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Dfornmed a famly limted partnership (JBLP) with
his son and transferred assets including real property,
to JBLP in exchange for a 95.5389-percent limted
partnership interest. D also formed a famly limted
partnership (AVLP) wth his four daughters and
transferred real property to AVLP in exchange for an
88.178-percent limted partnership interest. D s son
contributed real property in exchange for general and
l[imted partnership interests in JBLP, and the
daughters contributed real property in exchange for
general and |limted partnership interests in AVLP. Al
of the contributions were properly reflected in the
capital accounts of the contributing partners.
| medi ately after formation of the partnerships, D
transferred by gift an 83.08-percent limted
partnership interest in JBLP to his son and a
16. 915-percent limted partnership interest in AVLP to
each of his daughters.



Hel d: The transfers of property to the
partnershi ps were not taxable gifts. See Estate of
Strangi v. Conm ssioner, 115 T.C 478 (2000).

Hel d, further, sec. 2704(b), I.R C, does not
apply to this transaction. See Kerr v. Conm Ssioner,
113 T.C. 449 (1999).

Hel d, further, the value of Ds gift to his son
was 83. 08-percent of the value of the underlying assets
of JBLP, reduced by a | ack-of-marketability (8%

di scount. The value of Ds gift to each of his
daughters was 16. 915 percent of the value of the
under|lyi ng assets of AVLP, reduced by secondary

mar ket (40% and | ack-of-marketability (8% discounts.

Hel d, further, the gifts of Iimted partnership
interests are not subject to additional | ack-of-
mar ketabi ity discounts for built-in capital gains.
Estate of Davis v. Conm ssioner, 110 T.C 530 (1998),
di sti ngui shed.

Wlliam R Cousins Ill, Robert Don Collier, Robert M

Bolton, and Todd A. Kraft, for petitioner.

Deborah H. Del gado and Cerald L. Brantley, for respondent.

COHEN, Judge: Respondent determ ned a deficiency of
$4,412,527 in the 1995 Federal gift tax of WW Jones Il. The
i ssues for decision are (alternatively): (1) Wether the
transfers of assets on formation of Jones Borregos Limted
Partnership (JBLP) and Alta Vista Limted Partnership (AVLP)
(collectively, “the partnerships”) were taxable gifts pursuant to
section 2512(b); (2) whether the period of limtations for

assessnment of gift tax deficiency arising fromgifts on formation
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is closed; (3) whether restrictions on |liquidation of the
partnershi ps shoul d be disregarded for gift tax val uation
pur poses pursuant to section 2704(b); and (4) the fair market
value of interests in the partnerships transferred by gift after
formation. Unless otherw se indicated, all section references
are to the Internal Revenue Code in effect on the date of the
transfers, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference. WW
Jones ||l (decedent), resided in Corpus Christi, Texas, at the
time the petition in this case was filed. Decedent subsequently
di ed on Decenber 17, 1998, and a notion to substitute the estate
of WW Jones Il, deceased, A C Jones |V, independent executor,
as petitioner was granted. The place of probate of decedent’s
estate is Nueces County, Texas. At the time of his appointnent
as executor, A C. Jones IV (A C. Jones), also resided in Nueces
County, Texas.

For nost of his life, decedent worked as a cattle rancher in
sout hwest Texas. Decedent had one son, A C. Jones, and four
daughters, Elizabeth Jones, Susan Jones MIler, Kathleen Jones

Avery, and Lorine Jones Booth.



During his lifetime, decedent acquired, by gift or bequest,
the surface rights to several |arge ranches, including the Jones
Borregos Ranch, consisting of 25,669.49 acres, and the Jones Alta
Vi sta Ranch, consisting of 44,586.35 acres. These ranches were
originally acquired by decedent’s grandfather and have been held
by decedent’s famly for several generations. The |Iand on these
ranches is arid natural brushland, and commercial uses include
rai sing cattle and hunting.

Motivated by his desire to keep the ranches in the famly,
decedent becane involved in estate planning matters beginning in
1987. In 1994, decedent’s certified public accountant suggested
t hat decedent use partnerships as estate and busi ness pl anning
tools. Follow ng up on this suggestion, A C. Jones prepared
vari ous projections for decedent concerning a hypotheti cal
transfer of the ranches to partnerships and the discounted val ues
that would attach to the partnership interests for gift tax
pur poses.

A.C. Jones, Elizabeth Jones, Susan Jones MIler, Kathleen
Jones Avery, and Lorine Jones Booth each owned a one-fifth
interest in the surface rights of the Jones El Norte Ranch. They
acquired this ranch by bequest from decedent’s aunt in 1979. The
Jones EI Norte Ranch was al so originally owned by decedent’s
gr andf at her and has al so been owned by decedent’s extended fam |y

for several generations.



Ef fective January 1, 1995, decedent and A. C Jones forned
JBLP under Texas |aw. Decedent contributed the surface estate of
t he Jones Borregos Ranch, livestock, and certain personal
property in exchange for a 95.5389-percent |imted partnership
interest. The entire contribution was reflected in the capital
account of decedent. A C. Jones contributed his one-fifth
interest in the Jones El Norte Ranch in exchange for a 1-percent
general partnership interest and a 3.4611-percent |limted
partnership interest.

