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Estate Planning For Private Equity

Fund Managers

By IvaNn TABACK AND JAY D. WAXENBERG, PARTNERS AT Proskauer Rose LLP*

elatively low interest rates together with con-
R fidence in the economy make this an ideal

time for the private equity fund manager to
review estate planning strategies with a goal towards
preserving family wealth by minimizing estate and gift
taxes. This is the case for both individuals who already
have engaged in some degree of estate planning and for
those who have not done any planning.

This article highlights important issues for the pri-
vate equity fund manager to consider in transferring
assets as part of an estate plan and describes several gift-
ing techniques that may be of particular value in today’s
economic environment. Also discussed is a planning
technique commonly referred to as the family limited
partnership, or FLP (alternatively structured and known
as the family limited liability company, or FLLC). In
addition, this article analyzes issues raised in recent court
cases involving FLPs/FLLCs, which provide valuable
guidance on the best way to structure these entities.

‘Estate Tax Repeal’ And
Its Impact On Estate Planning

While the private equity fund manager often focuses
on income tax planning, estate and gift taxes also should
be considered.

Federal estate and gift taxes are imposed upon the
transfer of assets during life and at death. Gift taxes are
currently assessed at graduated rates beginning at 41%
and reaching a maximum rate of 45%. Estate taxes are
assessed at a rate of 45%. These high tax rates result in
substantial tax liabilities, whether assets are transferred
during life or at death, and ultimately reduce the assets
available to pass to one’s children or grandchildren!.
For individuals dying in 2007, there is an exemption
from the federal estate tax of $2 million, which is
scheduled to increase in 2009.2

Although the federal estate tax is scheduled to be
repealed in 2010 under the Economic Growth and Tax
Relief Reconciliation Act of 2001, or EGTRRA, it is still
important to plan for the estate tax because tax repeal is
scheduled to occur only for those individuals who die in

2010. In 2011, all provisions of EGTRRA, including fed-
eral estate tax repeal, “sunset” and we revert back to pre-
EGTRRA estate and gift tax law for 2011 and beyond,
which means a $1 million estate tax exemption and a top
federal estate and gift tax rate of 55%. Although it has
been the subject of much discussion, Congress so far has
failed to eliminate the sunset provision of EGTRRA, and
the current size of the federal deficit may make it difficult
to find sufficient votes in the Senate to approve perma-
nent estate tax repeal. Instead, many estate planning prac-
titioners believe that a compromise will be made, result-
ing in lower estate tax rates and a larger estate tax exemp-
tion amount, effectively eliminating the estate tax for all
but the wealthiest individuals.

As a result of certain technical changes in the federal
estate tax under EGTRRA, many states have suffered a
loss in estate tax revenue. In response, many states have
enacted new legislation imposing a state-level estate
tax. The result is that the combined federal and state
estate tax rate at the highest level exceeds 50% in cer-
tain states (e.g., New York and Massachusetts).

Thus, considering the likely continued existence of
the estate tax on both the federal and state levels, it is
advisable to consider techniques to minimize federal
and state estate taxes in connection with the transfer of
one’s wealth.

Gift Taxes Remain

Unlike the estate tax, the gift tax is not repealed under
EGTRRA. Thus, regardless of what happens to the
estate tax, private equity fund managers also must be cog-
nizant of the gift tax, which is assessed on lifetime trans-
fers. Two exceptions to the gift tax are the gift tax annual
exclusion (pursuant to which a person can give up to
$12,0003 to any number of donees in any calendar year
without any gift tax implications) and the lifetime $1 mil-
lion exemption amount (essentially allowing the first $1
million of taxable gifts — those in excess of $12,000 — to
be gift tax free). Prudent and creative use of the gift tax
annual exclusion and the $1 million lifetime gift tax
exemption amount can eliminate gift tax liability for
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many lifetime transfers. More sizeable gifts, however, will
trigger a federal gift tax at rates beginning at 41%.

Although EGTRRA increases the estate tax exemp-
don from $2 million in 2007 and 2008 to $3.5 million in
2009, the lifetime gift tax exemption amount will remain
at $1 million. In addition, the estate tax exemption is
reduced by any gift tax exemption used during life. In
2010, when the federal estate tax is repealed, the gift tax
will continue in effect, although at a lower rate of 35%.

For private equity fund managers whose estates typ-
ically exceed the federal estate tax exemption amount,
careful lifetime gifting remains a critical component of
estate planning in order to remove assets (and future
appreciation on those assets) from the taxable estate,
thus lowering the estate tax that will be assessed at death.
Because the lifetime gift tax exemption is limited to $1
million, certain types of lifetime transfers are more
favorable than others. For example, gifts of cash may
not be as desirable as gifts of “in-kind” assets, because
such assets may have low current values but significant
growth potential. Any appreciation occurring after the
gift is made escapes taxation in the donor’ estate.

In addition, leveraged gifting transactions often are
preferable to outright gifts. Certain leveraged gifting
techniques maximize the transfer of value (but mini-
mize the use of the gift tax exemption) and may not
expose the transferor to significant gift tax liability.

As long as repeal of the federal estate tax or an
increase in the federal estate tax exemption remains a
possibility, payment of gift tax makes little economic
sense for most individuals with a life expectancy of
three years or more.

Transfer Issues And Opportunities Unique
To The Private Equity Fund Manager -
The Transfer Of A Carried Interest

A private equity fund manager’s assets typically
include a carried interest in a private equity fund and also
may include nonpublic stock of fund-backed companies,
both of which have the potential for rapid growth and
significant appreciation. The growth potential makes
these assets ideal for estate planning leveraging tech-
niques such as family limited partnerships and split
interest gifts that can reduce or eliminate estate and gift
tax liability. Because of certain attributes of these assets,
however, they are subject to complex provisions of fed-
eral estate and gift tax laws. These transfers should not
be undertaken without the supervision of an attorney

experienced in the intricacies of the provisions of the
Internal Revenue Code, or IRC.

Section 2701 And The Vertical Slice

When a private equity fund manager makes a life-
time gift of an interest in a fund’s general partner to a
family member or entity (often referred to in the gener-
al partnership agreement as an affiliated entity) and
retains an interest in the same partnership that is not of
the same class (meaning that its rights, other than rights
to participate in management, limitations on liability, or
non-lapsing differences in voting rights, are different),
IRC § 2701 may create an unexpected gift tax liability.
This is an important issue when a private equity fund
manager gifts to an affiliated entity some portion of his
or her carried interest in a fund, because the fund man-
ager typically will retain a subscription (or capital) inter-
est in the general partner of the fund. Because subscrip-
tion accounts typically have preference over carried
interest accounts with respect to allocations and distri-
butions of fund profits, the fund manager’s retained
interest in the subscription account would not be consid-
ered the same class as the transferred carried interest.

As a result, IRC § 2701 may apply to the gift of the
carried interest, resulting in a gift not only of the value
of the transferred carried interest, but also in a gift of
the value of all interests in the fund retained by the
fund manager. In other words, the manager’s entire
interest in the fund, rather than only the value of the
transferred carried interest, would be deemed a gift.
Under IRC § 2701, additional gifts may be deemed to
be made each time the private equity fund manager
makes an additional contribution to the capital of the
general partner at the time of subsequent capital calls,
and the same valuation rules would apply. At those
times, the value of the fund, and therefore the gift,
could be considerably larger, resulting in a substantial
and unexpected gift tax liability.

There are exceptions to the application of IRC § 2701.
For example, it only applies if the fund manager makes
gifts to certain family members. A gift of carried interest
to nieces and nephews (and more remote relatives) or
unrelated individuals is not subject to IRC § 2701.

Another exception is a gift of an interest in the gen-
eral partner that is structured as a “vertical slice” — or a
proportionate amount — of all interests owned by the
private equity fund manager in the general partner of
the fund. This vertical slice is achieved if the transfer
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includes not only the desired share of the carried inter-
est, but also a proportionate share of every other eco-
nomic interest, including any percentage interest in the
subscription account and any related obligation to con-
tribute capital, that the fund manager owns in the gener-
al partner of the fund. While the fund manager may be
reluctant to transfer to an affiliated entity an interest in
the subscription account because of its obligation to
make future capital calls, through proper planning he
or she can later assist in payment of these calls by addi-
tional gifts or loans to the affiliated entity.

