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I. INTRODUCTION 
 
 

The family limited partnership is an estate planning technique that can result in 
substantial estate and gift tax savings.  It can also provide significant non-tax benefits, including 
more efficient asset management and protection of assets against claims of creditors.  Though the 
family limited partnership has been in use as an estate planning technique for a number of years, 
until very recently, the Internal Revenue Service has had little success in challenging the tax 
savings these techniques provided.  The I.R.S. has continued litigating in this area, using a 
variety of approaches.  At least one of these approaches, an analysis based on I.R.C. § 2036, has 
generated some success.  Three recent cases utilizing this approach raise questions concerning 
the viability of family limited partnership transactions as an effective estate planning strategy.  
This article will examine the use of family limited partnerships for estate planning purposes in 
light of the issues raised in these three recent cases. 

Section II of this article will provide an overview of a typical transaction involving a 
family limited partnership.  Section III will review I.R.S. challenges to family limited partnership 
planning techniques, with a focus on the application of I.R.C. § 2036.  Sections IV, V and VI 
will examine the three recent cases in this area: Strangi v. Commissioner1, Kimbell v. 
Commissioner2, and Stone v. Commissioner3.  Finally, in light of these cases, Section VII will 
provide strategies for structuring a family limited partnership transaction that is likely to 
withstand I.R.S. scrutiny. 

                                                 
∗ Associate Professor of Accounting & Legal Studies, College of Charleston 
∗∗ Professor of Health Care Administration, Texas A&M University-Corpus Christi  
1 Estate of Strangi v. Commissioner, T.C.M. (RIA) 2003-145 (2003). 
2 Kimbell v. United States of America, 244 F. Supp. 2d 700 (N.D. Tex. 2003). 
3 Estate of Stone v. Commissioner, T.C.M. (RIA) 2003-309 (2003). 





 56/Vol. 13/Southern Law Journal 

II. OVERVIEW OF A TYPICAL FAMILY LIMITED PARTNERSHIP TRANSACTION 
 

n concept, a family limited partnership transaction is relatively simple.  In practice, as the 
Strangi and Stone cases demonstrate, the transactions can be very complicated.  This portion of 
the article describes a typical family limited partnership transaction and the tax and other benefits 
it may offer. 

In the ordinary family limited partnership transaction, the client contributes property 
(including cash, privately-held or publicly-traded securities, real estate, or other assets) to a 
limited partnership in exchange for partnership interests.  These partnership interests will include 
both general4 and limited partnership interests.5  The client then makes one or more gifts of 
limited partnership interests to family members, either directly or through trusts for their 
benefit.6  The gifts may either be made immediately, using the client’s $1,500,000 unified credit 
exemption7 to shelter some8 or all of the transfer from gift tax, or they may be made over time 
using the client’s $11,000 annual gift tax exclusion9 to avoid gift tax liability.  

The transfer tax savings for this type of transaction can be significant.  Assuming the 
transaction is taxed as intended; the value of the limited partnership interests transferred to 
family members is excluded from the client’s estate for estate tax purposes, as is the value of all 
appreciation between the date of transfer and the date of the client’s death.  Further, the value of 
the limited partnership interests for gift tax purposes may be significantly less than the 
proportional value of the underlying partnership assets.10  In valuing the limited partnership 
interests, discounts are generally available due to the lack of marketability and the minority 
interests involved; depending upon the assets involved and the exact terms of the limited 
partnership agreement, discounts in the 25-40% range are not uncommon.11  Thus, a client who 
wishes to transfer wealth to her heirs can leverage her $1,500,000 unified credit exemption, 
transferring between $2 million and $2.5 million of underlying assets (depending upon the 
discount) with no transfer tax liability.  Likewise, a client could transfer additional amounts 
beyond the $1,500,000 unified credit exemption at a discounted rate.  For example, an additional 