On January 1, 1995, the sane day that the partnership was
effectively fornmed, decedent gave to A C. Jones an 83. 08-percent
interest in JBLP, |eaving decedent with a 12.4589-percent limted
partnership interest. Decedent used a docunent entitled “Gft
Assignnent of Limted Partnership Interest” to carry out the
transfer. The docunent stated that decedent intends that A C
Jones receive the gift as a limted partnership interest.

Federal incone tax returns for 1995, 1996, 1997, and 1998
were filed for JBLP and signed by A . C. Jones as tax matters
partner. Attached to each return were separate Schedules K-1 for
each general partnership interest and each |imted partnership
interest. The Schedules K-1 for the limted partnership interest
of A.C. Jones included the interest in partnership received by

gift from decedent.
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Al so effective January 1, 1995, decedent and his four
daughters fornmed AVLP under Texas |aw. Decedent contributed the
surface estate of the Jones Alta Vista Ranch in exchange for an
88. 178-percent limted partnership interest. The contribution
was reflected in decedent’s capital account. Susan Jones M|l ler
and Elizabeth Jones each contributed their one-fifth interests in
the Jones El Norte Ranch in exchange for 1-percent general
partnership interests and 1.9555-percent |limted partnership
interests, and Kathl een Jones Avery and Lorine Jones Booth each
contributed their one-fifth interest in the Jones El Norte Ranch
i n exchange for 2.9555-percent |imted partnership interests.
The follow ng chart summari zes the ownership structure of AVLP

i mredi ately after formation:

Part ner Per cent age | nt er est
El i zabet h Jones 1.0 CGener al

1. 9555 Limted
Susan Jones M|l er 1.0 Gener a

1. 9555 Limted
Kat hl een Jones Avery 2.9555 Limted
Lori ne Jones Booth 2. 9555 Limted
Decedent 88.178 Limted

On January 1, 1995, the sane day that the partnership was
effectively fornmed, decedent gave to each of his four daughters a
16. 915-percent interest in AVLP, |eaving decedent with a
20.518-percent limted partnership interest. Decedent used four
separate docunents, one for each daughter, entitled "G ft

Assignnent of Limted Partnership Interest” to carry out the



transfers. Each docunent stated that decedent intended for his
daughters to receive the gifts as limted partnership interests.

Federal incone tax returns for 1995, 1996, 1997, and 1998
were filed for AVLP and signed by Elizabeth Jones as tax matters
partner. Attached to each return were separate Schedules K-1 for
each general partnership interest and each |imted partnership
interest. The Schedules K-1 for each daughter’s limted
partnership interest included the partnership interest received
by gift from decedent.

Decedent’s attorney drafted the partnership agreenents of
both JBLP and AVLP with the intention of creating substanti al
di scounts for the partnership interests that were transferred by
gift. Both partnership agreenents set forth conditions for when
an interest that is transferred by gift or by other nethods may
convert to a limted partnership interest. Section 8.3 of the
JBLP agreenent provides that the general partner and 100 percent
of the limted partners nust approve the conversion to a limted
partnership interest in witing, and section 8.3 of the AVLP
agreenent provides that the general partners and 75 percent of
the remaining limted partners nust approve the conversion in
witing. Both agreenents also require that an assi gnee execute a
witing that gives assurances to the other partners that the
assi gnee has acquired such interest without the intention to

distribute such interest, and the assignee nust execute a
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counterpart to the partnership agreenent adopting the conditions
t herei n.

Sections 8.4 and 8.5 of the partnership agreenents provide
that, before a partner may transfer an interest in the
partnershi ps to anyone other than decedent or any I|ineal
descendant of decedent, the partnership or remaining partners
shal | have the option to purchase the partnership interest for
the | esser of the agreed upon sales price or appraisal val ue.

The partnership may elect to pay the purchase price in 10 annual
installments with interest set at the mninmnumrate allowed by the
rules and regul ations of the Internal Revenue Service.

Section 9.2 of the agreenents provides that the partnerships
wi Il continue for a period of 35 years. Section 9.3 provides
that a limted partner will not be permtted to withdraw fromthe
partnership, receive a return of contribution to capital, receive
distributions in liquidation, or redenption of interest except
upon di ssol ution, w nding up, and term nation of the partnership.

Section 9.4 of the partnership agreenents provides for the
renmoval of a general partner and the dissolution of the
partnership. The AVLP agreenent provides that a general partner
may be renmoved at any tinme by the act of partners owning an
aggregated 75-percent interest in the partnership. The JBLP
agreenent provides that a general partner nmay be renoved at any

tinme by the act of the partners owni ng an aggregated 51-percent



interest in the partnership. After renoval, if there is no
remai ni ng general partner, the remaining limted partners shal
desi gnate a successor general partner. |If the limted partners
fail to designate a successor general partner within 90 days, the
partnership will dissolve, affairs will be wound up, and the
partnership will term nate. Except upon dissolution, w ndup, and
term nation, both partnership agreenents prohibit alimted
partner fromw thdrawi ng and receiving a return of capital
contribution, distribution in liquidation, or a redenption of
i nterest.

Section 5.4 of the AVLP agreenent originally provided that
the general partners could not sell any real property interest
t hat was owned by the partnership without first obtaining the
consent of partners owning a majority interest in the
partnership. This section was |ater anended so that partners
owni ng 85 percent of the partnership nust consent to a sale of
real property.