In determining the vertical slice, it is also important
to consider interests the fund manager may own in side
funds that make parallel investments. Depending on
the structure of the side fund and its relationship to the
general partner, a proportionate share of those interests
may need to be included in the vertical slice.

The Vesting Issue
The IRS ruled in Rev. Rul. 98-21 that a gift of an

unvested employee stock option is not complete for gift
tax purposes until the exercise of the option is no longer
conditioned upon the performance of services by the
employee.* In an often-criticized analysis, the IRS stated
that until the employee has performed such services, an
unvested employee stock option has “not acquired the
character of enforceable rights susceptible of valuation
for federal gift tax purposes.”S Furthermore, if “the
option were to become exercisable in stages, each por-
tion of the option that becomes exercisable at a different
time is treated as a separate option” for gift tax purposes.6

Generally, the interest of a private equity fund man-
ager in the general partner’s carried interest is subject
to a vesting schedule. While Rev. Rul. 98-21 by its
terms deals only with nonqualified stock options, the
principle — that no enforceable property right exists
until vesting occurs upon completion of services — is
one which could be analogized by the IRS to the vest-
ing of a fund manager’s interest in the general partner.
The potential gift tax liability could be quite significant
if the gift of the carried interest is held to be complete
only in stages, months or years after the actual transfer
as vesting occurs.

The conservative approach is to transfer only the
vested portion of a carried interest. In reality, however,
this is often not possible if one seeks, for valuation pur-
poses, to transfer a general partner interest as soon as
possible after the inception of the fund (a time when its

value is arguably at its low point), when frequently no
vesting has occurred. It can be argued, however, that
unlike an unvested stock option with no enforceable
rights, an unvested general partner interest almost
invariably entitles its holder to property rights, including
immediate rights to allocations and distributions as if the
interest were fully vested. It is not until the fund manag-
er resigns that the vesting schedule is triggered, reducing
future property rights in allocations and distributions. In
fact, many general partner agreements do not require
the private equity fund manager to return capital
account allocations or distributions made prior to resig-
nation. The ability to retain pre-vesting allocations and
distributions, however unlikely it may be that such allo-
cations and distributions would occur in the early stages
of a particular fund, is a property right and creates a basis
on which to distinguish the vesting associated with a car-
ried interest from the vesting of stock options.
Nevertheless, a fund manager always should review any
vesting schedule applicable to a transferred carried inter-
est and evaluate the potential risk. If possible, the fund
and general partnership agreement provisions regarding
recovery of allocations or distributions previously allo-
cated to an interest which later divests should be struc-
tured to minimize the risk of making an incomplete gift.

Management Fee Offset Arrangements

In some structures, private equity fund managers
have opted to forego receipt of a portion of management
fees in exchange for an offset against capital contributions
to the fund. The structure of the offset arrangement must
be analyzed with care in the case of a proposed transfer
by a private equity fund manager of a portion of his or her
interest in the general partner. The offset arrangement
could be viewed by the IRS as a series of future gifts by
the manager if the offset also applies to later capital con-
tributions required of the affiliated entity.

The management fee that is offset is a fee paid to
the general partner for services provided by members
of the general partner to the fund. The offset arrange-
ment benefits the general partner by reducing the cap-
ital contribution that the general partner otherwise
would need to pay to the fund at the time of capital
calls. Generally, the offset arrangement at the general
partner level benefits only those who are active mem-
bers of the general partner.

If a member of the general partner retires or resigns
from active participation, the general partner agreement
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usually provides that the retired partner — who upon
retirement usually ceases to receive salary or bonuses from
the management company — also is no longer entitled to
the benefits of the offset arrangement. As a result, he or
she must pay cash at the time of capital calls made by the
fund from the limited partnership. In turn, affiliated end-
ties that receive the benefit of the offset arrangement only
would do so as long as the manager of the private equity
fund linked to the entities remains an active member of
the general partner. If the manager resigned or retired,
any interest in the offset arrangement held by his or her
affiliated entities generally would cease. This direct link
between the services provided by the manager and the
reduction in the cash contribution that otherwise would
be required of the affiliated entity could be viewed as an
additional gift by the manager to the affiliated entity.

The timing and value of any such additional gift may
be subject to debate. If one simply takes the position
that the gift occurs at the time the capital call obligation
of the affiliated entity is reduced, and that the value of
that gift is the reduction in the capital contribution oth-
erwise required, the gift easily can be reported and
annual exclusions or use of the manager’ lifetime gift
tax exemption may make it a non-taxable event. In some
instances, however, under the terms of the fund agree-
ment, the economic benefits of the offset arrangement
will not be fully realized until there are profits in the
fund and so the value for gift tax purposes is harder to
quantify, and arguably may be much lower.

An attempt to avoid the gift by treating the reduction
in capital contributions required by the affiliated entity as
a loan from the manager, which would be evidenced by a
note from the entity to the manager, appears problemat-
ic because placing an immediate value on the manager’s
offset could have a negative impact on the beneficial
income tax treatment of the offset arrangement.’

Ultimately, the best manner of handling a manage-
ment fee offset arrangement depends on the design of
the offset arrangement, the measure for gift tax purposes
of the value of the offset, and an analysis of the various
risks involved.

Valuing The Carried Interest -
Gift Tax Returns, Professional
Appraisers And The Formula Gift

Until the private equity fund commences investing, it
has no profits. Therefore, if a newly organized fund were
liquidated shortly after its formation, the carried interest

would have no value. This is the rationale that many pri-
vate equity fund managers use in support of their asser-
tion that a gift of a carried interest in the general partner
just after formation of a fund is a gift of little or no value
for gift tax purposes. Relying on the argument that the
gift is of no value or that it falls within the $12,000 gift tax
annual exclusion amount, many donors question the need
for filing a gift tax return to report the gift.

There are a number of good reasons, however, to
report this gift on a gift tax return.

One reason is that if the carried interest has no cur-
rent economic benefit (and thus is not a gift of a ‘pres-
ent interest’ in the carried interest), it may not qualify
for the gift tax annual exclusion.8 In Hackl v.
Commissioner®, the Seventh Circuit Court of Appeals
upheld the Tax Court’s denial of the use of the annual
exclusion for gifts that were deemed to have no imme-
diate economic benefit to the recipient due to transfer
restrictions placed on gifted interests (and thus were
not gifts of present interests). The Hackl holding could
extend to gifts of a variety of closely held business
interests, including a carried interest in an early-stage
private equity fund. Therefore, instead of relying on
the annual exclusion to shelter a gift of the carried
interest, one can use a small amount of the $1 million
lifetime exemption, which would require the transferor
to file a gift tax return reporting the gift. Another alter-
native is to structure the transaction so that the donee
of the gift has a present interest in it, by including an
immediate benefit or right such as including a tempo-
rary put option for the recipient. A third alternative is
simply to be willing to argue if an audit occurs that dis-
tribution or transfer rights associated with the gifted
interest differ from Hackl and therefore provide a pres-
ent interest to the recipient.

Perhaps the most important reason to report the
gift on a gift tax return is to start the tolling of the statute
of limitations. Treasury Regulations require that a gift
must be “adequately disclosed” on a gift tax return to
start the three-year statute of limitations period both for
purposes of determining gift tax liability for the gift and
for purposes of valuing the gift as part of the later com-
putation of estate tax liability (which integrates lifetime
taxable gifts).10 If a gift is not adequately disclosed, the
IRS can challenge its valuation at any time during the
donor’s life or at his or her death. Such uncertainty can
expose an individual to interest and penalties on unpaid
gift tax that could accumulate for many years and cause
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havoc with later estate planning.

The adequate disclosure guidelines require that the
gift be reported on the gift tax return in a manner ade-
quate to apprise the IRS of the nature of the gift and the
basis for the value reported.!! The Regulations require
disclosure of financial information sufficient to explain
the method of valuation.? It is not clear how extensive
this information must be. Arguably, a statement of a com-
pany’s chief financial officer accompanied by financial
statements and balance sheets may be sufficient.
Alternatively, the Regulations provide that the require-
ments will be met by filing an appraisal prepared by a
professional appraiser with the gift tax return.13 Although
using a professional appraiser is an additional expense, it
may expand the opportunity to utlize valuaton discounts
(such as a lack of control or lack of marketability dis-
count), as professional appraisers can provide supporting
documentation for such discounts while a company’s
chief financial officer may lack this expertise.

