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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO Judge: Petitioner petitioned the Court to redeterm ne

a $426,377.57 deficiency that respondent determined in the

Federal estate tax pertaining to the Estate of Lorraine C

Di sbrow, Deceased (decedent’s estate). Follow ng concessions, we

deci de whether the fair market val ue of the residence (residence)
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of Lorraine C. Disbrow, Deceased (decedent), is includable in her
gross estate under section 2036(a)(1).! Decedent gave the
residence to a newy fornmed, assetless general partnership whose
partners were decedent, her children, and her children-in-I|aw
(1.e., her daughters-in-law and sons-in-law, collectively).
Shortly thereafter, decedent gave all of her interest in the
partnership to the other partners. Decedent continued to |live at
the residence until she died, paying the partnership | ess than
fair rental value (FRV). Respondent determned that the fair

mar ket val ue of the residence is includable in decedent’s gross
estate because decedent until her death retained the “possession”
and “enjoynent” of the residence within the neaning of section
2036(a)(1). W sustain that determ nation. W decide this case
as the parties franmed it, and we express no opinion on the
validity of the partnership, which, as we find bel ow, conducted
no busi ness and was not operated with an intent to nake a profit.
Nor do we consider respondent’s alternative determ nation that
decedent’s estate is not entitled to annual exclusions fromgift
tax pursuant to section 2503(b) because decedent’s gifts were of

a future interest.

1 Unl ess otherwi se indicated, section references are to the
applicable versions of the Internal Revenue Code. Rule
references are to the Tax Court Rules of Practice and Procedure.
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FI NDI NGS OF FACT?

1. Preface

Sonme facts were stipulated. W incorporate herein by this
reference the parties’ stipulation of facts and the exhibits
submtted therewith. W find the stipulated facts accordingly.
Mart ha Johnson is the executrix of decedent’s estate. Martha
Johnson resided in Hanpstead, New Hanpshire, when the petition in
this case was fil ed.

2. Decedent and Her Fanily

Decedent was born on January 14, 1922, and she died at
7:22 a.m on February 9, 2000, at the age of 78. She was a U. S.

citizen and a resident of the State of New York. She died

2 During trial, petitioner elicited testinmony fromtwo
partners of the partnership and the attorney who recommended and
i npl enented the transaction in issue. W have evaluated the
testi nony of each of these w tnesses by observing his or her
candor, sincerity, and deneanor and by assigning weight to the
elicited testinony for the primary purpose of finding disputed
facts. See Neonatol ogy Associates, P.A v. Conmm ssioner, 115
T.C. 43, 84 (2000), affd. 299 F.3d 221 (3d Gr. 2002). Qur
perception of these witnesses while viewng themtestifying at
trial, coupled with our review of the record and our finding that
each of these witnesses has a pecuniary interest in the outcone
of this case, |eads us to discount nuch of their uncorroborated
testinmony as unreliable. W are not required to, and we do not,
rely on that discounted testinony to support petitioner’s
positions herein. See, e.g., Brookfield Wre Co. v.
Comm ssi oner, 667 F.2d 551, 552 (1st Cr. 1981), affg. T.C. Meno.
1980-321; Haffner's Serv. Stations, Inc. v. Conm ssioner, T.C
Meno. 2002-38, affd. 326 F.3d 1 (1st Cr. 2003). See al so Kenney
v. Comm ssioner, T.C Meno. 1995-431, where the Court declined to
rely upon nost of the testinony of the taxpayer and a long |i st
of relatives and close friends who testified in support of her
claimfor innocent spouse relief.
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testate, having executed a last will and testanent on August 24,
1978. Pursuant to that docunent, decedent bequeathed her estate
to her children in equal shares. Decedent’s estate, as reported
on the Federal estate tax return, consisted primarily of cash,
stocks, bonds, and annuities, and the reported bequest to each
child was $118, 000.

Decedent’ s husband, John Di sbrow, had died on February 23,
1993. He and decedent had five children: Martha Johnson, Nancy
Kerrigan, Linda Labet, Sarah D sbrow, and David D sbrow. \When
decedent died, she also had four children-in-law. Robert Johnson
(married to Martha Johnson), Patrick Kerrigan (married to Nancy
Kerrigan), M chael Labet (married to Linda Labet), and David
Wshart (married to Sarah Disbrow). At the tine of the
partnershi p agreenent discussed infra, Martha Johnson and her
husband |ived in Hanpstead, New York; Nancy Kerrigan and her
husband lived in San Jose, California; Linda Labet and her
husband lived in New M| ford, Connecticut; Sarah D sbrow and her
husband |ived in Lincoln, Nebraska; and David D sbrow |ived
unmarried in Fort Lauderdale, Florida. Decedent’s children and

children-in-law all survived her.