On January 1, 1995, the Jones Alta Vista Ranch had a fair
mar ket val ue of $10, 254, 860, and t he Jones Borregos Ranch,
i vestock, and personal property that were contributed by
decedent to JBLP had a fair market val ue of $7,360,997. Neither
partnership ever made a section 754 election. At the tinme that
decedent transferred interests in the partnerships by gift to his

children, the net asset values (NAV) of the underlying
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partnership assets that were held by AVLP and JBLP were
$11, 629, 728 and $7, 704, 714, respectively. JBLP and AVLP had
bases in their assets of $562,840 and $1, 818, 708, respectively.

Attached to his 1995 Federal gift tax return, decedent
i ncluded a valuation report prepared by Charles L. Elliott, Jr.
(Elliott), who also testified as the estate’s expert at trial.
The partnerships were valued on the return and by Elliott at
trial using the NAV nethod on a “mnority interest,
nonmar ket abl e” basis. Nowhere in his report did Elliott purport
to be valuing assignee interests in the partnership. The
val uation report arrived at an NAV for the partnerships and then
appl i ed secondary market, |ack-of-marketability, and built-in
capital gains discounts. The expert report concluded that a
66- percent discount fromNAV is applicable to the interest in
JBLP and that a 58-percent discount is applicable to the interest
in AVLP. On the return, decedent reported gifts of "“an
83.08 percent limted partnership interest” in JBLP val ued at
$2,176,864 and a “16.915 percent limted partnership interest” in
AVLP to each of his four daughters, valued at $821, 413 per
i nterest.

In an affidavit executed on January 12, 1999, A C. Jones
stated that the gifts that he and his sisters received from

decedent were “limted partnership interests”. The sole activity
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of AVLP is the rental of its real property. AVLP produces an
average annual yield of 3.3 percent of NAV.
OPI NI ON

Gft at the Inception of the Partnerships

In an anmendnent to the answer, respondent contends that
decedent made taxable gifts upon contributing his property to the
partnerships. Using the value reported by decedent on his gift
tax return, respondent argues that, if decedent gave up property
worth $17, 615,857 and received back limted partnership interests
worth only $6, 675, 156, decedent made taxable gifts upon the
formati on of the partnerships equal to the difference in val ue.

In Estate of Stranqgi v. Conm ssioner, 115 T.C. 478, 489-490

(2000), a decedent fornmed a famly limted partnership with his
children and transferred assets to the partnership in return for
a 99-percent |[imted partnership interest. After his death, his
estate clained that, due to |ack-of-control and | ack- of -

mar ket abi l ity di scounts, the value of the limted partnership
interest was substantially |lower than the value of the property
that was contributed by the decedent. The Comm ssi oner argued
that the decedent had nmade a gift when he transferred property to
the partnership and received in return a limted partnership
interest of |esser value. The Court held that, because the

t axpayer received a continuing interest inthe famly limted

partnership and his contribution was allocated to his own capital
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account, the taxpayer had not nmade a gift at the tine of

contri bution.

I n Shepherd v. Conm ssioner, 115 T.C 376, 379-381 (2000),
the taxpayer transferred real property and stock to a newy
formed famly partnership in which he was a 50-percent owner and
his two sons were each 25-percent owners. Rather than allocating
contributions to the capital account of the contributing partner,
t he partnershi p agreenent provided that any contributions would
be allocated pro rata to the capital accounts of each partner
according to ownership. Because the contributions were reflected
partially in the capital accounts of the noncontributing
partners, the value of the noncontributing partners’ interests
was enhanced by the contributions of the taxpayer. Therefore,
the Court held that the transfers to the partnership were
indirect gifts by the taxpayer to his sons of undivided
25-percent interests in the real property and stock. See id. at
389.

The contributions of property in the case at hand are

simlar to the contributions in Estate of Strangi and are

di stingui shable fromthe gifts in Shepherd. Decedent contributed
property to the partnerships and received continuing limted
partnership interests in return. Al of the contributions of
property were properly reflected in the capital accounts of

decedent, and the value of the other partners’ interests was not
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enhanced by the contributions of decedent. Therefore, the
contributions do not reflect taxable gifts.

Because the contributions do not reflect taxable gifts, we
need not decide whether the period of limtations for assessnent
of a deficiency due to a gift on formati on has expired.

Section 2704(Db)

Respondent determned in the statutory notice, and argues in
the alternative, that provisions in the partnership agreenents
constitute applicable restrictions under section 2704(b) and nust
be di sregarded when determ ning the value of the partnership
interests that were transferred by gift.

Section 2704(b) generally states that, where a transferor
and his famly control a partnership, a restriction on the right
to liquidate the partnership shall be disregarded when
determ ning the value of the partnership interest that has been
transferred by gift or bequest if, after the transfer, the
restriction on liquidation either | apses or can be renoved by the
famly. Section 25.2704-2(b), Gft Tax Regs., provides that an
applicable restriction is a restriction on “the ability to
liquidate the entity (in whole or in part) that is nore
restrictive than the limtations that would apply under the State
| aw generally applicable to the entity in the absence of the

restriction.”
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Respondent argues that both partnership agreenents contain
provisions limting the ability of a partner to |iquidate that
are nore restrictive than the default Texas partnership
provisions. Specifically, respondent points to section 9.2 of
t he partnershi p agreenents, which provides that each partnership
shall continue for a period of 35 years. Respondent al so points
to section 9.3 of the partnership agreenents, which prohibits a
[imted partner fromw thdraw ng fromthe partnership or from
demanding the return of any part of a partner’s capital account
except upon term nation of the partnership.