Professional appraisers, in valuing a gift of a carried
interest, often will rely upon projected cash flow analyses
used by fund managers in marketing their funds, past
performances of funds operated by the same fund man-
agers, and historical private equity capital performance
to project a return on the investment, and then dis-
count this return to determine a value for the interest
on the date of transfer. In general, using accepted and
not overly aggressive levels of discounting by the
appraiser can result in a value supportable in an estate
or gift tax audit and acceptable to the private equity
fund manager and his or her attorney in the context of
minimizing the taxable gift.

Because valuation adjustments can occur after a gift
is made (for example, as a result of an IRS audit), it may
be advisable to structure gifts of carried interests as for-
mula gifts to prevent incurring additional gift tax or the
unintended use of the gift tax exemption. In this case,
the private equity fund manager determines both how
much of the general partner interest he or she wants to
gift and how much gift tax exemption he or she wants
to use. The gift is then described using a formula pro-
viding that, if the valuation of the gifted amount is in
excess of the intended gift tax exemption amount to be
used, the excess will pass to the donor’s spouse or a
charity (or a trust for either), thereby enabling the
excess transfer to qualify for a marital or charitable
deduction in determining gift tax liability. Other tech-
niques involve the manager retaining a power over or

interest in any excess amount to avoid a completed gift.

Such formula gifts, however, are not without risk.
Courts and the IRS have ruled that certain formula
adjustments are void as against public policy.1* These
decisions provide support to the IRS in an audit; howev-
er, many practitioners believe it is still possible to draft a
formula clause distinguishable from the ones that have
been held void by the courts and the IRS and that in
many gifting situations it is essential to try and take
advantage of this protective device.

Finally, because of the potential for revaluation of
gifts by the IRS, it is always important to review the
amount of an individual’s gift tax exemption and to
track the statute of limitations on gifts.

Gifting Strategies In
A Low-Interest-Rate Economy

When making a gift of an annuity, an interest for
life or a term of years, or a remainder or reversionary
interest, the value is determined using the federal statu-
tory interest rate under IRC § 7520 (the “§7520 rate”).
The gift component of an installment sale or a low
interest loan is calculated using the applicable federal
rate under IRC § 7872 (the “§7872 rate”). Since many
of the gifting techniques discussed in this article
require that certain values be calculated using the
§7520 or §7872 interest rates, the effectiveness of the
techniques will be substantially influenced by the inter-
est rate at the time of the transfer. These rates reached
a historical low in the summer of 2003, but have been
rising since then. It may be advantageous to implement
certain split-interest gifting techniques before interest
rates further rise.

Split-Interest Gifts -
The Grantor Retained Annuity Trust

Individuals holding stock in private companies or
stock whose current price is deflated may wish to trans-
fer large amounts of the stock, but avoid using the life-
time gift tax exemption or paying gift tax. This can be
accomplished by using a leveraged gifting technique
known as the grantor retained annuity trust, or GRAT.

A GRAT is an irrevocable trust to which an individ-
ual (the grantor) transfers assets, retaining the right to
receive fixed payments (the annuity), payable not less
than annually, for a term of years.15 The annuity pay-
ment can be stated as a fixed dollar amount or as a per-
centage of the initial value of the assets contributed to
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the trust. At the end of the term, the property remaining
in the trust passes to the beneficiaries named in the
trust instrument (the remainder beneficiaries) with no
turther gift tax consequences.

Because the grantor retains the right to receive annu-
ity payments from the GRAT, the value of the gift is not
the full value of the assets contributed to the trust. Rather,
the value of the gift is the value of the interest passing to
the remainder beneficiaries, which is calculated by sub-
tracting the present value of the grantor’s retained right to
receive the annuity payments from the total value of the
assets contributed to the trust. The present value of the
grantor’s retained interest depends upon a number of fac-
tors, including the value of the assets contributed, the
annuity payment rate, the term of the GRAT, the §7520
rate, and in some instances the grantor’ age.

"Typically, a GRAT is structured so that the value of
the remainder gift is reduced to a nominal amount (a
zeroed-out GRAT), resulting in the use of a very small
portion of the grantor’s gift tax exemption.!6 Thus, a
zeroed-out GRAT is an estate planning technique with
substantial upside potential and virtually no downside.
If the GRAT assets appreciate at a rate exceeding the
§7520 rate used at the initial transfer, the excess appre-
ciation passes to the remainder beneficiaries gift-tax
free. If the assets of a zeroed-out GRAT fail to beat the
§7520 rate or decrease in value, all of the trust assets
will return to the grantor as annuity payments and he
or she will be in the same position economically as if he
or she had never made the transfer.

Minimizing the use of one’s gift tax exemption (by
using a zeroed-out GRAT) is a particularly important
goal if (1) the grantor’s entire $1 million lifetime gift
tax exemption amount already has been used by previ-
ous lifetime gifts (or the grantor does not wish to use
any of his or her exemption) or (2) there is significant
volatility in the asset transferred, thereby creating the
risk that the gift tax exemption will be wasted if the
asset declines in value after the date of transfer.

GRATS are especially successful in times of low
interest rates because they are effective when the assets
contributed to them appreciate at a rate greater than the
§7520 rate at the date of transfer.

Advantages Of The GRAT For
The Private Equity Fund Manager

There are many reasons a GRAT is an ideal gifting
technique for the private equity fund manager. The pri-

vate equity fund manager often holds portfolio company
stock or other assets where large amounts of apprecia-
tion may occur within a short time frame. A zeroed-out
GRAT makes possible a potentially large gift of the
appreciation to the remainder beneficiaries at virtually
no gift tax or exemption cost.

Another major advantage to GRATS is that they are
usually drafted using a percentage for the annuity amount,
removing the risk of an individual using more exemption
or paying gift tax as a result of a revaluation of the con-
tributed assets. If the value of the assets contributed to the
GRAT is increased on audit of the gift tax return, then the
annuity amount due to the grantor from the GRAT would
be increased by the same percentage on the increased
value, which in most cases should not materially affect the
amount of the gift resulting from the GRAT.

Finally, a GRAT is an ideal gifting technique for
assets that may be subject to fluctuations in value driven
by the economy or markets. If the contributed stock
unexpectedly suffers a downturn in value during the
term of the GRAT, the GRAT fails, in the sense that all
the stock may be required to be distributed back to the
grantor as part of the annuity payments due to him or
her. However, because the value of the remainder inter-
est is nominal, there is no gift tax cost or loss of exemp-
tion associated with the downturn in value of the gifted
stock as there would be in the case of a direct gift of the
same stock. This is an important consideration since cur-
rent gift tax law provides for a limited gift tax exemption.

There also are income tax benefits to creating
GRATS. They are grantor trusts for income tax purposes,
meaning the grantor is treated as the owner of the under-
lying trust assets. As a result, transactions between the
grantor and the GRAT are ignored for income tax pur-
poses. Therefore, no capital gains are triggered upon the
grantor’s contributing assets to the trust or upon distribu-
tion of in-kind assets from the trust to the grantor in sat-
isfaction of annuity payments. Furthermore, capital gains
on any sale of assets in the GRAT during the trust term
are taxable to the grantor. By the grantor (and not the
GRAT) paying these income taxes, the GRAT assets
essentially are allowed to appreciate tax-free for the ben-
efit of the remainder beneficiaries. Additionally, when the
grantor pays the income taxes attributable to the trust,
the income tax payments are not considered taxable gifts
to the remainder beneficiaries.!” The payment of the
income tax by the grantor essentially is a tax-free gift to
the trust beneficiaries.
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Additional Considerations
In Any GRAT Transaction

A GRAT is effective only if the grantor survives the
term of the GRAT. If the grantor dies during the term
of the GRAT, all the property in the GRAT will be
included in his or her estate.!8 For this reason, long-
term GRATS are often not as attractive as short-term
ones and it is always important to consider the grantor’s
health in setting the term. One can structure a GRAT
with a term of as short as two years, which may be suf-
ficient time to capture a large amount of appreciation
in an asset and move it to remainder beneficiaries. One
also might consider dividing assets to be gifted between
spouses so that each spouse can establish a separate
GRAT with a portion of the assets, thereby spreading
the mortality risk between them.