3. The Resi dence

The residence is at 224 Little Neck Road, Centerport, New
York,® and includes a two-story, single-famly house (house) and
| andscaped grounds. The house is approxi mately 2,400 square feet
and has two bedroons and a bat hroom on the second fl oor and
t hree bedroons and two bathroons on the first floor. The house
was built in or around 1955 and has a waterview and a private
beach. The house is set in a private wooded area. On
Septenber 1, 1993, decedent had the residence val ued through a
conparative market analysis, which concluded that the residence
was mar ket abl e at $350, 000.

John Di sbrow purchased the residence on March 1, 1956, and
he and decedent l|ived there until he died. Decedent acquired
sol e ownership of the residence upon his death, and the residence
was her principal residence until she died. Wen John D sbrow
di ed, decedent’s health was failing, and her health continued to
be poor until she died. Anmong other things, decedent during the
time after her husband’s death suffered a kidney failure and was
under kidney dialysis; she was affected by a severe case of
peritonitis; she fractured her pelvis; she fractured her hip; she
broke both of her legs (getting out of bed); and she had multiple

heart attacks, the last of which resulted in her death. During

3 Centerport, New York, is on Long Island, New York, near
Hunti ngton Bay of the Long Island Sound. See Rand McNally Road
Atlas 73 (M Il enniumed. 2000).
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that tinme, decedent also was feeble fromage and nentally
unstable. After John D sbrow di ed, decedent did not always stay
at the residence because, for a significant period of tinme, she
was hospitalized, in rehabilitation, or living with David Di sbrow
as his home in Florida. Wen decedent was at the residence, she
generally confined herself to the first floor because she could
not get up the stairs by herself. Decedent generally lived at
the residence w thout anyone to assist her except to the extent
that a famly menber was there also. One or nore of decedent’s
children frequently visited or stayed with decedent to assi st
her.

4. Funny Hats Partnership (Funny Hats)

In addition to her health conplications, imrediately
foll ow ng John Di sbrow s death decedent questioned whether she
wanted to keep living at the residence with all of her nenories,
and she was unsure of the financial aspects of her life and how
she woul d handl e the ownership responsibilities associated with
the residence (primarily, its maintenance). (John D sbrow had
al ways handl ed the financial aspects and ownership
responsibilities.) Decedent hired a |l egal teamto advise her on
her finances. One of her advisers was Anthony Curto (Curto), the
attorney whom she had recently retained to probate John D sbrow s
estate. Curto advised decedent on the application to her of the

probate and estate tax |l aws, and he advised her that she shoul d
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respond to those laws by transferring the residence to a famly
general partnership. According to Curto, decedent could then
give all of her interest in the partnership to her famly,
continue to live at the residence as a tenant of the partnership,
and renove the residence fromthe reach of the Federal estate

t ax.

Decedent followed Curto’s advice. On Decenber 10, 1993, at
al nost 72 years of age, decedent (together with her children and
children-in-law) executed a general partnership agreenent
(partnership agreenent) formng Funny Hats.* Curto and his firm
prepared all of the documentation for that purpose. As stated in
the partnership agreenent, the partners of Funny Hats and their

partnership interests were as foll ows:

Part ner Partnership | nterest
Mart ha Johnson 7.1875%
Robert Johnson 7.1875
Nancy Kerrigan 7.1875
Patrick Kerrigan 7.1875
Li nda Labet 7.1875
M chael Labet 7.1875
Davi d W shart 7.1875
Sarah D sbrow 7.1875
Davi d Di sbrow 14. 3750
Decedent 28. 1250

100. 0000

! David Disbrow was decedent’s only unnmarri ed
child at the tinme Funny Hats was forned, and he
received an interest in Funny Hats equal to the
interest of each married coupl e.

4 The record does not explain the reason for the nane “Funny
Hat s”.
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None of the partners of Funny Hats contributed any asset to Funny
Hats upon its formation. Later on Decenber 10, 1993, decedent
transferred her entire interest in the residence to Funny Hats
for no consideration.® |mmediately before that transfer,
decedent, in her capacity as executrix of John D sbrow s estate,
had transferred the residence to herself fromJohn D sbrow s
estate. As of the tine of decedent’s transfer of the residence
to Funny Hats, the partners of Funny Hats had assured decedent
that she could continue to live at the residence as |ong as she
furni shed the funds necessary to maintain it.