                                                 
4 As general partner, the client maintains management and investment control over the partnership assets.  Of 
course, as general partner, the client will also have unlimited personal liability for the debts and obligations of the 
partnership.  Thus, it is common for the client to first form a limited liability entity, such as a corporation or a 
limited liability company, and have that entity assume the role of general partner in the family limited partnership. 
5 Alan Halperin, Family Limited Partnerships Offer Best of Both Worlds, N.Y.L.J., Jan. 28, 1994, Outside Counsel, 
at 1; Sidney Kess, Family Limited Partnerships, N.Y.L.J., Jan. 8, 2001, Tax Tips, at 3; Mark L. Silow, The Tax 
Court and Family Limited Partnerships, 229 THE LEGAL INTELLIGENCER 5, Sept. 30, 2003. 
6 Kess, supra note 5. 
7 See I.R.C. § 2010.  The unified credit amount is currently $1.5 million and is scheduled to increase in various 
increments to $3.5 million in 2009.  I.R.C. § 2010(c). 
8 Even where the transfer exceeds the client’s available unified credit and triggers a gift tax, there can be a 
significant tax benefit to the client.  The gift tax is tax exclusive, meaning that the dollars used to pay the gift tax are 
never subject to transfer tax.  The estate tax, in contrast, is tax inclusive, meaning that the dollars used to pay the 
estate tax come from the assets that make up the estate tax base.  For a good discussion of these issues, see Kess, 
supra note 5.  
9 I.R.C. § 2503(b) (1). 
10 Silow, supra note 5; Cecily P. Maguire & John M. Oliveri, Look Again at Family Limited Partnerships, N.Y.L.J., 
Sept. 10, 2001, Trusts & Estates, at 11. 
11 Maguire, supra note 10; Kess, supra note 5. 
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$5,000,000 of underlying assets could be transferred to heirs, with gift tax being paid on between 
$3 million and $3.75 million, resulting in significant gift tax savings.12

 
 

III. I.R.S. CHALLENGES AND I.R.C. § 2036 
 

The I.R.S. has challenged the discounts offered by family limited partnership transactions 
under a number of strategies.  For example, the I.R.S. has argued that family limited partnership 
transactions are mere sham transactions with no economic substance.13 Similarly, they have 
argued that the discounts emphasize form over substance and should therefore be disregarded.14  
They have also argued in a number of cases that family limited partnerships lack any business 
purpose other than the reduction of transfer taxes and should therefore be disregarded as legal 
entities.15   None of these arguments have produced substantial and continuing success for the 
I.R.S..  The Tax Court has generally taken the view that if the partnership is valid under state 
law, then the partners have rights and obligations under state law and the transaction should be 
recognized for tax purposes.16

More recently, the I.R.S. has attacked family limited partnerships using an I.R.C. § 
203617 analysis, claiming that the client who transfers assets to a family limited partnership has 
retained the enjoyment of those assets.  This argument has been more successful.18   

I.R.C. § 2036 requires the inclusion of property transferred by a decedent where the 
decedent retains (1) the right to possession or enjoyment of, or the right to income from, the 
property transferred, or (2) the right to designate the persons who shall possess or enjoy the 
property of the income from the property transferred.19  An exception to 2036(a) inclusion exists 
where the transfer involves “a bona fide sale for an adequate and full consideration in money or 
money’s worth.20  I.R.C. § 2036(a) reflects the legislative policy to include in the gross estate 

                                                 
12 If an additional $5 million of assets is transferred via a family limited partnership transaction beyond the $1.5 
million unified credit exemption, the minority and lack of marketability discounts could range from 25-40%.  Thus, 
the base for gift tax purposes would range from $3 million (using a 40% discount) to $3.75 million (using a 25% 
discount).  At the 2004 maximum estate and gift tax rate of 48%, these discounts would save between $1.44 million 
and $2.8 million in gift taxes. See I.R.C. § 2010(c). 
13 Maguire, supra note 10.  For an extensive discussion of prior I.R.S. litigation in challenging family limited 
partnership transactions, see Field Service Advice 200049003 (Sept. 1, 2000). 
14 Maguire, supra note 10. 
15 Id. 
16 Id., citing Knight v. Commissioner, 115 T.C. 36 (2000). 
17I.R.C. § 2036(a) provides as follows: 

GENERAL RULE. --The value of the gross estate shall include the value of all property to the extent of any 
interest therein of which the decedent has at any time made a transfer (except in case of a bona fide sale for an 
adequate and full consideration in money or money's worth), by trust or otherwise, under which he has retained 
for his life or for any period not ascertainable without reference to his death or for any period which does not in 
fact end before his death – 

(1) the possession or enjoyment of, or the right to the income from, the property, or 
(2) the right, either alone or in conjunction with any person, to designate the persons who shall possess or  

enjoy the property or the income therefrom. 
18 See, e.g., Strangi, T.C.M. (RIA) 2003-145. 
19 I.R.C. § 2036(a) (1) and (2). 
20 I.R.C. § 2036 (parenthetical language). 
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transfers that are testamentary in nature, where the decedent makes a transfer that leaves the 
transferor with a significant interest in or control over the property transferred.21  
 
 

IV. ESTATE OF STRANGI 
 

After a series of serious medical problems involving his wife, Mr. Strangi executed a 
power of attorney appointing his son-in-law, Michael Gulig, as his attorney-in-fact.22  Several 
years later, Gulig entered into a family limited partnership transaction on behalf of Mr. Strangi 
after attending a seminar on the subject.23  In the transaction, Mr. Strangi transferred 98% of his 
wealth to the Strangi Family Limited Partnership (“SFLP”) in exchange for a 99% limited 
partnership interest and also transferred $49,350 to a newly formed corporation, Stranco, in 
exchange for a 47% ownership interest.24  Mr. Strangi’s children invested $55,550 in Stranco in 
exchange for the remaining 53% ownership interest.25  Stranco then transferred the $100,000 
cash to SFLP in exchange for a 1% general partnership interest.26  The shareholders of Stranco 
entered into a management agreement with Gulig that authorized Gulig to manage the day-to-day 
business of Stranco and SFLP.27