Respondent conpares sections 9.2 and 9.3 of the partnership
agreenents wth section 6.03 of the Texas Revised Limted
Partnership Act (TRLPA). TRLPA section 6.03 provides:

Alimted partner may withdraw froma limted

partnership at the tinme or on the occurrence of events

specified in a witten partnership agreenent and in

accordance with that witten partnership agreenment. |If

t he partnershi p agreenent does not specify such a tine

or event or a definite tine for the dissolution and

wi nding up of the limted partnership, alimted

partner may w thdraw on giving witten notice not |ess

than six nonths before the date of withdrawal to each

general partner * * *,

Tex. Rev. Cv. Stat. Ann. art. 6132a-1, sec. 6.03 (West Supp.
1993).

Respondent’s argunent is essentially the same as the

argunment we rejected in Kerr v. Conmm ssioner, 113 T.C. 449, 469-

474 (1999). In Kerr, the taxpayers and their children fornmed two
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famly limted partnerships with identical |iquidation
restrictions. Shortly after formation, the taxpayers transferred
[imted partnership interests to their children by gift. On
their Federal gift tax return, the taxpayers clainmed substanti al
di scounts in the value of the interests conpared to the val ue of
t he underlying assets due to |lack of control and |ack of
mar ketability. The partnership agreenents provided that the
partnershi ps woul d continue for 50 years.

The Court hel d:

Respondent’s reliance on TRLPA section 6.03 is

m spl aced. TRLPA section 6.03 governs the w thdrawal

of alimted partner fromthe partnership--not the

i quidation of the partnership. TRLPA section 6.03

sets forth limtations on a limted partner’s

w thdrawal froma partnership. However, alimted

partner may w thdraw froma partnership w thout

requiring the dissolution and |iquidation of the

partnership. In this regard, we conclude that TRLPA

section 6.03 is not a “limtation on the ability to

liquidate the entity” within the neaning of section

25.2704-2(b), Gft Tax Regs.
ld. at 473. In sum the Court concluded that the partnership
agreenents in Kerr were not nore restrictive than the limtations
that generally would apply to the partnerships under Texas | aw.
See id. at 472-474. Respondent acknow edges that Kerr is
applicable to this issue but argues that Kerr was incorrectly
deci ded. However, we find no reason to reach a result that is

different than the result in Kerr. Thus, section 2704(b) does
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not apply here. See also Knight v. Conm ssioner, 115 T.C 506,

519-520 (2000); Harper v. Conm ssioner, T.C Meno. 2000-202.

Val uation of Decedent’'s G fts of
Limted Partnership Interests

A gift of property is valued as of the date of the transfer.
See sec. 2512(a). The gift is neasured by the value of the
property passing fromthe donor, rather than by the property
recei ved by the donee or upon the neasure of enrichnment to the
donee. See sec. 25.2511-2(a), Gft Tax Regs. The fair market
val ue of the transferred property is the price at which the
property woul d change hands between a willing buyer and willing
seller, neither being under any conpulsion to buy or to sell and
bot h havi ng reasonabl e know edge of relevant facts. See United

States v. Cartwright, 411 U S. 546, 551 (1973); sec. 25.2512-1,

G ft Tax Regs. The hypothetical wlling buyer and the
hypothetical willing seller are presunmed to be dedicated to

achi eving the maxi mum econom ¢ advantage. See Estate of Davis v.

Comm ssioner, 110 T.C. 530, 535 (1998). Transactions that are

unlikely and plainly contrary to the economc interests of a
hypot hetical willing buyer or a hypothetical willing seller are

not reflective of fair market val ue. See Estate of Stranqgi V.

Comm ssioner, 115 T.C 478, 491 (2000); Estate of Newhouse V.

Comm ssioner, 94 T.C. 193, 232 (1990); Estate of Hall v.

Comm ssioner, 92 T.C. 312, 337 (1989).
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As is customary for valuation issues, the parties rely
extensively on the opinions of their respective experts to
support their differing views about the fair market value of the
gifts of partnership interests. The estate relies on Elliott, a
seni or nenber of the Anmerican Society of Appraisers and a
principal in the business valuation firmof Howard Frazier Barker
Elliott, Inc. Respondent relies on Francis X. Burns (Burns), a
candi dat e nenber of the Anmerican Society of Appraisers and a
principal in the business valuation firmof |IPC Goup, Inc. Each
expert prepared a report.