The grantor of a GRAT always should consider the
generation-skipping transfer, or GST, tax!? in selecting
the remainder beneficiaries of the GRAT. It is not possi-
ble to allocate GST exemption to the initial contribution
to the GRAT, so the leveraging opportunity available with
the gift tax is not available with respect to the GST tax.

In general, allocation of GST exemption only can be
made at the termination of the GRAT. If, at the termina-
tion of a GRAT, a distribution is made to a remainder
beneficiary who is a “skip person,” such as a grandchild,
GST tax will be assessed. In a successful GRAT, this may
result in unintended use of the grantor’s GST exemption
or a substantial generation-skipping transfer tax liability
if no exemption is available. Also, under GST exemption
allocation rules, GST exemption automatically will be
allocated at the termination of a GRAT if the remainder
beneficiary is deemed to be a generation-skipping trust.
Again, this automatic allocation may not be desired nor
intended. The issue should be reviewed by counsel no
later than the year of termination of any GRAT that has
a trust as a remainder beneficiary to determine if an elec-
tion out of the automatic GST exemption allocation
rules is appropriate.

If the assets of the GRAT do not consist of cash or
marketable securities at the time the annuity payment is
due, the mechanics of making payments can be very dif-
ficult. Treasury Regulations forbid the use of a note,
other debt instrument, option or other similar financial
arrangement to pay the annuity due to the grantor.2?
If there is insufficient liquidity to pay an annuity due the
grantor (e.g., the fund has not yet begun to pay out
carry) and the trust satisfies the annuity by paying

in-kind assets to the grantor, it is very important that the
valuation of the in-kind assets used to make the annuity
payment be fully supportable. Thus a GRAT may be
more appropriate in the context of a “mature” fund
where they may be liquidity available to fund the annual
annuity payments. If the asset is found to have been
overvalued, the required annuity payment would be
treated as not having been made in full and the trust
could be disqualified. Overvaluation of its assets for pur-
pose of paying the annuity amount could also be viewed
as a constructive addition to the trust, in violation of the
prohibition against adding property to a GRAT. In
either case the disqualification of the GRAT as a result
of improper administration could result in an unexpected
and substantial gift tax liability for the grantor.

Finally, while the grantor of a GRAT may serve as
the trustee of his or her GRAT during the GRAT
term, this is not advisable when the grantor transfers
stock of a corporation that he or she controls. The
estate tax provisions of the IRC provide that the reten-
tion of certain powers (such as voting control of stock
in a controlled corporation) by a grantor over trans-
ferred assets can result in the inclusion of those assets
in the grantor’ estate.2!

Charitable Lead Annuity Trusts

The charitable lead annuity trust, or CLAT, offers
many of the same advantages of the GRAT in a low-inter-
est-rate environment. The concept is similar to a GRAT;
but the lead annuity interest is paid to a charity rather
than retained by the grantor. The term of the charitable
lead interest can be for a term of years or a term measured
by the life of one or more individuals.?2 Like a GRAT; a
CLAT may be more appropriate in the context of a
mature fund where they may be liquidity available to fund
the annual annuity payments to charity rather than hav-
ing to value in-kind property distributions.

For example, if a donor transfers $1 million to a
CLAT with a 7% payout to charity, $70,000 will be
paid to charity each and every year of the trust. The
valuation of the charitable deduction is based on the
§7520 rate. The amount of the deduction is determined
by the rate of payment to charity and the length of the
trust. The negative effect on the tax deduction of a low
percentage annuity can thus be offset by lengthening
the charitable payout period. Conversely, a higher pay-
out rate would permit a shortening of the trust term.

Because the lead interest payable to the charity qual-
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ifies for the gift tax charitable deduction, the taxable gift
is the value of the remainder interest in the trust and, as
in the case of a GRAT, the annuity payable to the charity
can be set at a rate sufficiently high to reduce the taxable
gift to a minimal amount. For example, for a trust creat-
ed in July 2007, an annuity payable to charity each year
equal to 8.7% of the initial value of the trust principal for
20 years will allow the remainder of the trust to pass to
family members at the end of the 20-year term free of all
gift tax. While this may be extreme, it is often possible to
obtain deductions of 60% to 70% without having the
annuity amount exceed a reasonable rate of return.

Furthermore, any future appreciation in the trust
principal inures to the benefit of the trust remainder-
men (e.g., the donor’s children), and that enhancement
would not be taxed in the donor’s estate.

Alternatives To Gifts:
Intra-Family Loans Or Sales

When a family member or entity needs cash immedi-
ately, an intra-family loan can be an ideal alternative to an
outright gift, which would require use of the annual
exclusion or lifetime gift exemption, or a more complicat-
ed split-interest transaction. For example, a loan can be
made to a family member, an irrevocable family trust or a
family limited partnership that holds a private equity fund
interest and requires funds to meet its capital call obliga-
tion. The terms of the loan can provide for periodic or a
single balloon payment of interest and/or principal. It
also can include prepayment options for the borrower
and allow flexibility to renegotiate the loan if interest
rates change. Demand loans, while presenting the most
options for the lender, present more complicated admin-
istrative and gift tax issues than term loans.

Intra-family loans are governed by IRC § 7872,
which requires that the applicable federal interest rate,
or AFR, be used to calculate the interest on the loan.
Such rates are issued monthly and vary depending on
the term of the loan and the interest compounding
period. It is important that the §7872 provisions are
followed to avoid the loan being treated as a gift loan,
resulting in the interest being deemed a gift from the
lender to the borrower.

Intra-family loans are effective if the loan proceeds
can be invested to produce a higher return than the AFR,
because that difference goes to the borrower without any
gift or estate tax consequences to the lender.

However, there are income tax issues for the lender

and borrower in any term or demand loan arrange-
ment. The original issue discount rules generally will
require the lender to report in each calendar year a pro
rata share of the interest accrued even if no payment is
required of the borrower. In some cases, interest pay-
ments also may be a deduction to the borrower.?3

Another estate planning technique ideal in a low-
interest-rate environment is known as the installment
sale to an intentionally defective grantor trust. In this
technique, assets are sold by an individual to an irrevoca-
ble trust created for his or her family members (some-
times referred to as a family trust), which is a grantor
trust for income tax purposes, in return for a promissory
note. As in the case of an intra-family loan, the terms of
the note must provide an interest rate that is at least
equal to the AFR in effect at the time of the sale to avoid
the transaction being viewed as part sale and part gift.
Because the family trust is a grantor trust, as in the case
of a GRAT, the grantor is treated for income tax pur-
poses as the owner of the underlying family trust assets.
Thus, transactions between the grantor and the trust
are ignored for income tax purposes — so there is no
reporting of gain on the sale of assets by the grantor to
the trust or of interest income on the note.

"The required interest rate to be used on a promissory
note that has a term of nine years or less is less than the
§7520 rate required for a GRAT; therefore these transac-
tions can offer the advantage of allowing for more lever-
age than a GRAT. Unlike GRATS, whose terms are clear-
ly defined by the IRC and Treasury Regulations, there is
no road map provided in the IRC and Regulations as to
how to structure an installment sale. As a result, an install-
ment sale to an intentionally defective grantor trust as an
estate planning technique can involve more risk and expo-
sure on audit. In particular, issues may arise on audit if the
purchasing trust lacks sufficient seed money (e.g., assets of
its own, possibly received as a gift by the grantor)?* or
income-producing assets to support the loan payments. If
the IRS successfully argues that a valid loan arrangement
does not exist, the transaction may be recharacterized as a
gift with a retained interest, which could result in an
unexpected and substantial gift tax liability.

Estate Planning Techniques To Consider
As Interest Rates Increase

"Two planning techniques that have been out of favor

during times of low interest rates should be reconsidered
as interest rates increase.
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Qualified Personal Residence Trusts. A qualified
personal residence trust, or QPRT; is a gifting technique
where an individual transfers an interest in a personal
residence to a trust, making a gift of the remainder inter-
est while retaining the exclusive use of the residence for
a term of years.25 Vacation homes as well as primary res-
idences can be used. A QPRT is most advantageous
where a residence is likely to appreciate in value. Because
the gifted remainder interest in the residence has a car-
ryover basis for income tax purposes (rather than a
stepped-up basis which would occur if the residence
passed at death), it is also a better technique for a resi-
dence that an individual anticipates his or her children
(or other heirs) will retain rather than sell.

