of Incorporation of the general partner company were filed with the Texas Secretary of State, and a Certificate of Incorporation was issued. Also on May 11, the Certificate of Limited Partnership was filed with the Texas Secretary of State.  This occurred two days after the Partnership Agreement and incorporation papers for the limited liability company general partner were signed, which is permissible under Texas law.  Moreover, under Texas, the limited partnership and the limited liability company general partner were considered to have been formed upon filing of the Certificate of Limited Partnership and the issuance of the Certificate of Incorporation, respectively.

On May 15, 2000, only six days after signing the Partnership Agreement, and only four days after the Certificates of Limited Partnership and corporation were filed with the Texas Secretary of State, Mrs. Williams died. Her death occurred prior to Mr. Keller  receiving the tax identification numbers (which were necessary to open the new Vanguard accounts), prior to Mrs. Williams signing the $300,000 check to fund the capital contribution of the general partner and prior to the formal funding of the Partnership. Believing that the Partnership had not been properly formed or that they did not have an obligation to document the intended transfer of Bonds to the Partnership, no further action was taken regarding the Partnership for approximately 12 months.
On February 12, 2001, "a check in the amount of $147,800,245 was drawn from accounts relating to the Family Trust" for payment of Mrs. Williams estate's tax liability.  The estate tax return did not disclose the partnership or take any discount for its existence. The return filed on August 14, 2001showed a gross estate of $383,669,668, $368,766,230 of which was attributable to Trust A and Trust M. Of the $368,766,230 value of the trust, $260,781,622 was attributable to the Trusts’ interests in the Partnership.  The estate’s reported estate tax liability was $143,450,169.

As a result of attending a May 17, 2001 estate planning conference during which Church v. U.S.3 was discussed, Mr. Keller determined that they had successfully formed the Partnership after all.  Based on this, Mr. Keller and the other advisors “sprang into action and resumed their efforts with respect to formally establishing” the Partnership, which included the formal transfer of the Community Property Bonds to the Partnership.  The Partnership was therefore formally funded, as intended.

On November 15, 2001 the estate filed a Claim for Refund in the amount of $40,455,332, plus interest thereon.  The Government did not act upon the refund request within six months, and Mrs. Williams’ estate filed its Complaint in the United States District Court for the Southern District of Texas on July 5, 2002 seeking the refund.

COMMENT:

Ownership Is As Intended, Not As Titled. 
The Court concluded that “[d]espite the fact that Mrs. Williams passed away before certain formalities were observed, the Court finds it clear that, at the time of her death, she intended the Community Property Bonds to be Partnership property." 

In reaching this conclusion, the Court relied on state law to determine that the bonds were owned by the Partnership at the time of Mrs. Williams’ death.  In its analysis of applicable Texas law, the Court found that  "[w]ell established principles of Texas law provide that the intent of an owner to make an asset partnership property will cause the asset to be property of the partnership."  

The Court also looked to the fact that Mrs. Williams was the initial sole owner of the general partner, which caused her intent to be the intent of all partners at the time of the Partnership’s formation.  Furthermore, this intent was found to not need to have been evidenced by the observance of certain formalities, such as listing the amount of the initial capital contributions in the Partnership Agreement, executing the formal transfer assets to the Partnership, or receiving the tax identification numbers.

In the words of Judge John D. Rainey, the author of the opinion,  "[s]pecifically, the failure to affect an internal change to the Vanguard accounts prior to Mrs. Williams' passing was not necessary to make the Community Property Bonds property of the Partnership. Mrs. Williams' advisors' failure to finalize the Partnership documentation immediately following Mrs. Williams' death also does nothing to alter the legal effect of her intent that the Community Property Bonds be transferred to the Partnership.”