We eval uate the opinions of the experts in light of the
denonstrated qualifications of each expert and all other evidence

in the record. See Estate of Davis v. Conmni ssioner, supra at

536. We are not bound by the formul ae and opinions proffered by
expert w tnesses, especially when they are contrary to our
judgnent. Instead, we may reach a determ nation of val ue based
on our own exam nation of the evidence in the record. Were
experts offer contradicting estimtes of fair market val ue, we
deci de what weight to give those estimtes by exam ning the
factors used by the experts in arriving at their concl usions.
See id. Moreover, because valuation is necessarily an
approximation, it is not required that the value that we
determ ne be one as to which there is specific testinony,

provided that it is within the range of figures that properly my
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be deduced fromthe evidence. See Silvernman v. Commi SSi oner,

538 F.2d 927, 933 (2d Gir. 1976), affg. T.C. Menon. 1974-285. The
experts in this case agree that, in ascertaining the fair narket
val ue of each gift of interest in the partnerships, one starts
with the fair market value of the underlying assets of each
partnership and then applies discounts for factors that limt the
val ue of the partnership interests.

A. Nature of Interests Transferred

The first argument of the estate is that the partnership
interests that were transferred by decedent were assignee
interests rather than [imted partnership interests. The estate
clainms that decedent and the recipients of the gifts did not
fulfill the necessary requirenents set forth in the partnership
agreenents for transferring limted partnership interests. The
JBLP agreenent provides that, upon an exchange of an interest in
the partnership, the general partner and 100 percent of the
remaining limted partners nust approve, in witing, of a
transferred interest becomng a limted partnership interest.
The AVLP agreenment provides that the general partners and
75 percent of the limted partners nust approve, in witing, of a
transferred interest’s becomng a limted partnership interest.
Because these witten approvals were not carried out, the estate
contends that the recipients of the gifts are entitled only to

the rights of assignees.
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In Kerr v. Conmm ssioner, 113 T.C. 449, 464 (1999), the

t axpayers held greater than 99 percent of the partnership
interests of two famly limted partnerships as general and
l[imted partners. The taxpayers’ children held the remaining
partnership interests, totaling less than 1 percent of overal
ownership, as general partners. The partnership agreenents
provi ded that no person would be admtted as a |limted partner
wi t hout the consent of all general partners. |In 1994, the

t axpayers transferred a large portion of their limted
partnership interests to trusts for which they served as
trustees. At trial, the taxpayers argued that, although they
made these transfers to thenselves as trustees, pursuant to the
famly limted partnership agreenent, their children as general
partners had to consent to the adm ssion of the trustees as
limted partners. The taxpayers argued that the interests held
by the trusts should be valued as assignee interests. The Court
| ooked at all of the surrounding facts and circunstances in
holding that the interests that were transferred by the taxpayers
were limted partnership interests. See id. at 464.

On review of the facts and circunstances of the case at
hand, decedent, |ike the taxpayers in Kerr, transferred limted
partnership interests to his children rather than assignee
interests. The evidence shows that decedent intended for the

transfers to include limted partnership interests and that the
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children consented to the transfer of Iimted partnership
interests, having waived the requirenent of a witing.

Pursuant to the AVLP agreenent, Susan Jones MIler and
El i zabeth Jones as general partners would have had to consent in
witing to the transfer of the interests as limted partnership
interests. Also, 75 percent of the remaining limted partners,
i.e., Elizabeth Jones, Susan Jones M|l er, Kathleen Jones Avery,
Lori ne Jones Booth, and decedent, would have had to consent in
witing. Pursuant to the JBLP agreenent, A C. Jones as general
partner woul d have had to consent in witing to the transfer as a
l[imted partnership interest. Also, all of the remaining limted
partners, i.e., A C Jones and decedent, would have had to
consent in witing.

Al though the estate argues that the absence of witten
consents leads to the conclusion that the interests transferred
were assignee interests, it is difficult to reconcile that
position with the | anguage that decedent, his children, and
Elliott used to docunent and characterize the transfers. First,
t he docunents entitled “Gft Assignnment of Limted Partnership
Interest”, created by decedent to carry out the transfers, state
that, after the transfers are conplete, each child wll hold his
or her newy acquired interest as a “limted partnership
interest”. Second, in his 1995 Federal gift tax return, decedent

describes the gifts as “limted partnership interests” rather
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than assignee interests. Third, in an affidavit executed on
January 12, 1999, A . C. Jones states that the gifts that he and
his sisters received fromdecedent were “limted partnership
interests”. Fourth, the 1995, 1996, 1997, and 1998 Federal

i ncone tax returns for JBLP and AVLP, signed by A C. Jones and
El i zabet h Jones, respectively, designate the interests as limted
partnership interests on the Schedules K-1. Fifth, although he
clainmed at trial that he was val uing assignee interests,
Elliott’s witten report referred only to limted partnership
interests. These factors lead to the conclusion that the
estate’ s argunent, that decedent transferred assignee interests,
was an afterthought in the later stages of litigation.

Al so, after giving the gifts to his daughters, decedent was
left with a 20.518-percent |limted partnership interest. Section
5.4 of the AVLP agreenent was nodified so that consent of
85 percent of the partners was required in order for a general
partner to sell a real estate interest belonging to the
partnership. Wth this nodification, decedent could retain the
power to block unilaterally a sale of a real estate interest even
after giving the gifts. This amendnent woul d not have been
necessary if the daughters had received only assignee interests.

This case is distinguishable fromEstate of Nowell v.

Comm ssioner, T.C Meno. 1999-15, relied on by petitioner. In

Estate of Nowell, the partnership agreenments specified that the
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recipient of limted partnership interests would becone an
assignee and not a substitute limted partner unless the general
partners consented to the assignee’s admssion as a limted
partner. The Court there decided that interests in the

part nershi ps should be valued for estate tax purposes as assi gnee
interests rather than as limted partnership interests.