Two months after the partnership transaction, Mr. Strangi died.28  SFLP distributed 
$3,187,800 to Mr. Strangi’s estate to provide funds to pay the estate taxes, along with a 
proportionate amount (presumably $32,200) to Stranco.29  Strangi’s estate tax return valued his 
99% limited partnership interest at $6,560,730 and his Stranco stock at $24,551.30   At the time 
of Strangi’s death, the assets in the SFLP were valued at $11,100,922, so the estate tax valuation 
represented a 40% discount from the fair market value of the underlying assets transferred.31

The I.R.S. issued a notice of deficiency of $2,545,826, largely due to its view that 
Strangi’s interest in SFLP should be increased by $4,386,613 and his interest in Stranco should 
be increased by $29,009.32

The Tax Court held that Mr. Strangi’s gross estate should include the full value of each 
asset contributed to the SFLP.33  The Tax Court’s holding was based on I.R.C. § 2036, under 
which the Tax Court had to address two issues: (1) did Strangi retain an interest prohibited by 
I.R.C. § 2036, and (2) did the bona fide sale exception apply. 
 
 
 
                                                 
21 Craig Stephanson and Jeff Bae, Family Limited Partnerships Must Jump The Section 2036 Hurdle, 70 PRAC. TAX 
STRATEGIES 260, 261 (2003). 
22 Strangi, supra note 1, at 3. 
23 Id. at 4. 
24 Id. at 5. 
25 Id. 
26 Id. at 5-6. 
27 Id. at 6. 
28 Id. 
29 Id. 
30 Id. 
31 Id. 
32 Id. at 7. 
33 Id. at 18. 
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A. THE RETAINED INTEREST UNDER I.R.C. § 2036 
 

The Tax Court determined that Strangi retained a prohibited interest under both I.R.C. § 
2036(a) (1) and I.R.C. § 2036(a) (2).  The analysis for each is discussed below. 

First, the Tax Court concluded that Strangi had retained the right to possess and enjoy the 
transferred assets and the right to the income from the transferred assets, in violation of I.R.C. § 
2036(a) (1).34  The Court found an implied agreement between Strangi and Mr. Gulig that the 
transferred assets and related income would be available to Strangi if he needed them.35  Under 
applicable Treasury Regulations, an implied agreement is a retention of the right to possession of 
and/or income from the property.36  The Tax Court found it unlikely that an individual in poor 
health would transfer 98% of his assets without such an implied agreement.37  In making this 
determination, the court looked at a number of factors, noting that Strangi’s relationship to his 
assets remained essentially unchanged after the transfer, he remained in his residence rent-free 
after it was transferred to the partnership, and significant assets were transferred from the 
partnership for Strangi’s benefit, including more than $3,000,000 in distributions for Strangi’s 
home health care costs, funeral and estate administration expenses, and estate taxes.38  While it 
was true that the formalities of the formation and operation of SFLP were followed, with 
distributions made to the partners on a pro-rata basis39, the Tax Court felt that, given the 
relatively small interest held by Stranco, the pro-rata nature of the distribution was relatively 
meaningless. 

Perhaps more importantly from a planning perspective, the Tax Court addressed the 
possible application of I.R.C. § 2036(a) (2) to the Strangi situation.  The Tax Court concluded 
that Strangi had retained the right to designate the person who would possess or enjoy the 
transferred assets and the income from the assets, leading to inclusion under I.R.C. § 2036(a) 
(2).40  This conclusion was surprising because of the Tax Court’s interpretation of the application 
of a U.S. Supreme Court case, U.S. v. Byrum.41

In Byrum, the U.S. Supreme Court held that I.R.C. § 2036(a)(2) did not require inclusion 
of closely held stock that had been transferred to a family trust, despite the fact that the transferor 
retained the right to vote the stock and elect the directors who would authorize dividends.42  The 
right to require distributions was not legally enforceable because, as a majority shareholder, 
Byrum had a fiduciary duty not to misuse his power by promoting his personal interests at the 
expense of corporate interests. 43 Further, the customary changes in the business cycle, including 
years of declining earnings, new competition and litigation, created a level of unpredictability 
                                                 