By way of an agreenent dated January 1, 1994, decedent gave
her 28.125-percent interest in Funny Hats to her children and
children-in-law (collectively, donees). |In accordance with that
agreenent, the change to each partner’s interest in Funny Hats

was as foll ows:

Initial Subsequent
Part ner Partnership | nterest Partnership | nterest

Mart ha Johnson 7.1875% 10%
Robert Johnson 7.1875 10
Nancy Kerrigan 7.1875 10
Patrick Kerrigan 7.1875 10
Li nda Labet 7.1875 10
M chael Labet 7.1875 10
Davi d W shart 7.1875 10
Sarah D sbrow 7.1875 10
Davi d Di sbrow 14. 3750 20
Decedent 28. 1250 _ 0

100. 0000 100

> As reported on the Federal estate tax return, decedent’s
adj usted basis in the residence was $350, 000.
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The partnership agreenment of Funny Hats states that Funny
Hats was “created to establish and conduct the business of real
estate ownershi p and managenent” and that its place of business
was the address of the residence. Funny Hats conducted no
busi ness and was not operated with an intent to nmake a profit.
Decedent wanted to divest herself of the responsibility of
mai nt ai ni ng the residence, but the donees wanted her to keep the
resi dence. The donees persuaded decedent to retain the residence
by telling decedent that they would maintain the residence as
| ong as decedent furnished the funds necessary to do so. The
donees enjoyed the residence as a place to vacation, to get
together as a famly, or sinply to rel ax.

The only assets of Funny Hats were the residence and a
checking account. Wth four exceptions, the checking account of
Funny Hats was funded by $69, 250 of transfers from decedent, a
$6, 774 loan fromher in 1999, and $1,712 of interest. (W have
attached as an appendi x our reconciliation of each year’s
begi nni ng and endi ng cash bal ances of the Funny Hats checki ng
account.) The exceptions are: (1) Funny Hats deposited $348, 600
at the end of 2000 froma sale of the residence to David Di sbrow,
(2) each of the partners of Funny Hats, other than David D sbrow,
contributed to it $1,000 and $800 in 1995 and 1997, respectively,
(3) David Disbrow contributed to Funny Hats an additional $1, 000

and $800 in 1995 and 1997, respectively, and he contri buted
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$6, 714 to Funny Hats in 2000, and (4) Funny Hats in 1995 and 2000
recei ved fromunspecified sources the proceeds of |oans of $450
and $7, 933, respectively.

Decedent, when she was not a partner in Funny Hats, wote on
her personal bank account eight checks that were payable to Funny
Hats and that she then endorsed and deposited into the checking
account of Funny Hats. Six of those checks were for rent.

5. The Lease Agreenents

Curto and his firmal so prepared annual | ease agreenents
(collectively, |ease agreenents) under which Funny Hats rented
the residence to decedent for each year from January 1, 1994,
t hrough Decenber 31, 2000. Curto and his firmrepresented both
decedent and Funny Hats in preparing these agreenents and ot her
docunents. Curto had recomended to the parties to the | ease
agreenents that the agreenents be in witing, and the parties
foll owed that advice. The |ease agreenents were all signed by
Li nda Labet, in her capacity as a partner of the |andlord Funny
Hats, and by decedent in her individual capacity as tenant. None
of the | ease agreenents states the date on which it was signed by
either of those individuals, and none of the | ease agreenents
bears the signature of a witness to those individuals’
si gnat ur es.

Curto’'s firmprepared each of the | ease agreenents on the

the sanme form docunent that applies to house |eases in general.
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The form contai ns 30 paragraphs of pretyped provisions and
requires that a user supply only the follow ng information:
(1) Nanme of landlord and the |andlord s address for noti ces;
(2) nanme of tenant; (3) identification of the prem ses;
(4) “Lease date”; (5), termof |ease, including beginning and
endi ng dates; (6) anmount of yearly rent; (7) anmount of nonthly
rent; and (8) amount of security. The formalso has two spaces
for the respective signatures of the landlord and the tenant, and
a single space for the signature of a witness. Each of the |ease
agreenents as filled out by Curto and his firmis identical,
except for the last two nunbers of the applicable year (in the
case of 2000, the “19" on the formis crossed out and “2000" is
typed above) and the anmounts of nonthly and yearly rents.
Pursuant to Curto’s advice, certain of the pretyped provisions of
the | ease agreenents were crossed out; i.e., provisions stating
that “These charges [cost of required mai ntenance service
contracts] wll be added rent”, “Tenant may not alter, decorate,
change or add to the Prem ses”, and “Tenant may not sublet all or
part of the Prem ses, or assign this Lease or permt any other
person to use the Prem ses”. Curto also advised the parties to
the | ease agreenents as to the anount of rent that decedent
shoul d pay under each of the | ease agreenents, and the parties