Additionally, the Court held that “at the time of her passing, Mrs. Williams intended that the corporate general partner be capitalized with the $300,000 check cut by Lane Keller and agreed to sell the stock in the general partner to Ann Harithas, Michael Anderson, and Steve Anderson.”  The  Court again looked to Texas law, which provided that “this agreement [to fund the general partner limited liability company and transfer interests in such company]  was enforceable because, among other things, the executors of Mrs. Williams’ estate had a duty to complete the transactions surrounding the general partner’s formation.”
Under Texas law, the Partnership was validly created and the Partnership Agreement was validly executed-two facts that also played a big part in the Court’s rationale. It is important to take note of the consistency and recordkeeping that was observed by Mrs. Williams’ advisors, which the Court praised and cited as evidence of Mrs. Williams’ intent.  Mrs. Williams’ intent  was a key factor in the Court’s conclusion, as indicated by the following excerpt from the opinion:
"Because Plaintiffs have established that Mrs. Williams intended to transfer the Community Property Bonds to the Partnership at the time she signed the Partnership Agreement, and that the Partnership was a valid Texas limited partnership before Mrs. Williams' death, the assets were considered partnership property before her passing...."
What about that 2036(a) argument?
The Government argued that the transfer to the Partnership was not a bona fide sale and therefore implicated IRC Section 2036(a) to ignore the transaction for tax purposes, citing  Strangi4 as support.

However, the Court felt that the Partnership met the "significant and legitimate non-tax business purpose" requirement because the primary purpose of the Partnership "was to consolidate and protect family assets for management purposes and to make it easier for these assets to pass from generation to generation.”  The Court concluded that any estate tax savings were “merely incidental” because “the primary purpose of the Partnership was not federal estate tax avoidance and the actions taken to form the Partnerships were not done so to create a disguise gift or sham transaction as those terms are used in estate taxation." 

Factors considered by the Court in its analysis include:

$ 
The extensive discussions and efforts that were put forth in good faith by Mrs. Williams’ and her advisors regarding the formation of the Partnership;

$ 
The substantial amount of personal wealth retained by Mrs. Williams outside of the Partnership (over $100 million!);

$ 
The objective of Mrs. Williams to protect family assets from depletion and attachment by ex-spouses through divorce proceedings; and


The presence of the validly executed Partnership Agreement, which contained provisions which state that each partner’s interest in the Partnership is determined in proportion to their respective capital contributions, each partner’s capital account is adjusted accordingly with respect to Partnership contribution and distributions, and each partner’s is to receive the balance of its capital account upon liquidation of the Partnership.

In other words, the Court’s determined that all parties involved played within the rules which have been espoused by previous courts that have addressed the 2036(a) issue in an family limited partnership context. Mrs. Williams and her advisors had a real, bona fide reason to form the Partnership, and followed through on this reason by completing the substantive steps necessary to exhibit good faith with respect to the establishment of the Partnership.  

Note that the Government did not argue an indirect gift in this case.  This was because no gratuitous transfer took place with respect to the Partnership interests. The limited liability general partner, Trust A and Trust M each received a proportionate amount of limited partnership interests in consideration for the assets which they contributed to the Partnership.  Therefore, the indirect gift arguments made by the Government in Senda5, Holman6 and Gross7 were not applicable to the facts of this case.

What’s it all worth?
The Court then turned to valuation of the Partnership and the two limited partner interests of 49.95% each that were held by Trust M and Trust A. 

In a classic “battle of the experts” the Court found that the Government's expert, Dr. Alan Shapiro,  "violated several of the tenets of the hypothetical buyer and seller standard, including considering the true identities of the buyer and seller, speculation as to events occurring after the valuation date, and aggregating the interest of the different owners." The Court instead accepted the Plaintiff's expert's (Mr. Robert Reilly)  use of the “asset-based” valuation approach which concluded that the fair market value of the Partnership's assets, as of the date of Mrs. Williams' death, was $261,042,664.  What’s more, the Court accepted the Plaintiff's expert's opinion that the 49.95% limited partner interests were each worth $68,439,000.

This translates to total valuation discounts (for lack of marketability and lack of control) equal to approximately 47.51%.  The net result was that the estate reduced its tax liability by over $40 million.