When a personal residence is transferred to the
QPRT, the value of the gift is the value of the remain-
der interest. The value of the remainder is based on the
length of the grantor’s retained interest — i.e., the right
of the grantor to reside in the home (the longer the
term of the retained interest, the less the value of the
remainder interest). The value of the grantor’ retained
interest (which is his or her retention of the right to live
in the residence) is measured by the term of the trust
and the §7520 rate on the date of the creation of the
trust. Therefore, as the §7520 rate increases, the value
of the retained interest is deemed to be higher and the
gift of remainder interest less.

For example, assume that a 50-year-old individual
transfers a residence worth $1.5 million to a QPRT
with a 20-year term. Under the actuarial tables for July
2007, the amount of the gift would be $361,305 (and
not $1.5 million). In this example, if the residence
appreciates at 4% per year, a 20-year QPRT could
result in an estate tax savings of approximately $1.46
million (assuming a 50% estate tax rate).

As in the case of a GRAT, using a QPRT involves
mortality risk. If the grantor dies during the term of the
QPRT, the entire value of the property is brought back
into his or her estate.

For many clients, using a QPRT can result in the
removal of valuable residential real estate from the
client’s taxable estate at very little gift tax cost.

Charitable Remainder Trusts. A charitable
remainder trust, or CRT, essentially is the reverse of a
charitable lead trust. A CRT is an irrevocable trust that
pays an amount interest annually to an individual or
individuals for a specified term and, at the end of the
term, pays the remainder interest to qualified charitable

organizations. In order to qualify as a CRT, the annual
income interest must be in the form of either an annuity
payment (an annual payment fixed as a percentage of the
amount contributed, known as a charitable remainder
annuity trust) or a unitrust payment (a percentage of the
fair market value of the assets of the trust valued each
year, known as a charitable remainder unitrust). The
percentage of the annuity or unitrust payment amount
must be fixed between 5% and 50%, and the remainder
interest must equal at least 10% of the fair market value
of the assets contributed to the trust.

The CRT itself is a tax-exempt entity. As a conse-
quence, none of the transactions entered into by the
CRT will be subject to income taxes at the trust level.
However, upon receipt of the annuity or unitrust pay-
ment each year, the designated recipient may have tax-
able income. So in effect, this may be an income tax
deferral strategy. Each year the annuity or unitrust pay-
ment is deemed to consist of assets from the CRT that
are first, ordinary income; second, capital gain proper-
ty; and finally, tax-exempt income or principal. The
character of the assets remains the same in the hands of
the recipient as in the CRT. Therefore, the recipient of
the annuity or unitrust payment must report either the
ordinary or capital gain income on his or her individual
income tax return in the year of the receipt.

As in the case of a QPRT, the value of the retained
and remainder interests are measured by taking into
account the §7520 rate at the time of creation of the trust
(or at the grantor’s option in either of the preceding two
months). The assets contributed are assumed to have
the §7520 rate of return over the term of the trust.
Thus, a higher rate of return will provide more income
to pay the retained annuity or unitrust amount, there-
by increasing the value of the assets remaining for the
charitable remainder interest. The remainder value
determines the charitable income, estate and gift tax
deduction available to the grantor.

The CRT is especially beneficial for highly appre-
ciated assets owned by an individual. The individual
would transfer the appreciated assets to the CRT and
then the CRT would sell the assets. Once sold, the full
value of the assets can be used to produce an income
stream (in the form of the annuity or unitrust payment)
for the grantor or another designated individual during
the CRT term. Only as the grantor or other designat-
ed individual actually receives the annuity or unitrust
payment will he or she recognize the capital gain which
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occurred when the CRT sold the assets.

For example, if an individual contributes $1 million
of low basis stock into a charitable remainder annuity
trust paying him or her $50,000 a year for 20 years, the
income tax charitable deduction in the year the trust is
created would be $426,505, based on the actuarial
tables for July 2007. If the Trustees, after the trust was
created, sold the low basis stock, there would be no
capital gain realized by the trust. Additionally, if the
individual creates a charitable remainder unitrust
(where the annuity retained is a percentage of the fair
market value of the assets of the trust valued each year)
and the trust assets grow at a rate more than the §7520
rate, it creates the possibility for an increased annuity
payable to the annuitant. This is not available in a char-
itable remainder annuity trust where the annuity pay-
ments are fixed at the trust’s inception.

Retaining Control And The Estate Tax
Inclusion Risk — Does The Family Limited
Partnership Or Limited Liability Company
Remain a Solution?

Retention of control over a transferred economic
interest in the general partner is frequently of critical
importance to the individual private equity fund man-
ager, as well as to his or her partners in the general
partner and the limited partners of the private equity
fund. Direct transfers to children or spouses often are
not feasible because of this issue. Transfers to irrevoca-
ble trusts, to be effective for estate tax purposes, require
that the irrevocable trust (other than a GRAT) have a
trustee other than the private equity fund manager.

A frequently used solution to accomplish the private
equity fund manager’s goal of retention of control of the
transferred general partner interest without estate tax
inclusion is the creation of a family limited partnership,
or FLP, or family limited liability company, or FLLC, to
receive the transferred general partner interest. The
use of a FLP/FLLC also offers an additional gift tax
advantage as it may permit a discounting for gift tax
purposes of the value of the underlying assets held in
the FLP/FLLC when limited partnership interests in
the FLP or membership interests in the FLL.C are trans-
ferred. The prevailing view until recently was that the
private equity fund manager could serve as the general
partner or manager of the FLP/FLLC without the estate
tax inclusion risks associated with his or her retaining
control as trustee of a trust.

"This position is based on a series of Private Letter
Rulings issued by the IRS in the 1990s and relies on the
theory that under state law, a general partner owes a
fiduciary duty to the limited partners of a limited part-
nership that would limit his discretion in his exercise of
controls and powers as general partner to an extent nec-
essary to avoid estate tax inclusion of the assets which he
had contributed to the partnership.26 Although the law is
not as well developed for managers of a limited liability
company, there appears to be no conceptual difference
in the fiduciary responsibilities of a manager (to the
members) or of a general partner (to the limited part-
ners) that would justify a different conclusion concerning
estate tax inclusion.

Over the past few years, the IRS has been success-
tul in challenging family limited partnerships when a
person dies owning an interest in the FLP/FLLC. The
legal justification for the challenge is under IRC §
2036; and there are two independent parts of IRC §
2036 that can cause the problem for the taxpayer’s
estate. The result of a successful IRS attack is that the
full value of the assets owned by the FLP/FLLC at
death may be included in the individual’s estate for
estate tax purposes.

The first challenge stemmed from IRC § 2036(a)(1),
under the theory that the decedent retained an interest
in the partnership assets and, thus, the partmership form
should be ignored and the contributed assets should be
included in the donor’ estate at full undiscounted value.
The second challenge was based on IRC § 2036(a)(2),
under the theory that the decedent’s gross estate
includes property over which 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 from the property. Recent cases
in this area have focused on the threshold issue of
whether IRC § 2036 should apply at all to a particular
situation (thereby not even reaching an analysis under
IRC § 2036(a)(1) or (a)(2) based on whether the donor’s
transfer of property to the FLP/FLLC qualifies for the
“bona fide sale for full and adequate consideration in
money or money’s worth” exception contained in IRC §
2036 (the bona fide sale exception). Each of these argu-
ments will be addressed in turn.

IRC 8 2036(a)(1)

Under IRC § 2036(a)(1), the underlying assets
owned by the partnership will be included in a decedent’s
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gross estate if the decedent retained the possession or
enjoyment of, or the right to the income from, such
assets. Until recently, the IRS was only successful in cer-
tain extreme fact situations (usually involving deathbed
transfers by elderly donors) where the partnership entity
appeared illusory and of no substance. These included
cases where a decedent who was the principal contribu-
tor to a partnership retained personal use of partnership
assets or failed to segregate partnership assets from his or
her own funds; or the court concluded that there was an
implied agreement with the other partners that the dece-
dent would retain the economic benefit or control of
assets transferred to a partnership.?’ It was believed that
similar challenges easily could be avoided by careful
administration of the partnership.