foll owed that advice as well.
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The | ease agreenent for 1994 states that the lease is
bet ween Funny Hats, as |andlord, and decedent, as tenant, that
the lease is a 1-year |lease of the “Prem ses” for $8,400, and
that the “Prem ses” are “224 Little Neck Road, Centerport,
New York 11721”. The 1994 | ease agreenent al so states that
decedent may pay this rent nonthly in $700 install ments and that
“The Prem ses nust be used to live in only and for no other
reason. Only a party signing this Lease, spouse and children of
that party may use the Prem ses.” The 1994 | ease agreenent
requires as to the paynment of rent that

The rent paynent for each nonth nust be paid on

the first day of that nonth at the Landl ord’ s address

above. Landlord need not give notice to pay the rent.

Rent must be paid in full and no anmpbunt subtracted from

it. The first nonth’s rent is to be paid when Tenant

signs this Lease. Tenant may be required to pay other
charges to Landl ord under the terns of this Lease.

They are to be called “added rent”. This added rent is
payabl e as rent, together with the next nonthly rent
due. If Tenant fails to pay the added rent on tine,

Landl ord shall have the sanme rights agai nst Tenant as
if it were a failure to pay rent.

The whol e anobunt of rent is due and payabl e when
this Lease is effective. Paynent of rent in
installnents is for Tenant’s convenience only. If
Tenant defaults, Landlord may give notice to Tenant
that Tenant may no | onger pay rent in installnents.

The entire rent for the remaining part of the Termwl|
t hen be due and payabl e.

The 1994 | ease agreenent states that the failure to pay rent or
added rent on tine is a “default”.
The 1994 | ease agreenent allows decedent to alter, decorate,

change, or add to the residence, to sublet all or part of the
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residence, to assign the |lease, and to permt other persons to
use the residence. The 1994 | ease agreenent states that the
“Tenant may peaceably and quietly have, hold and enjoy the
Prem ses for the Termof this Lease”, and that the “Tenant has
read this Lease. All prom ses nade by the Landlord are in this
Lease. There are no others. This Lease may be changed only by
an agreenent in witing signed by and delivered to each party”.
The 1994 | ease agreenent requires that decedent nmaintain,
continue, and pay for mai ntenance service contracts and indicates
that these paynments are not considered added rent. The 1994
| ease agreenent states that decedent nust give to Funny Hats, as
| andl ord, keys to each lock in the residence.

Each of the | ease agreenents for the years after 1994
contains the sane terns as the 1994 | ease agreenent, except that
the post-1994 | ease agreenents require the paynent of the

foll ow ng annual rent and nonthly install nents:

Year Annual Rent Monthly Install nents
1995 $8, 700 $725
1996 9, 000 750
1997 9, 300 775
1998 9, 600 800
1999 9, 900 825
2000 10, 200 850

None of the | ease agreenents restricts decedent’s use of the
resi dence. None of the | ease agreenents requires that decedent
pay a security deposit as to the residence, although each

agreenent contains a provision as to security deposits.
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6. Annual and Monthly FRV of the Resi dence

The annual and nonthly FRVs of the residence were as
fol |l ows:

Year Annual FRV Monthly FRV

1994 $17, 280 $1, 440
1995 16, 560 1, 380
1996 17, 160 1,430
1997 17, 880 1,490
1998 19, 020 1,585
1999 21, 060 1, 755
2000 26, 400 2,200

7. Decedent’s Paynents as to the Residence

Duri ng decedent’s | easehol d, Funny Hats mai ntained the
resi dence and made capital inprovenents. The dollar anmounts of
the capital expenses attributable to the residence were reported
on the Federal estate tax return of decedent’s estate as $3, 161
in 1995, $800 in 1996, and $4,225 in 1999, for a total of $8, 186.
The reported mai nt enance expenses for each year from 1994 through
2000 are set forth infra and aggregate $21, 657.