The Court took note that, upon Mrs. Williams’ death, Trust A and Trust M, by operation of the Family Trust agreement, automatically terminated, and their assets were divided into six follow-on trusts intended to benefit the Williamses’ grandchildren. Therefore, in accordance with the Partnership Agreement and Texas law, the transfer of Trust A and Trust M’s limited partnership interests caused by Mrs. Williams’ passing changed the nature of the interests to assignee interests.  This change in the nature of the partnership interests likely factored into the Court’s rationale of applying a 47.51% discount to valuation of the 49.95% limited partner interests. 

Adding Interest to Injury? 
In addition to above (which, in conjunction with the recent Pierre8 case, results in a bad week for the IRS) the Court found that $30,000,000 that was owed to the Partnership by Mrs. Williams’ estate was allowable as a deductible actual and necessary administrative expense by the estate.

The Partnership loaned the estate $114,000,000 to pay the estate taxes, and $30,000,000 million of interest accrued thereon.  Finding that the loan was made to provide the liquidity necessary to pay estate taxes, the Court allowed the $30,000,000 in interest to be taken as a deduction by the estate.

The Court noted that the interest was reported by the Partnership as income and income tax was ultimately paid by the partners.  As such, Court held that the interest paid is appropriate as deductible expenses.

Morals of the story:
Choose the proper venue
Because the basis of the Plaintiff’s complaint was to obtain a refund for estate taxes previously paid, this complaint was filed in United States District Court.  An executor of an estate may file suit in the district in which an executor resides, although the decedent was a resident and the estate tax paid in another district.  This may allow for “forum shopping” by drafting documents that provide for the appointment of a fiduciary that resides in a favorable jurisdiction (like the Southern District of Texas, for example) or a corporate fiduciary that has a presence in multiple jurisdictions.  

Be weary of an appeal

Although the result of this case is encouragingly pro-taxpayer at the moment, the possibility that the IRS will appeal the outcome of this case looms.  Further, an appeal would be heard before the 5th Circuit, the same court that authored the Strangi decision.  

Nevertheless, the facts in this case are “better” that those of Strangi where the taxpayer’s advisors stated that there was an implied agreement that the taxpayer was entitled to enjoy all of the income of the partnership.  Moreover the precedent of the Church case exists in the 5th Circuit, as the Court affirmed the pro-taxpayer decision in Church that was handed down by the United States District Court for the Western District of Texas.  

In Church, the taxpayer contributed over $1 million in securities and undivided interests in a large parcel real estate to a limited partnership for the purpose of protecting her substantial assets from judgment creditors in the event of a catastrophic tort claim against her.  The taxpayer died 2 days prior to the filing of the Certificate of Limited Partnership with the Texas Secretary of State.

The District Court found that the partnership had a bona fide business purpose and the circumstances surrounding its formation were comparable to similar arrangements entered into by persons in arms'-length transactions.  Additionally, the Court determined that an effective discount of over 50% was appropriate in valuing the partnership interests.

Despite this favorable precedent, planners should be aware of the possibility of an IRS appeal in this case. 

“You can’t get what you don’t ask for.”

The Plaintiff’s expert, Mr. Robert Reilly, opined that a 47.51% discount would be appropriate.  While many planners would discourage the use of an expert to opine on a discount which exceeds the common threshold that is accepted by the Tax Court, we have a duty as professionals to present actual evidence of what a willing buyer would pay a willing seller for this type of interest. 

Is it intellectually honest or ethical to propose a discount for tax reporting purposes that may be well below what the actual willing buyer/willing seller test would indicate in the real world just because the IRS does not recognize the real world discounts that do exist?

The Keller court cited incorrect application of the hypothetical willing buyer/willing seller by the government’s expert as a major reason for disregarding his testimony.  The Court has made it clear  that the hypothetical willing buyer/willing seller standard is to followed in valuing minority interests, and no regard is to be given to deviation from this standard. 

The proof in this case made for good pudding for the Plaintiff.
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