The transactions in Estate of Nowell differ fromthe gifts

in the case at hand in that the beneficiaries, the estate, and

the decedent in Estate of Nowell never treated the passing

interests in the partnerships as limted partnership interests.
The record was voi d of evidence that showed that a limted
partnership interest was in fact transferred. Here, the conduct
of decedent, A C. Jones, and the daughters reflects that limted
partnership interests were actually transferred by decedent.

B. Value of the Transferred Interest in JBLP

Havi ng concl uded that decedent transferred an 83. 08- percent
l[imted partnership interest in JBLP to A C Jones, the next
issue for decision is the value of the limted partnership
interest. The estate relies on the conclusions of Elliott, who
opi ned that the value of the interest in JBLP is subject to a
secondary mar ket discount of 55 percent, a |ack-of-marketability
di scount of 20 percent, and an additional discount for built-in
capital gains. Respondent relies on the valuation of Burns, who

opi ned that no discounts apply.
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Section 9.4 of the JBLP agreenent provides that a general
partner may be renoved at any tinme by the act of the partners
owni ng an aggregate 51-percent interest in the partnership.

After renoval, if no general partners remain, the [imted
partners shall designate a successor general partner. |If the
limted partners fail to designate a successor general partner
wi thin 90 days, the partnership will dissolve, affairs will be
wound up, and the partnership will term nate.

Section 9.4 effectively gives ultimte deci sion-nmaking
authority to the owner of the 83.08-percent Iimted partnership
interest. Under the threat of renoval of the general partner,
the 83.08-percent limted partner would have the power to control
managenent, to conpel a sale of partnership property, and to
conpel partnership distributions. |[If the general partner
refused, the 83.08-percent limted partner could force
[iquidation within 90 days. Having the ability to force
liquidation also gives the 83.08-percent |limted partner the
right to force a sale of the partnership assets and to receive a
pro rata share of the NAV. Because the 83.08-percent limted
partner has the power to control the general partner or to force
a liquidation, the discounts proffered by Elliott are
unr easonabl e and unpersuasive. The size of the interest to be
val ued and the nature of the underlying assets nmake the secondary

mar ket an i nprobabl e anal ogy for determining fair market val ue.



- 24 -

We do not believe that a seller of the 83.08-percent limted
partnership interest would part with that interest for
substantially | ess than the proportionate share of the NAV.
Burns opi ned that no discount for |lack of control should
apply for the reasons stated above. W agree. He also concluded
that “the size and the associated rights of the interest would
preclude the need for a marketability discount.” He recognized
that section 8.4 of the partnership agreenent purported to give
famly menbers the power to prevent a third-party buyer from
obtaining an interest in the JBLP, but he maintained that “to
adhere to the fair market val ue standard, an apprai ser mnust
assunme that a market exists and that a willing buyer woul d be
admtted into the partnership.” W believe that there is nerit
to this position. Self-inposed [imtations on the interest,
created with the purpose of mnimzing value for transfer tax
purposes, are likely to be waived or disregarded when the owner
of the interest becomes a hypothetical willing seller, seeking
the highest price that the interest will bring froma willing
buyer. The owner of the 83.08-percent interest has the ability
to persuade or coerce other partners into cooperating with the
proposed sale. Nonetheless, liquidation of a partnership and
sale of its assets, the nost likely threat by which the owner of
such a controlling interest woul d persuade or coerce, would

i nvol ve costs and delays. The possibility of litigation over a
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forced |liquidation would reduce the anopunt that a hypotheti cal
buyer would be willing to pay for the interest. See Adans v.

United States, 218 F.3d 383 (5th Cr. 2000); Estate of Newhouse

v. Comm ssioner, 94 T.C 193, 235 (1990). A marketability

di scount woul d apply, but we believe that, under the
circunstances of this case, an 8-percent discount nore accurately
reflects reality. This anount approxi mates the di scount for | ack
of marketability proposed by Burns with respect to AVLP, as
di scussed bel ow.

The experts al so di sagree about whet her a di scount
attributable to built-in capital gains to be realized on
i quidation of the partnership should apply. The parties and the
experts agree that tax on the built-in gains could be avoi ded by
a section 754 election in effect at the tinme of sale of
partnership assets. |If such an election is in effect, and the
property is sold, the basis of the partnership’s assets (the
inside basis) is raised to match the cost basis of the transferee
in the transferred partnership interest (the outside basis) for
the benefit of the transferee. See sec. 743(b). OQherw se, a
hypot heti cal buyer who forces a liquidation could be subject to
capital gains tax on the buyer’s pro rata share of the anount
realized on the sale of the underlying assets of the partnership
over the buyer’s pro rata share of the partnership’ s adjusted

basis in the underlying assets. See sec. 1001. Because the JBLP



- 26 -

agreenent does not give the limted partners the ability to
effect a section 754 election, in this case the election would
have to be nmade by the general partner.