Decedent paid (directly or indirectly) nost of the expenses
connected with the residence. The partners of Funny Hats did not
want to incur out-of-pocket costs as to the residence, and they
asked decedent to pay “rent” greater than that stated in the
| ease agreenents to the extent that the stated rent was

insufficient to pay expenses connected with the residence.
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Decedent wrote the follow ng personal checks to Funny Hats for

rent:?®

Dat e of Check Ampunt of Check Notation on Face of Check

Mar. 31, 1994 $3, 000 Rent Jan Feb Mar Apr

May 6, 1994 1, 500 May June

July 25, 1994 2,250 Rent July Aug Sept

Cct. 12, 1994 2,100 Rent
8, 850

Dec. 27, 1994 2,400 Rent Jan Feb Mar
11, 250

May 20, 1995 2,400 Rent  Apr May Jun

Aug. 14, 1995 2,400 -

Cct. 5, 1995 2,400 Rent Oct Nov Dec
7,200

Jan. 25, 1996 2,400 Rent Jan Feb Mar

Apr. 9, 1996 2,400 ---

June 10, 1996 2,400 Rent July Aug Sept
7,200

Jan. 25, 1997 2,400 ---

Apr. 8, 1997 2,400 Rent Apr May June

Cct. 8, 1997 2,400 Rent July Aug Sept
7,200

Feb. 7, 1998 3, 000 Rent Jan Feb Mar

May 28, 1998 3,000 Rent  Apr May Jun
6, 000

Apr. 24, 1999 3, 000 Rent Apr May Jun

Aug. 20, 1999 3, 000 3Q Rent

Nov. 27, 1999 4,000 Rent Oct Nov Dec
10, 000

Decedent also wote the follow ng three personal checks to Funny

Hat s:

6 In addition to the checks |isted below for 1996, decedent
made one ot her $2,400 paynent of rent to Funny Hats sonetine
during that year.
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Dat e of Check Ampunt of Check Notation on Face of Check
May 7, 1997 $4, 000 ---
Dec. 5, 1997 3, 000 ---
Jan. 11, 1999 7,000 Tr ansf er
14, 000

Decedent did not designate on the face of any of these three
checks that she was witing the check for “rent”, and the parties
have not stipulated that the check represented “rent”. Nor do we
find that decedent gave any of these three checks to Funny Hats
as rent.

Decedent’s bank al so paid from decedent’s personal account a
$4, 000 check that was dated February 7, 2000, and was payable to
Funny Hats. The face of the check bears the signed nane of
decedent on the signature line and contains no notation as to its
purpose. Decedent did not wite or sign this check. The check
was witten and signed by Linda Labet, and she gave it to another
i ndi vidual (not decedent) to endorse and to deposit into the
checki ng account of Funny Hats. As shown on the back of this
$4, 000 check, the check was deposited into the checki ng account
of Funny Hats on February 11, 2000.

In addition to the paynents di scussed above, during her
| easehol d decedent directly paid the foll ow ng expenses
associated wth the residence: Tel ephone, heating, water, and
cable. Decedent also paid these sane types of expenses before

she transferred the residence to Funny Hats.
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8. Decedent’'s Use of the Residence

Funny Hats did not treat decedent in her capacity as a
tenant the sanme way that Funny Hats woul d have treated a tenant
who was a stranger. Decedent did not regularly pay her rent as
requi red by the | ease agreenents, she did not always pay the
anount of rent that was stated in the | ease agreenents, and she
often paid her rent later than the tine required by the | ease
agreenents. Funny Hats never mail ed decedent a notice demandi ng
that she pay her rent, nor did Funny Hats ever send to decedent a
notice of eviction. The donees knew that decedent woul d respect
the integrity of the residence, and they wanted her to live there
as long as she coul d.

The donees al so wanted decedent to continue to use the
residence after its transfer to Funny Hats, as she had before its
transfer. Decedent always had the excl usive use and enjoynent of
the entire residence, and she always had the right to use the
entire residence. There were no | ease agreenents wi th anyone
ot her than decedent with respect to the residence, and no
i ndi vidual had a right superior to that of decedent to use the
residence fromJanuary 1, 1994, through decedent’s deat h.