In recent years, however, the IRS has had addition-
al success in challenging the use of FLPs/FLLCs. Two
lower court decisions in Kimbell v. United States?8 a
District Court case from Texas, and Estate of Strangi v.
Commissioner,2° a Tax Court memorandum case, raised
new concerns regarding the use of FLPs/FLLCs,
including that the fiduciary duty concept, which had
been the basis of the prior private letter rulings and had
protected a general partner or manager, was inapplica-
ble in a family limited partnership context. To a certain
extent, some of these concerns were dispelled in May
2004, when the Fifth Circuit Court of Appeals vacated
the District Court’s decision in Kimbell and remanded
the case.30 Ultimately, the Fifth Circuit Court of
Appeals reversed the District Court’s decision in favor
of the taxpayer. These cases will be discussed in further
detail below in the context of IRC § 2036(a)(2) and the
bona fide sale exception.

Both Kimbell and Strangi involve controversial
extensions by the courts of estate tax legal concepts. In
addition, both cases have poor fact patterns of the type
found in the prior partnership cases and thus arguably
could be limited on this basis. However, the IRS’s
recent string of successes in challenging the use of
FLPs/FLLCs under IRC § 2036(a)(1) is a call for cau-
tion when using FLPs/FLLCs as a planning option.

After the lower court decision in Strangi, there was
concern that many FLPs/FLLCs would be susceptible
to attack by the IRS based on IRC § 2036(a)(1), which
for tax purposes includes in a decedent’s estate any prop-
erty the decedent transferred but retained a right to use
or enjoy. Although recent appellate decisions in Estate of
Thompson v. Commissioner’! and Strangi, Tax Court

memorandum decisions in Estate of Abrabam wv.
Commissioner3? and Estate of Hillgren v. Commissioner,’3
and, most recently, the Tax Court decisions in Estate of
Rosen  v.  Commissioner,3%  Estate  of Disbrow v.
Commissioner,S Estate of Erickson v. Commissioner3 and
Estate of Sylvia Gore37, which were all decided against the
taxpayer, are cause for caution, they also provide guid-
ance on what not to do when structuring and operating
FLPs/FLLCs. In each of these cases, the decedent-
transferor continued to enjoy the right to support and
maintenance from the partnership’s income and assets.
For example, in Strangi and Disbrow, the decedent con-
tinued to live in the residence that he or she transferred
to the partnership without the proper lease/rent
arrangement being respected. In Thompson, the decedent
did not retain sufficient assets to support himself outside
the partnership, and his children testified that they
would not have denied the decedent’s request for distri-
butions from the partnership. Similarly, in Rosen, the
decedent used partnership funds for her living expenses
after the transfer of assets to the partnership rendered
the decedent unable to satisfy her financial needs. In
Erickson, partnership funds were used for the payment
of the decedent’ estate tax liability.

Furthermore, these cases show that the
FLPs/FLLC structure will not be respected when the
formalities imposed by state law are not followed. For
example, in Hillgren, there was commingling of funds
and a complete disregard for the partnership form. In
Rosen, the partnership did not maintain books or
records and there were disproportionate distributions
to the decedent in order for her to make cash gifts (sim-
ilar to Thompson). In Gore, the partnership had no legal
title to any assets until after the decedent’s death, did
not conduct any business or investment activity prior to
the decedent’s death and was basically disregarded by
the parties, including the attorney-in-fact acting on
behalf of the decedent prior to her death.

One of the main themes that runs through all of
these cases is that, at a minimum, a FLP/FLLC must
be properly structured and operated in order for it to
be respected for estate tax purposes. Estate of Stone v.
Commissioner38 is a good example of how the partnership
should be formed and maintained to be respected by the
IRS. The facts presented in Stone are extensive and are
not fully discussed herein. Briefly, Mr. and Mrs. Stone
established five partnerships as part of a plan of settle-
ment for litigation amongst the Stone children. The
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purposes of the partnerships, as set forth in the partner-
ship agreements, were to consolidate the management of
the Stone’s property and to avoid litigation and further
dispute between the Stone family members. Each of the
Stone children was involved with a partnership and made
contributions to such partnership in exchange for his or
her partnership interest. Each member of the Stone fam-
ily was represented by independent counsel and had
input as to the structure and funding of each partnership.
Although Mr. and Mrs. Stone agreed to form the part-
nerships, they retained assets outside of the partnership
structure to enable them to maintain their accustomed
standard of living. The Stones’ transfers to the partner-
ships did not constitute gifts to the other partners of the
partnerships. Such transfers were motivated primarily by
investment and business concerns relating to the man-
agement of certain of the respective assets of Mr. and
Mrs. Stone and the resolution of the litigation issues
between the children.

IRC 8 2036(a)(2)

Pursuant to IRC § 2036(a)(2), property may be
included in a decedent’s gross estate if the decedent
retained the right, alone or in conjunction with another
person, to designate who would possess or enjoy such
property or the income therefrom. Typically, the IRC §
2036(a)(2) argument was considered an alternate argu-
ment to estate tax inclusion under IRC § 2036(a)(1).
Relying on IRC § 2036(a)(2), the courts have implied
that the mere retention by a decedent of a right to con-
trol distributions or the liquidation of the FLP/FLLC
(either solely as a general partner or manager or even,
along with others, as a limited partner or member) can
result in inclusion for estate tax purposes of assets con-
tributed by the decedent to the FLP/FLLC at their full
undiscounted value at the time of death.

The two prominent cases addressing IRC §
2036(a)(2) are United States v. Byrum3? and Strangi. In
Byrum, the assets transferred to an irrevocable trust were
not included in the decedent’s gross estate under IRC §
2036(a)(2). The decedent transferred shares of stock in
three closely held corporations to an irrevocable trust, of
which a bank was appointed as trustee. Prior to the
transfer, the decedent owned at least 71% of the out-
standing stock of each corporation. Decedent’s children
or more remote descendants were the beneficiaries of
the trust. The other shareholders in each corporation
were unrelated to the decedent. Although the trustee

maintained broad and detailed powers with respect to
the control of the trust property and such powers were
exercisable in the trustee’s sole discretion, the decedent
reserved certain rights with respect to the trust property,
including the right (i) to vote the shares of unlisted stock
held by the trust; (ii) to disapprove the sale or transfer of
any trust assets, including the shares of stock transferred
to the trust; (iii) to approve investments and reinvest-
ments; and (iv) to remove the trustee and appoint anoth-
er corporate trustee in its place.

The Supreme Court, in Byrumz, determined that the
decedent retained no right in the trust instrument to
designate the enjoyment of trust property under IRC §
2036(a)(2), other than the power to use his majority posi-
tion and influence over the corporate directors to regu-
late the dividend flow to the trust. Such right was neither
ascertainable nor legally enforceable.

Although the decedent retained the legal right to
vote shares in the corporations held by the trust and to
veto investments and reinvestments, it was the corporate
trustee, not the decedent, who had the sole right to dis-
tribute or withhold income and designate which benefi-
ciaries enjoyed such income pursuant to the terms of the
trust. The decedent’s power to regulate the dividend
flow was not specified by the trust instrument, but was
granted to him because he could elect a majority of the
directors of the corporations. The decedent’s power to
elect directors did not compel them to pay dividends.

The concept of fiduciary duty was also addressed in
Byrum. A majority shareholder has a fiduciary duty not to
misuse his power by promoting his personal interests at
the expense of corporate interests. In addition, the direc-
tors have a duty to preserve the interests of the corpora-
tion. Although the decedent may have had influence over
the corporate directors, their responsibilities were to all
stockholders (there were additional stockholders who
were unrelated to the decedent) and were legally enforce-
able, separate from any needs of the decedent and the
trust. Similarly, the decedent was also inhibited by fidu-
ciary duty from abusing his position as majority share-
holder for personal or family advantage to the detriment
of the corporation or other stockholders. Thus, if the
decedent violated his fiduciary duties, the minority share-
holders, who were unrelated to the decedent, would
probably initiate a cause of action against him.

In comparison, in Strangi, the property that the
decedent transferred to a partnership was includable in
his gross estate under IRC § 2036(a)(2). The decedent

111



—— Sponsored Article

Dow Jones Private Equity Analyst-Holt Compensation Study

retained a right to designate who enjoyed the property
and income from the partnership and the general part-
ner. The partnership agreement named a corporation
as the general partner; the management agreement
gave the decedent’s son-in-law the right to direct distri-
butions. Pursuant to the partnership agreement, the
partnership would be dissolved and terminated upon a
unanimous vote of the limited partners and the unani-
mous consent of the general partmer. The general part-
ner’s shareholders agreement provided that a dissolution
of the partnership would require the affirmative vote of
all shareholders. If dissolution occurred, liquidation of
partnership assets would be accomplished pursuant to
the partnership agreement at the direction of the man-
aging general partner (decedent’s son-in-law).
Accordingly, the Fifth Circuit Court of Appeals reasoned
that the decedent, with the other shareholders, could
revoke the partnership and accelerate present enjoyment
of the partnership assets. Because the decedent was the
99% limited partner, the majority of the partnership
assets would be re-distributed to himself.