34 Strangi, supra note 1, at 12. 
35 Id. at 10. 
36 Treas. Reg. § 20.2036-1(a). 
37 Strangi, supra note 1, at 10. 
38 Strangi, supra note 1, at 10-11. 
39 Estate of Harper, T.C.M. (RIA) 54745 (2002) disproportionate distributions characterized as a “return of capital”.  
In prior cases, the failure to make pro-rata distributions has been a key issue in determining that a taxpayer retained 
the enjoyment and economic benefit of property transferred to a family limited partnership.  See, e.g., Estate of 
Thompson, T.C.M. (RIA) 54890 (2002) family limited partnership made disproportionate distributions to taxpayer 
to allow gifts to family members. 
40 Strangi, supra note 1, at 16. 
41 408 U.S. 125 (1972). 
42 Byrum, 408 U.S. at 126-127. 
43 Id. at 143-144. 
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with regard to earnings that further eroded the argument that Byrum had a right to control 
distributions.44   

The Tax Court distinguished the situation in Strangi from that in Byrum.  First, the court 
determined that, unlike the situation in Byrum, Strangi had an absolute right to determine who 
would enjoy the income from the transferred assets because Gulig, his attorney-in-fact, was 
authorized under the management agreement to declare distributions for SFLP and (with the 
other directors) dividends from Stranco.45  Further, Strangi, again acting through Mr. Gulig, 
could terminate SFLP and cause a distribution of the partnership assets to the partners.46  While 
this power could not be exercised by Strangi alone, 2036(a) (2) specifically applies whether the 
power is exercisable alone or in conjunction with others.47

The Tax Court also noted that Strangi is different from Byrum because the things that 
prevented the transferor in Byrum from exercising his power to compel dividends were not 
present in the Strangi case.48  In Strangi, there was no active business enterprise involved, so the 
normal variations in earnings argument would not apply.49  Further, neither distributions from 
SFLP or dividends from Stranco were subject to the approval of an independent party, as was the 
case with the independent trustee of the family trust in Byrum.50  Finally, the Tax Court noted 
that Mr. Strangi was not subject to the fiduciary duty limitations because of the related nature of 
the parties involved; unlike Byrum, which involved a number of unrelated shareholders and trust 
beneficiaries, in Strangi, all of the participants were Strangi’s close relatives.51  In such a case, 
the Tax Court found that the likelihood of the shareholder-children enforcing their rights under 
the fiduciary duty provisions is very small.52

 
 

B. THE “BONA FIDE SALE” EXCEPTION 
 

Finally, the Tax Court found that the bona fide sale exception was inapplicable.  Under 
this exception, a transaction in which a prohibited interest is retained does not result in estate tax 
inclusion if the transaction was “a bona fide sale for an adequate and full consideration in money 
or money’s worth.”53  This exception requires two elements: (1) a bona fide sale, and (2) 
adequate and full consideration.54

In order for the transaction to be a bona fide sale, it must be an arm’s-length transaction.  
The Tax Court found that the Strangi transaction was not a bona fide sale because there was no 
meaningful negotiation or bargaining with other interest holders.55 Strangi, through Mr. Gulig, 
                                                 
44 Id. at 249. 
45 Strangi, supra note 1, at 14. 
46 Id. 
47 I.R.C. § 2036(a) (2). 
48 Strangi, supra note 1, at 14. 
49 Id. at 15. 
50 Id. 
51 Id. 
52 Id. 
53 I.R.C. § 2036 (parenthetical). 
54 Estate of Harper, T.C. Memo 2002-121. 
55 Strangi, T.C.M. (RIA) 2003-145, at 16.  Cf. Estate of Stone, T.C.M. (RIA) 2003-309, at 10, in which the other 
partners in the family limited partnership (the decedent’s children) were actively involved in the negotiation of the 
structure of the partnership. 
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determined how the entities would be structured, how they would be operated, what property 
would be contributed, and what interests the various parties would have; the transaction was one 
in which, for all practical purposes, Strangi was on both sides of the transaction.56

The Tax Court also found that there was no full and adequate consideration in Strangi.  
As the Court noted, full and adequate consideration does not exist where there has been a mere 
“’recycling’ of value through partnership or corporate solution.”57  The value of the 99% 
partnership interest Strangi received back from his contribution of assets was made up almost 
exclusively from the assets he transferred into the partnership.58

 
 

V. ESTATE OF KIMBELL 
 

Unlike Strangi, discussed above, and Stone, discussed below, the Kimbell case is not a 
Tax Court case; it is a decision of the U.S. District Court for the Northern District of Texas.  As 
noted below, the District Court’s lack of familiarity with federal tax law is apparent in the 
opinion.59