Elliott opined that a hypothetical buyer woul d demand a
di scount for built-in gains. He acknow edged in his report a 75-
to 80-percent chance that an el ection would be nade and that the
el ection woul d not create any adverse consequences or burdens on
the partnership. H's opinion that the election was not certain
to be made was based solely on the position of A C. Jones,
asserted in his trial testinony, that, as general partner, he
m ght refuse to cooperate with an unrel ated buyer of the
83.08-percent |imted partnership interest (i.e., the interest he
received as a gift fromhis father). W view A C. Jones
testinony as an attenpt to bootstrap the facts to justify a
di scount that is not reasonable under the circunstances.

Burns, on the other hand, opined, and respondent contends,
that a hypothetical wlling seller of the 83.08-percent interest
woul d not accept a price based on a reduction for built-in
capital gains. The owner of that interest has effective control,
as di scussed above, and would influence the general partner to
make a section 754 election, elimnating any gains for the
purchaser and getting the highest price for the seller. Such an
el ection woul d have no material or adverse inpact on the

preexisting partners. W agree with Burns.
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Petitioner relies on Eisenberg v. Comm ssioner, 155 F. 3d 50

(2d Cr. 1998), revg. T.C. Menp. 1997-483, and Estate of Davis V.

Commi ssioner, 110 T.C. 530, 546-547 (1998). Those cases,

however, are distinguishable. 1In the contexts of those cases,

t he hypot hetical buyer and seller would have considered a factor
for built-in capital gains in determining a price for closely
held stock in a corporation. |In Eisenberqg, the Court of Appeals
enphasi zed that earlier Tax Court cases declining to recogni ze a
di scount for unrealized capital gains were based on the ability

of the corporation, under the doctrine of General Uilities &

Qperating Co. v. Helvering, 296 U S. 200 (1935), to |liquidate and

distribute property to its sharehol ders w thout recognizing
built-in gain or loss and thus circunvent double taxation. The
Court of Appeals went on to explain that the tax-favorable
options ended with the Tax Reform Act of 1986, Pub. L. 99-514,
sec. 631, 100 Stat. 2085, 2269. In reversing our grant of
summary judgnent on this issue and remandi ng the case for
determnation of gift tax liability, the Court of Appeals cited

and quoted fromEstate of Davis v. Conm ssioner, supra, in

support of its reasoning.

In Estate of Davis, the Court rejected the Governnent’s

argunment that no discount for built-in capital gains should apply
because of the possibility that the corporation could convert to

an S corporation and avoid recognition of gains on assets
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retained for 10 years. Applying the hypothetical buyer and
seller test, the Court, based on the record presented, including
the testinony of experts for both parties, concluded that a

di scount for tax on built-in gains would be applied.

In the cases in which the discount was all owed, there was no
readily avail abl e neans by which the tax on built-in gains would
be avoided. By contrast, disregarding the bootstrapping
testinmony of A.C. Jones in this case, the only situation
identified in the record where a section 754 el ection would not
be made by a partnership is an exanple by Elliott of a publicly
syndi cated partnership with “lots of partners * * * and a | ot of
assets” where the adm nistrative burden would be great if an
el ection were nmade. W do not believe that this scenario has
application to the facts regarding the partnerships in issue in
this case. W are persuaded that, in this case, the buyer and
seller of the partnership interest would negotiate with the
under st andi ng that an el ection would be nade and the price agreed
upon would not reflect a discount for built-in gains.

C. Value of Interests in AVLP

The estate relies on the conclusions of Elliott, who opined
that the value of each transferred interest in AVLP is subject to
a secondary market discount of 45 percent, a discount for |ack of
mar ketability equal to 20 percent, and an additional discount for

built-in capital gains. Burns opined that the transferred
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interests are entitled to a secondary market di scount of
38 percent, a discount for lack of marketability equal to
7.5 percent, and no discount for built-in capital gains.

An owner of a 16.915-percent limted partnership interest in
AVLP does not have the ability to renove a general partner. As
such, a hypothetical buyer would have m nimal control over the
managenent and busi ness operations. Also, a 16.915-percent
[imted partnership interest in AVLP is not readily marketable,
and any hypot hetical purchaser woul d demand a significant
discount. In calculating the overall discount for the AVLP
interests, both experts use data fromdifferent issues of the
sane publication regarding sales of limted partnership interests
on the secondary market. The publication was the primary tool
used by both experts.

Burns, using the May/June 1995 issue, opined that interests
in real estate-oriented partnerships with characteristics simlar
to AVLP traded at discounts due to |ack of control equal to
38 percent on January 1, 1995. The May/June 1995 issue contai ned
data regarding the sale of Iimted partnership interests during
t he 60-day period ended May 31, 1995. Burns classified AVLP as a
| ow- debt partnership maki ng current distributions.

Elliott, using the May/June 1994 issue, opined that simlar
partnerships traded at a secondary market di scount of 45 percent.