In Strangi, the decedent had the right, in conjunction
with other directors of the general partner, to declare div-
idends. The bylaws of the general parmer authorized the
board, by majority vote at a meeting with a quorum pres-
ent (a quorum consisting of three members), to declare
dividends. Because the general partner had five directors,
decedent, through his son-in-law pursuant to the durable
power of attorney, and one other director could poten-
dally act to declare a dividend.

Many facts were addressed by the Strangi Court to
distinguish Byrum. While Byrum had an independent
trustee of the irrevocable trust, all decisions for the
Strangi partnership were made by the decedent’s son-
in-law. In Byrum, the corporation was subject to eco-
nomic and business realities which were not present in
the case of the Strangi partnership, which held only
monetary or investment assets. Lastly, the fiduciary
duties in Byrum applied to a significant number of
unrelated parties that promoted action in the best
interests of the entity. In Strangi, the decedent’s son-in-
law stood in a confidential relationship, and owed fidu-
ciary duties, to decedent personally as his attorney in
fact, and to the extent that the partnership’s interest
might diverge from those of decedent, the son-in-law’s
obligation to the decedent would take precedence.

Based upon the facts and holding in Byrumz, and the
Strangi decision resulting in the inclusion of assets in the

decedent’s gross estate under IRC § 2036(a)(2), precau-
tions must be taken when forming and maintaining the
partnership to avoid such adverse result. For example, a
partnership that is not engaged in an active trade or busi-
ness should consider doing so to impose fiduciary duties
that may not otherwise exist for partnerships that may
solely own marketable securities and no other assets.
The provisions of the partnership agreement for the
partnership must be specifically tailored so that the indi-
vidual who contributes the majority of the assets to the
partnership does not participate in any decision with
respect to partnership distributions or the timing of such
distributions. In addition, the general partner’s fiduciary
duty to the limited partners should be affirmatively stat-
ed in the partership agreement. Lastly, more than an
insignificant amount of limited partnership units should
be transferred to unrelated parties and the individual
should consider transferring all interests in the limited
partnership during life, including any interests indirectly
held (i.e., through a corporate general partner).

Bona Fide Sale Exception

Under IRC § 2036, if the decedent made a transfer
of assets during his or her life to a FLP/FLLC that is
categorized as a bona fide sale for adequate and full
consideration in money or money’s worth, an analysis
of IRC § 2036(a)(1) or (a)(2) is not required because
IRC § 2036 would not apply. In other words, if the
bona fide sale exception is met, the transferred assets
would not be included in the decedent’s gross estate
under IRC § 2036.

The courts have enunciated various tests to deter-
mine whether the bona fide sale exception will be satis-
fied. For example, the Tax Court in Harper; Thompson,
Hillgren, and Estate of Bongard v. Commissioner*0 held that
the bona fide sale exception would not apply when there
is a “circuitous recycling of value,” meaning that there is
no change in the pool of assets contributed to the part-
nership. On appeal, in addition to stating that the bona
fide sale exception would not apply when there is a cir-
cuitous recycling of value, the Third Circuit in Thompson
held that the transaction must be entered into in good
faith and provide some potential for benefit other than
estate tax benefits with no business purpose. In Kimbell
and Strangi, the Fifth Circuit held that the transfer is for
adequate and full consideration when (1) partners receive
partnership interests proportionate to the fair market
value of the assets contributed to the partnership; (2) cap-

112



—— Sponsored Article

Dow Jones Private Equity Analyst-Holt Compensation Study

ital accounts of the partners are properly credited when
the assets are contributed to the partnership; and (3) part-
ners receive assets from the partership equal to their
capital accounts upon the termination or dissolution of
the partnership. In addition, the transfer is considered a
bona fide sale if it serves a “substantal business or other
non-tax purpose.” In Bongard, Estate of Bigelow v. Com-
missioner,! Estate of Korby v. Commissioner,*? and Estate of
Schutt v. Commissioner,® the Tax Court held that the bona
fide sale exception would apply where there was a legiti-
mate and significant non-tax reason for creating the part-
nership and the transferors received partnership interests
proportionate to the value of the property transferred.
The factual evidence must show that the non-tax reason
was a significant factor that motivated the creation of the
partnership.

Individuals must be careful to structure and maintain
the FLP/FLLC to avoid the applicaton of IRC §
2036(a)(1) and (a)(2), based upon the tests discussed
above. Moreover, extreme care must be taken when
forming and maintaining the FLP/FLLC to potendally
avoid the application of IRC § 2036 altogether by satisfy-
ing the bona fide sale exception. For example, the non-tax
reasons for establishing the entity should be documented
in the partnership/operating agreement and should be
implemented. Some potential non-tax reasons include
creditor protection, consolidation of investments and the
education of younger family members regarding family
assets and creating a vehicle for gifting programs. The
partners/members of the FLP/FLLC should conduct
regular meetings with their investment advisers. In that
regard, actual investments should be made through the
entity and the composition and the management of the
assets should change after the initial contribution of the
assets to the entity by the partners/members. Having the
FLP/FLLC engage in an active business may be one of
the best ways to satisfy the bona fide sale exception. For
example, the partnership in Kimbell was unique in that it
held working interests in oil and gas properties, which
required active management. Similar to the discussion
with respect to avoiding inclusion under IRC §
2036(a)(1), the bona fide sale exception may also gain
credibility when the partner/member retains sufficient
assets outside of the FLP/FLLC structure for his or her
personal expenses, does not comingle personal and com-
pany assets and adheres to the formalities of the forma-
tion and maintenance of the FLP/FLLC.

Based upon the foregoing, if structured and operated

properly, the FLP/FLLC technique may continue to
provide an efficient means of transferring wealth to
younger generations.

Other FLP/FLLC Planning Considerations
For Private Equity Fund Managers

It should be noted that the cases discussed herein are
estate tax cases and the issues raised therein are estate tax
inclusion issues. Therefore, they are of primary concern
for a client who dies holding an economic interest, or a
position of control, in a FLP/FLLC.# Many private
equity fund managers who use the FLP/FLLC struc-
ture may feel comfortable relinquishing control and
economic interest in the family entity at a later point in
time when the FLP/FLLC no longer holds an interest in
a private equity fund or other closely held business
assets. Therefore, at death, these clients may not hold an
economic interest or position of control and will avoid
the issues raised by these cases. The FLP/FLLC will
have still been a very effective estate planning technique
during life because of the discounts permitted in valuing
the interests for gift tax purposes.

For the older client or those concerned about mor-
tality risk, it may be appropriate to consider options
that involve shifts in control and economic interest in
the FLP/FLLC to others (by gift or sale).

For the private equity fund manager who is unable or
unwilling to relinquish control of the FLP/FLLC, there
are other options. It may be possible to appoint a co-gen-
eral partner or manager and then assign only to that other
individual particular areas of control that might otherwise
trigger an IRS argument for estate tax inclusion, such as
the right to determine distributions and the liquidation of
the partnership. This technique is commonly used in trust
situations to protect a grantor of a trust who is one of the
trustees from holding powers that may result in estate tax
inclusion. In situations where a trust with an independent
trustee or an unrelated third party holds a significant por-
don of the FLP/FLLC interest, there is an argument that
the presence of this independent trustee will force the
general partner or manager to adhere to the fiduciary
duty rules that the courts felt were illusory and of no sub-
stance in Kimbell (at the District Court level) and Strang;.
In addition, the discretion of the independent trustee as to
distributions from the trust is a buffer between the part-
nership distributions and further distributions to the trust
beneficiaries and so counters the argument that the
FLP/FLLC general partmer/manager retains control of
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the economic benefits of the assets of the FLP/FLLC.
Moreover, the terms of the operating agreement of the
FLP/FLLC can be revised to clearly require adherence to
fiduciary and ascertainable standards by the exercise of
discretion by the private equity fund manager as general
partner or manager. Furthermore, the FLP/FLLC inter-
est can be transferred to an irrevocable trust that has an
independent trustee and the individual can retain the
right to fire the independent trustee and appoint a
replacement independent trustee.*> While none of these
techniques offer the surety gained by a private equity fund
manager of simply giving up control, they may lead to a
significantly better result on audit.