In Kimbell, the Mrs. Kimbell created three relevant entities: a Living Trust, a Limited 
Liability Company (“L.L.C.”), and a family limited partnership.60  Kimbell and her son were co-
trustees of the trust.  The L.L.C. was owned 50% by the trust, 25% by Kimbell’s son and 25% by 
Decedent’s daughter-in-law, and Kimbell’s son was manager of the L.L.C.61 The L.L.C. 
contributed 1% of the capital of the partnership and was its general partner; the trust contributed 
99% of the capital in exchange for a 99% limited partnership interest. 62  At Kimbell’s death, the 
estate included the value of her interest in the partnership at $1.257 million.  The I.R.S. audited 
the estate tax return and found the value of the partnership interest was $2.463 million.  The 
estate paid the tax due and brought a claim for refund of $837,089. 63

In analyzing the case, the District Court indicated that the critical issue was the 
application of I.R.C. § 2036(a).64  However, the District Court’s approach to the application of 
I.R.C. § 2036(a) is rather unusual.  The court read I.R.C. § 2036(a) as including all property of 
which the decedent made any transfer unless an exception applies; the court then noted two 
“exceptions,” one for bona fide sales for adequate and full consideration and one for transfers 
after which the decedent retains neither the possession or enjoyment of, or the right to income 
from the property, nor the right to designate who shall benefit or enjoy the property.65 In any 

                                                 
56 Strangi, supra note 1, at 17. 
57 Id.; Estate of Thompson, T.C. M. (RIA) 54810; Estate of Harper, T.C.M. (RIA) 54745. 
58 Strangi, supra note 1, at 17. 
59 Because District Court judges are generalists and not tax-specialists, in doing tax research, District Court opinions 
are often read with more scrutiny than Tax Court opinions.  See WILLIAM A. RAABE, ET AL., WEST’S FEDERAL TAX 
RESEARCH 130 (2003). 
60 Kimbell, 244 F.Supp. 2d at 702. 
61 Id. 
62 Id. 
63 Id. 
64 Kimbell, 244 F.Supp.2d at 703. 
65 This approach is unusual.  I.R.C. § 2036(a) is generally read to apply only to transfers in which the decedent 
retained one of the prohibited income rights or the right to designate who shall enjoy the benefit of the property.  
See, e.g., Stone, T.C.M. (RIA) 2003-145, at 7.  The Kimbell court views it as applying to all transfers of property 
unless an exception applies. 
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event, the court considered both the bona fide sale exception and the retained income or rights 
“exception” separately.  The bona fide sale exception is not a problem; historically, few family 
limited partnership transactions have relied upon this exception.  Rather, the key is the court’s 
analysis regarding the retained income or rights provision of I.R.C. § 2036(a). 

As the court correctly noted, for purposes of I.R.C. § 2036(a), a transferor retains the 
enjoyment of property if “there is an express or implied agreement at the time of transfer that the 
transferor will retain the present economic benefit of the property, even if the retained right is not 
legally enforceable.”66  In Kimbell, the court found that the partnership agreement itself qualified 
as such an agreement.67  Under the partnership agreement, Kimbell, as a limited partner with a 
99% interest in the partnership could remove the General Partner and appoint herself or someone 
of her choosing the be General Partner.68  The General Partner has sole discretion to decide on 
distributions of income from the partnership.69  Thus, by retaining the power to designate the 
General Partner, Kimbell retained the power to either benefit personally from the income of the 
partnership or designate who would benefit, thereby retaining a prohibited interest under I.R.C. § 
2036(a)(1) and (2). 

The estate argued that Kimbell’s power over the partnership was not unlimited because 
she had fiduciary duties to the other partners.  In that argument, the estate relied on Byrum.  The 
court determined that Byrum is distinguishable on its facts from the Kimbell case, but also was 
“expressly overruled by Congressional enactment of § 2036(b)…”70 While it may be true 
Kimbell is distinguishable from Byrum, the District Court’s analysis regarding the applicability 
of I.R.C. § 2036(b) is misplaced. While I.R.C. § 2036(b) was intended to overrule Byrum with 
regard to the retention of the right to vote transferred stock for purposes of I.R.C. § 2036(a) (1) 
(dealing with retained enjoyment of the transferred property), the legislative history does not 
suggest that Congress intended to overrule the portion of Byrum dealing with fiduciary duties as 
a limitation on the application of I.R.C. § 2036(a) (2).71  Further, I.R.C. § 2036(b) does not apply 
where a transferor owns both voting and nonvoting shares and transfers the nonvoting shares 
while retaining the voting shares.72  The Treasury Regulations on this issue make clear that if the 
transferred stock has no voting rights, the transferor will not be deemed to have retained the 
enjoyment of the stock merely because of voting rights in separate stock the transferor has 
retained.73  This arrangement is precisely the situation in most family limited partnership 
transactions: the transferor transfers the limited (nonvoting) partnership interests while retaining 
the general (voting) partnership interests; thus, I.R.C. § 2036(b) should not apply. 