The secondary market discount is an overall discount enconpassing
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di scounts for both lack of control and |lack of marketability for
mnority interests in syndicated [imted partnerships. The

May/ June 1994 issue contained data regarding the sale of limted
partnership interests during the 60-day period ended May 31,
1994,

The estate argues that Burns’ conclusion, which is based on
data found in the May/June 1995 issue, is flawed because such
informati on was not available on January 1, 1995, the date the
gift was made. The estate contends that, since a gift of
property is valued, pursuant to section 2512(a), as of the date
of the transfer, posttransfer data cannot affect our deci sion.
However, Burns does not use the posttransfer data to prove
directly the value of the transferred interests. Instead, he
uses the May/June 1995 issue to show what val ue woul d have been
calculated if, on January 1, 1995, decedent had | ooked at
transactions involving the sale of interests in simlarly
situated partnerships occurring at that point in time. Data
regardi ng such transactions involving simlarly situated
partnershi ps were available on the valuation date. Therefore,
the data available in the May/June 1995 issue are rel evant as
t hey provide insight into what information would have been found
if, on January 1, 1995, decedent had | ooked at transactions

occurring on or near the valuation date.
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The data on which Burns relied show that interests in
simlarly situated partnerships were trading at a 38-percent
di scount fromApril 2 to May 31, 1995. The data on which Elliott
relied show that interests in simlarly situated partnerships
were trading at a 45-percent discount fromApril 2 to May 31
1994. Therefore, transfers of interests on or around January 1,
1995, woul d have been trading at a di scount somewhere between 38
and 45 percent. Because the data on which Burns relied are
closer intinme to the transfer date of the 16.915-percent AVLP
interests, we give greater weight to his determ nation
Recogni zi ng that the valuation process is always inprecise, a
40- percent discount is reasonable. This discount is a reduction
in value for an interest trading on the secondary market and
enconpasses di scounts for lack of control and | ack of
mar ket abi lity.

Elliott opines that an additional 20-percent discount for
| ack of marketability is applicable because the partnerships that
are the subject of the data in the publication are syndicated
[imted partnerships. He believes that, although there is a
viabl e market for syndicated limted partnership interests, a
mar ket for nonsyndicated, famly [imted partnership interests
does not exist. The additional 20-percent discount opined by
Elliot is also attributable to sections 8.4 and 8.5 of the AVLP

agreenent, which attenpt to limt the transferability of
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interests in AVLP. In calculating the additional discount,
Elliott relied on data found in various restricted stock and
initial public offering studies.

Elliott acknowl edges that the secondary market for
syndi cated partnerships is not a strong narket and that a | arge
di scount for lack of marketability is already built into the
secondary market discount. Although Elliott adjusts his analysis
of the data found in the restricted stock and initial public
offering studies to take into consideration the |ack-of-
mar ketability discount already allowed, his adjustnment is
i nadequate. H's cunul ation of discounts does not survive a
sanity check

Sections 8.4 and 8.5 of the AVLP agreenent do not justify an
addi ti onal 20-percent discount. An option of the partnership or
the other partners to purchase an interest for fair market val ue
before it is transferred to a third party, standing alone, would
not significantly reduce the value of the partnership interest.
Neverthel ess, the right of the partnership to elect to pay the
purchase price in 10 annual installnments with interest set at the
mnimumrate allowed by the rules and regul ations of the Internal
Revenue Service woul d increase the discount for |ack of
mar ketability. Texas courts have been willing to disregard
option clauses that unreasonably restrain alienation. See

Procter v. Foxmeyer Drug Co., 884 S.W2d 853, 859 (Tex. App.
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1994). W express no opinion whether this election is

enf orceabl e under Texas |aw. Because this clause would cause
uncertainty as to the rights of an owner to receive fair market
value for an interest in AVLP, a hypothetical buyer would pay

| ess for the partnership interest. See Estate of Newhouse v.

Comm ssioner, 94 T.C. 193, 232-233 (1990); Estate of More v.

Conmi ssioner, T.C. Menp. 1991-546. We believe that an additional

di scount equal to 8 percent for lack of marketability, to the NAV
previously discounted by 40 percent, is justified.

For the reasons set forth in the built-in capital gains
anal ysis for JBLP, an additional discount for |ack of
mar ketability due to built-in gains in AVLP is not justified.
Al t hough the owner of the percentage interests to be valued with
respect to AVLP woul d not exercise effective control, there is no
reason why a section 754 election would not be made. Elliott
admts that, because AVLP has relatively few assets, a section
754 el ection woul d not cause any detrinent or hardship to the
partnership or the other partners. Thus, we agree with Burns
that the hypothetical seller and buyer would negotiate with the
under st andi ng that an election would be nade. Elliott’s
assunption that Elizabeth Jones and Susan Jones MIler, as
general partners, mght refuse to cooperate with a third-party
purchaser is disregarded as an attenpt to bootstrap the facts to

justify a discount that is not reasonabl e under the
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ci rcunstances. Therefore, a further discount for built-in
capital gains is not appropriate in this case.

D. Concl usi on

The schedul es bel ow summari ze our conclusions as to fair
mar ket value for the transferred JBLP and AVLP Iimted
partnership interests:

83.08-Percent Interest in JBLP

NAV of limited partnership $ 7,704,714
83. 08%

Pro rata NAV 6, 401, 076
Lack of marketability (8% (512, 086)

Fair market val ue $ 5, 888, 990

16. 915-Percent Interest in AVLP

NAV of limted partnership $11, 629, 728
16.915%

Pro rata NAV 1,967, 168
Secondary mar ket (40% (786, 867)

1, 180, 301

Lack of marketability (8% (94, 424)

Fair market val ue $ 1,085, 877

We have considered all remaining argunents nmade by both
parties for a result contrary to those expressed herein, and, to
the extent not discussed above, they are irrelevant or w thout
merit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