For the client who does not care about retaining con-
trol, but does wish to retain an economic interest in his or
her FLP/FLLC, it may be possible to create a class of
economic interest in the FLP/FLLC that holds no vot-
ing or other material rights. Structuring a FLP/FLLC in
this fashion may make it more difficult for the IRS to
argue for estate tax inclusion of the underlying assets of
the FLP/FLLC because the client has retained no ability
whatsoever to control these interests.

As always, to avoid successful challenges by the IRS
based on improper partnership administration, atten-
tion must be given to the operation of the FLP/FLLC
as a separate entity and not simply an extension of an
individual partner’s own bank and investment accounts.
In addition to the establishment and maintenance of
separate bank accounts and accounting records, filing
tax returns and issuing K-1’s to the limited partners or
members of the FLP/FLLC is essential.

As mentioned above, the FLP/FLLCs that are best
suited to withstand IRS scrutiny are those that have
been established to serve a substantial business or other
non-tax purpose. Business and non-tax purposes can
include asset protection, creating a joint investment
vehicle for the partners of the FLP/FLLC, and permit-
ting centralized and active management of “working
assets” (e.g., managed real estate) that may be owned by
the FLP/FLLC.

There are additional provisions that could be
included in the partnership or LLC agreement that may
help to prevent adverse tax consequences for an individ-
ual who contributes assets to an FLP/FLLC. For exam-
ple, the partnership or limited liability agreement should
require the general partner or manager to be held to the
fiduciary duty of a general partner under applicable
state law. It is also recommended that decisions as to

the timing and amount of distributions from the part-
nership be governed by a standard (e.g., amounts will be
distributed that are not required for expenses and rea-
sonable reserves) rather than left to the uncontrolled
discretion of the general partner or manager. All of
these recommendations continue to be important in the
establishment and administration of any FLP/FLLC.

Finally, the issues raised in the recent court cases may
be distinguishable to FLPs/FLLCs formed by a pooling
of interests of individuals or entities for investment pur-
poses where no subsequent gifts occur. Therefore, the
use of the FLP/FLLC remains an important option
when an extended family (or trust) wishes to pool its
interests within an FLP/FLLC entity so as to qualify for
accredited investor or qualified purchaser status required
to make certain investments.

It is important to maintain a balanced view of
FLP/FLLC planning and how the objectives of the pri-
vate equity fund manager can be accomplished while
minimizing the risks raised by these cases. The most cau-
tious response would be only to form FLP/FLLC entities
where there is a third party in control as general partner
or manager. In those instances where a partnership or
limited liability company already exists in which the prin-
cipal contributor is the general partner or manager, con-
sideration should be given to replacing him or her. There
may be other options for those clients who are unable to
accept such a solution. One must also keep in mind that
the recent court decisions are very fact specific.

Voting Control And
Estate Tax Inclusion Issues

Another potential area of concern for the private
equity fund manager who wishes to serve as the general
partner or manager of the FLP/FLLC arises under IRC
§ 2036(b). That section states that a decedent’s reten-
tion of the right to vote (directly or indirectly) shares of
stock in a controlled corporation is considered a reten-
tion of the enjoyment of transferred property, resulting
in estate tax inclusion. A controlled corporation for
these purposes is one in which the decedent owns at any
time after transfer and during the three-year period
ending on the date of the decedent’s death, or had the
right to vote, stock possessing at least 20% of the total
combined voting power of all classes of stock.

If a private equity fund manager has voting control of
the general partner (meaning he or she possesses at least
20% of the total combined voting power) and retains
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control of the voting rights of an interest in the general
partner transferred to the FLP/FLLC, estate tax inclu-
sion of the transferred interest due to the application of
IRC § 2036(b) is a risk. The same issue may arise if the
fund’s general partnership agreement provides that a
partner who transfers an interest to an affiliated entity
retains the voting rights associated with such interest.
The IRS has applied IRC § 2036(b) in a case where a
transferor in his capacity as general partner of a partner-
ship retained voting rights of stock of a controlled corpo-
ration.#6 It is not clear if the IRS would attempt to extend
this provision of the IRC to a situation involving retained
voting rights of a partnership interest rather than of cor-
porate stock, or, if it did, whether a court would uphold
it. Furthermore, it is questionable if the voting rights
attached to an interest in the general partner that would
be transferred or retained (typically those of a limited
partner or non-managing member) are the type of rights
to which IRC § 2036(b) applies. The proposed regula-
tions at Section 20.2036-2(a) indicate that voting rights in
only extraordinary matters, such as a merger or liquida-
tion, are not subject to the provisions if held in a fiduci-
ary capacity, as would arguably be the case if held in
one’s capacity as general partner or manager of the
FLP/FLLC. In many instances, the voting rights associ-
ated with a limited partnership or non-managing mem-
bership interest in a limited partnership are limited to
such a degree that they would fall within this exception.
"This issue also must be considered if the private equi-
ty fund manager contributes to an FLP/FLLC, of which
he or she is the general partner or manager, any stock of
a portfolio company. The 2036(b) voting control analysis
is determined by aggregation of the different forms of
ownership and attribution rules apply. Therefore, this
analysis should take into account both the percentage
control owned by the private equity fund manager indi-
vidually, and also that amount which will be attributed to
him or her as a partner of the general partner of the fund.

The Possibility Of Avoiding Transfer
Issues Altogether By Establishing A Trust
Or FLP/FLLC Prior To The Formation Of
The Private Equity Fund

Many of the estate and gift tax issues discussed might
be avoided if planning is done in advance, so that the
investment or purchase in a private equity fund can be
made by an estate planning entity itself and not involve
a transfer by the private equity fund manager. Such plan-

ning could involve the establishment of a FLP/FLLC or
trust prior to the fund closing. Such entity could be an
initial limited partner or member of the general partner
of the fund or private equity investor.¥’ The private
equity fund manager would hold no partnership, mem-
bership or other economic interest in the estate planning
entity, nor should he or she simultaneously contribute
assets to it to be used for that investment. In such a case,
arguably there is no transfer of an interest made to the
family entity by the private equity fund manager, and so
the estate tax inclusion issues raised in the recent court
cases, which are triggered by the retention of powers or
rights in transferred assets, should not apply. One must
make sure the estate planning entity has sufficient inde-
pendent assets of its own so that it can meet any sub-
scription account contribution required by the partners
of the limited partnership at the closing. The private
equity fund manager can provide the funds required of
the FLP/FLLC or trust by loan to that entity; however,
if such a loan is made simultaneously with or just prior
to the closing, this can strain the argument that no gift
or contribution to the family entity has occurred.

Certainly the position that no transfer occurs is not
free from doubt; query whether there is a transfer
attributable to the opportunity provided by the private
equity fund manager to the FLP/FLLC to become a
limited partner of the general partner of the fund or an
investor in another private equity fund.

Finally, the gift tax issues arising under IRC § 2701
and the use of a vertical slice exception may remain
applicable to the above described situation even if no
transfer occurs. That is because the IRC § 2701 provi-
sions apply when simultaneous investments are made
by senior and junior family members in a partnership.

Conclusion

The private equity fund manager has the opportu-
nity to transfer wealth to younger generations while
minimizing estate and gift taxes. The techniques dis-
cussed herein, namely family limited partnerships and
certain split-interest techniques such as grantor
retained annuity trusts, are particularly useful in the
private equity setting. These techniques maximize use
of one’s available gift tax exemption and take advantage
of low federal statutory interest rates and the potential
for significant growth in the gifted assets. Any program
to transfer wealth, however, must be analyzed in the
context of the current estate and gift tax sections of the
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IRC, the Treasury Regulations, other IRS rulings and
current case law to determine whether the desired
estate planning results can be achieved without triggering
any unintended adverse tax consequences.
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(1) Legislation passed as part of the Economic Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA) provided that the highest rate of estate and gift tax would be
reduced gradually until it reached its current rate of 45%. In 2010, the estate tax is
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this rate is 45%). Each individual is entitled to a generation-skipping transfer tax
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