The District Court’s analysis was, in large part, based upon an incorrect reading of I.R.C. 
§ 2036.  While the result in the case is probably correct, the case stands as an example of how a 
District Court’s limited understanding of tax law can often result in a significant misreading of 
the Code. 

                                                 
66 Kimbell, 244 F.Supp. 2d at 705, citing Reichardt v. Commissioner, 114 T.C. 144, 151-52 (2000). 
67 Kimbell, 244 F.Supp.2d at 705. 
68 Id.  
69 Id. 
70 Id. 
71 J. Joseph Korpics, For Whom Does Kimbell Toll—Does Section 2036(a)(2) Pose a New Danger to FLPs?, 98 J. 
Tax’n 162, 167 (2003); H.R. Rep. No. 1380, 94th Cong., 2d Sess. 65 (1976), 1976-3 C.B. (Vol. 3) 735, 799; S. Rept. 
No. 745, 95th Cong., 2d Sess. 89-90 (1978). 
72 Korpics, supra note 71, at 167. 
73 Treas. Reg. § 20.2036-2(a). 
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VI. ESTATE OF STONE 
 

The most recent of the three cases is Stone v. Commissioner.  Stone involved a very 
complicated set of facts.74  Unlike Strangi and Kimbell, which originated primarily from tax 
planning strategies, the Stone case originated from an attempt to settle a family dispute.  This 
difference in the facts is very significant in the outcome of the case. 

For many years, the Stone children had engaged in heated disputes regarding the 
disposition of the Stones’ assets, which led to litigation among Mr. and Ms. Stone and their 
children.75  The Stone children negotiated among themselves to resolve these disputes, and in 
1994, Mr. and Ms. Stone and their children entered into a settlement plan, under which the 
Stones agreed to transfer certain assets to several family limited partnerships for the ultimate 
benefit of their various descendants.76  Significantly, the assets transferred to the partnerships did 
not represent the bulk of the Stones’ wealth; they retained sufficient assets to maintain their 
standard of living.77  

Mr. Stone died one month after the transfers were made78, and Mrs. Stone died 
approximately one year later.79  The interests in the family limited partnerships, along with 
various other assets, were included in the estate tax returns filed for the two estates.  The average 
valuation discounts claimed on the partnership interests was 43%.80  The I.R.S. issued a notice of 
deficiency to each estate, increasing the value of the partnership interests attributable to Mr. 
Stone’s estate by $8,491,090 and to Mrs. Stone’s estate by $1,647,848.81  While the I.R.S. 
offered various theories, the one that remained at issue at the time of the Tax Court litigation was 
based on a retained interest under I.R.C. § 2036(a)(1). 

There was little dispute that the parties made a transfer of property in exchange for the 
general and limited partnership interests.82  However, unlike most other cases in this area, the 
Tax Court’s analysis focused on whether the bona fide sale exemption applied.  Because the 
court ultimately determined that the bona fide sale exemption applied, there was no need to 
examine whether the Stones retained possession or enjoyment of, or the right to income from, the 
transferred property.83

In Stone, the I.R.S. argued a transfer is a sale for adequate and full consideration only if 
the property received in the exchange is “an adequate and full equivalent reducible to a money 
value.”84  According to the I.R.S., the valuation discounts claimed on the estate tax returns 
showed that the interests in the limited partnerships are not the equivalent reducible to a money 

                                                 
74 In the interest of brevity, we will provide a brief summary here.  For a detailed discussion of the facts of the case, 
see the Tax Court’s opinion. 
75 Stone, T.C.M. (RIA) 2003-309, at 2-4. 
76 Id. at 5-8. 
77 Id. at 12. 
78 Id. at 26. 
79 Id. at 30. 
80 Id. at 30. 
81 Id. 
82 Id. at 31. 
83 Id. at 34. 
84 Id. at 32, quoting Treas. Reg. § 20.2036-1(a). 
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value of the proportionate amount of the underlying partnership assets.85  In support of this 
argument, the I.R.S. pointed to Estate of Harper v. Commissioner.86  In Harper, the court found 
no bona fide sale for adequate and full consideration because the creation of the partnerships was 
not motivated primarily by legitimate business concerns and constituted only a recycling of value 
and form of ownership. 87  As in Harper, the Service argued, the transfers in Stone represented a 
mere recycling of value and form of ownership.88

In applying these arguments to the Stone case, the I.R.S. argued that Mr. and Mrs. 
Stone’s lack of participation in the negotiations among the children demonstrated that the 
transaction was not motivated primarily by business concerns.89  The Tax Court found that Stone 
is distinguishable from Harper and similar cases.90  Specifically, the court noted that the 
children’s negotiations were not binding on Mr. and Mrs. Stone, and that the Stones never 
intended to transfer all of their assets to the partnerships.  Indeed, they retained sufficient assets 
to support their existing standard of living.91  Further, the transfers were not gifts to the other 
partners in the partnerships, but instead were motivated by investment and business concerns, 
namely the management of assets and the resolution of the litigation among the children.  The 
court also noted that in Stone, the transactions did significantly more than simply change the 
form of ownership; the partnerships had economic substance and operated as joint enterprises in 
which the children actively participated.92

The I.R.S. also argued that the transaction did not meet the “adequate and full 
consideration” portion of the exemption.  The I.R.S. argued that because the value of the 
property interests received by the Stones (the partnership interests) was discounted, and was 
therefore less than the fair market value of the property contributed (the underlying partnership 
assets), the Stones did not receive full and adequate consideration in the exchange.93  This 
argument goes to the heart of the nature of valuation discounts. 

The Tax Court noted that the transfers were not gifts, that each of the partners held 
partnership interests proportionate to the fair market value of the assets they transferred to the 
partnerships, that the transfers were properly credited to the partners’ respective capital accounts, 
and that upon termination or dissolution, distributions would be in proportion to the capital 
accounts.94  As such, the court found that the Stones received partnership interests that were 
“adequate and full equivalents reducible to a money value.”95   

Perhaps more importantly, the court noted that the position advocated by the I.R.S. would 
read out the bona fide sale exception in any case where the transferor received a proportional 
interest in an entity (whether a partnership or a corporation) and the determination of the value of 
the interest takes into account appropriate discounts.  The court rejected the argument, because it 

                                                 
85 Id. 
86 Estate of Harper v. Commissioner, T.C. M. (RIA) 54745. 
87 Id. 
88 Id. 
89 Stone, T.C.M. (RIA) 2003-309, at 32. 
90 Id.  
91 Id. at 33. 
92 Id. at 34. 
93 Id.  
94 Id. 
95 Id., citing Treas. Reg. §§ 20.2036-1(a) and 20.2043-1(a). 
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“reads out of section 2036(a) the exception that Congress expressly prescribed when it enacted 
the statute.”96   

Finally, the Tax Court noted that it did not need to consider whether the Stones retained 
possession or enjoyment of, or the right to income from the transferred property, since the bona 
fide sale exception applied.97

Clearly, the Stone case turned upon its somewhat unique facts.  Tax savings did not 
motivate the formation of the family limited partnerships; rather, they were formed to resolve the 
ongoing dispute among the children about the ultimate disposition of family wealth.  
Significantly, the Tax Court’s use of the bona fide sale exception under I.R.C. § 2036 is an 
approach that was not taken in earlier cases.  Thus, in planning future family limited partnership 
transactions, the practitioner must keep in mind the lessons from Stone about the application of 
this exception. 

 
 

VII. ADVICE FOR STRUCTURING THE FAMILY LIMITED PARTNERSHIP TRANSACTION  
 

What do these cases teach us about the structure for family limited partnership 
transactions?  Clearly, these cases offer guidance for the practitioner in structuring successful 
family limited partnership transactions.   These strategies can be placed into five broad 
categories, each focusing on a different aspect of the transaction, as discussed below. 

 
 

A. CLIENT SELECTION 
 

In considering a family limited partnership transaction, an advisor should first closely 
examine the client’s personal situation.  In particular, family limited partnership transactions for 
clients in poor health should be avoided, since it will be hard to justify such transactions on any 
grounds other than tax avoidance where the client is in poor health and dies soon after the 
partnership is created.98  In Strangi, for example, the fact that the client was in poor health and 
died soon after the partnership was put into place was clearly a factor in determining that an 
implied agreement existed for partnership assets to be available to Mr. Strangi.99

 
 

B. CHOICE OF ASSETS 
 

The client should carefully consider the assets to be contributed to the family limited 
partnership.  The client must retain sufficient assets to support her existing standard of living.100  
The I.R.S. frequently argues that where a taxpayer fails to retain sufficient assets, the partnership 
                                                 
96 Stone, T.C.M. (RIA) 2003-309, at 34. 
97 Id. 
98 Reed W. Easton, Section 2036 Hurdle Raised for Family Limited Partnerships, 7 VALUATION STRATEGIES 4 
(2004); Courtney Lieb, Comment: The I.R.S. Wages War On The Family Limited Partnership: How To Establish A 
Family Limited Partnership That Will Withstand Attack, 71 UMKC L. REV. 887, 907 (2003). 
99 See Strangi, supra note 1, at 10-11. 
100 KATHRYN G. HENKEL, ESTATE PLANNING & WEALTH PRESERVATION: STRATEGIES & SOLUTIONS, ¶ 16.07 (2004); 
Stephanson, supra note 21, at 265. 
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had no business purpose other than tax avoidance.101  Retaining sufficient assets also reduces the 
likelihood that distributions will be required for everyday expenses.  Reference to the Strangi 
and Stone cases demonstrates the significance of retaining sufficient assets.  In Strangi, the 
decedent contributed 98% of his assets and required distributions from the partnership in order to 
fund personal needs.102  In contrast, in Stone, the decedents retained significant assets to maintain 
their standard of living. 103  This factual distinction clearly played a role in the outcome of the 
cases. 

In addition to the quantity of assets contributed, the client should also consider the types 
of assets contributed.  In general, personal use assets, such as the client’s home, vacation home, 
cars, boats, etc. should be avoided unless the client adequately compensates the partnership 
through rental payments.104  If rental payments are to be used, they must be based on the fair 
market rental value of the property being used, determined by a qualified, independent expert.105  
Further, as the Strangi case demonstrates, the rents must be actually paid to the partnership; 
merely accruing the rents as receivables on the books of the partnership is likely to be 
insufficient.106

 
 

C. SELECTING THE PARTNERS 
 

Some consideration also should be given to determining who will be the partners forming 
the partnership.  If possible, the client and her descendants should be initial partners, each 
contributing substantial assets to the partnership in exchange for her partnership interests.  This 
pooling of assets approach helps to establish a business purpose for the partnership (joint 
management of the pooled assets) and also helps to counter any argument that the transaction 
involves a mere change of form or recycling of value of the underlying assets.107  Once the assets 
are held by the partnership, the client should avoid separating out transferred assets and allowing 
the transferors to manage the assets they contributed.108  The partnership should have control of 
all of the partnership assets after formation.109

The client should also consider having a third party (either a non-family member or a 
charity) own a substantial interest in the partnership.110  Doing so strengthens the argument that 
I.R.C. § 2036(a) (2) should not apply due to the fiduciary duties owed by the general partner to 
the limited partners.111  Further, in drafting the family limited partnership agreement, care should 
be taken not to negate the general partner’s fiduciary duties to the other partners, either expressly 
                                                 
101 See, e.g., Estate of Thompson v. Commissioner, T.C.M. (RIA) 54890 (2002). 
102 Id. 
103 Stone, T.C.M. (RIA) 2003-309, at 12. 
104 Henkel, supra note 100. 
105 John F. Ramsbacher, FLP’s, LLC’s and S Corporations: Is It Worth The Effort? Valuation Discount Strategies – 
Do They Still Work?, 325 PLI/EST 175, 179 and 190 (2003).  
106 See Strangi, T.C.M. (RIA) 2003-145, at 10. 
107 Henkel, supra note 100. 
108 Stephanson, supra note 21, at 264.  See Estate of Thompson, T.C.M. (RIA) 54890 (2002) (decedent’s children 
did not pool their assets with those of the decedent because there was an agreement that the income from the assets 
contributed by each child would be distributed directly to that child.) 
109 Stephanson, supra note 21, at 264. 
110 Henkel, supra note 100. 
111 Id. 
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in the partnership agreement, or by giving the general partner broad discretion with regard to 
distributions and other operational issues of the partnership.112   

 
 

D. DISTRIBUTIONS FROM THE PARTNERSHIP 
 

Both frequent distributions and non-pro-rata distributions from the partnership should be 
avoided.113  At least one commentator has suggested that the partnership agreement should 
provide for mandatory distributions of income each year, based upon some criteria set forth in 
the agreement.114  The criteria can take into account objective business needs of the partnership, 
such as cash flow, asset acquisition and/or maintenance, etc.115 Providing for mandatory 
distributions in the partnership agreement prevents a claim that the general partner has discretion 
regarding distributions and therefore can direct who enjoys the income from the partnership 
assets, in violation of I.R.C. § 2036(a)(2).116

 
 

E. OPERATIONAL CONSIDERATIONS 
 

Finally, the client should be cautioned concerning the operation of the partnership.  As 
with any separate legal entity, in order for the entity to be respected, funds and assets of the 
partnership must be kept carefully segregated from funds and assets owned by the client 
individually.117  Proper financial and tax records must be maintained for the partnership in order 
to avoid a claim that the partnership lacks economic substance. 118  In general, the partnership 
should be operated in a business-like manner.119

 
 

VIII. CONCLUSION 
 

The I.R.S.’s efforts to challenge discounts related to family limited partnership 
transactions are likely to continue.  The recent success in cases like Strangi and Kimbell suggests 
that the courts are receptive to arguments that I.R.C. § 2036 applies in such cases.  On the other 
hand, the Stone case provides some comfort to practitioners and clients that, if properly 
structured, and if implemented for the right reasons, a family limited partnership transaction may 
still be a viable estate planning strategy. 
 

                                                 
112 Id.; see Kimbell, 244 F. Supp. 2d at 705. 
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