Decedent permtted the donees and their famlies and friends to
visit and stay at the residence rent free during various tines

fromJanuary 1, 1994, through decedent’s death
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9. Rel evant Financial I nformation

Funny Hats filed a Form 1065, U.S. Partnership Return of
| ncone, for each year from 1994 through 2000. These returns
state that the principal business activity of Funny Hats is
“rental” and that its principal product or service is “rea
estate”. According to the returns, Funny Hats received rent and

incurred rel ated expenses, depreciation, and net |osses as

follows:’

1994 1995 1996 1997 1998 1999 2000
Gross rents $11, 250 $7, 200 $9, 600 $10, 200 $6, 000 $17, 000 $4, 000

Cash expenses:
| nsur ance -0- -0- 2,279 100 1, 203 1, 208 1, 208
Legal fees 280 521 649 663 691 747 942
Taxes -0- 8, 940 9,072 9, 251 9,501 4,819 10, 309
M scel | aneous -0- 19 -0- 33 -0- -0- -0-
Tr avel -0- -0- -0- -0- -0- -0- 6, 397
Busi ness neal s -0- -0- -0- -0- -0- -0- 769
Repairs & nmmint. 8,663 401 238 2, 265 4,216 5, 343 531
Ext erm nati ng - 0- 76 81 - 0- 81 119 - 0-
Bank charges - 0- - 0- - 0- 13 10 96 100
8,943 9, 957 12, 319 12, 235 15, 702 12, 332 20, 256
Depr eci ati on? 8, 364 8,773 8,921 9, 003 8, 947 9, 022 7,975
17, 307 18, 730 21, 240 21,328 24,649 21, 354 28,231
Net | oss 6, 057 11, 530 11, 640 11,128 18, 649 4,354 24,231

!Funny Hats cl ai med depreciation on the entire house and not just on the
portion of the residence that was purportedly rented to decedent.

Funny Hats al so reported for 1997 through 2000 that it had
received interest inconme of $529, $177, $73, and $580,
respectively. Funny Hats also reported for 2000 that it had

realized a $51,418 “net section 1231 gain”.

" Funny Hats also filed a 1993 Form 1065 that did not report
any incone or expense. The 1993 Form 1065 reported that the
resi dence was an asset of Funny Hats and that the principal
busi ness activity of Funny Hats was “inactive”.
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For each of the years 1994 through 1996 and for 1998, the
anmount of gross rent reported for the year corresponds to the
anount of rent that decedent paid Funny Hats during that year.
The $10, 200 reported for 1997 apparently corresponds to the
$7,200 of rent paid during that year plus the $3, 000 paynent that
decedent nmade to Funny Hats on Decenber 5, 1997.8 The $17, 000
reported for 1999 apparently corresponds to the $10,000 of rent
pai d during that year plus the $7,000 paynent that decedent nade
to Funny Hats on January 11, 1999. The $4, 000 reported for 2000
apparently corresponds to the $4,000 check dated February 7,
2000, that was paid to Funny Hats fromthe checki ng account of
decedent .

10. David Di sbrow

Davi d D sbrow has worked as a commercial airline pilot since
1981, flying nostly international routes in and out of New York,
New York. He lived at the residence fromhis birth in or around
1960 until approxinmately 1982. He returned to the residence in
1985 and lived there through 1988. He visited at the residence

periodically from 1988 through 1997.

8 The record does not explain the purpose of the $4, 000
check that decedent wote to Funny Hats on May 7, 1997, for other
than rent. It appears fromour reconciliation in the appendi x
that this $4,000, while deposited into the checking account of
Funny Hats, was w thdrawn for use by sonmeone other than Funny
Hat s.
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David D sbrow resided principally in Florida during sonme or
all of the tinme discussed herein. In late 1997, after he was
reassigned to fly in and out of New York, New York, he began to
stay approximately 3 days a week at the residence with the
consent of decedent. Also with her consent, he allowed his
girlfriend to stay periodically at the residence beginning in or
about January 1998. The girlfriend worked out of New York, New
York, as a flight attendant, and she had recently been reassigned
there. She was w thout any other place to stay, and she becane
David D sbrows wife in late 1998 or early 1999. Wen David
Di sbrow and his girlfriend stayed at the residence, they slept on
the second floor of the house. They did not pay any rent for
their use of the residence, and they did not pay any expense
connected with the residence.

11. Sale of the Residence

When decedent died on February 9, 2000, the fair market
val ue of the residence was $400, 000. On Novenber 30, 2000, Funny
Hats sold the residence to David D sbrow for $350,000. Funny
Hats sold the residence to David D sbrow upon his request and did
not attenpt to obtain a second bid for the residence or otherw se
sell it in the market.

12. 2001 Through 2003 Forns 1065

In addition to the Forns 1065 nenti oned above, Funny Hats

filed 2001 through 2003 Fornms 1065. Each of the post-2000
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returns reports that Funny Hats’ principal business activity was
“rental” and that its principal product or service was “rea
estate”. None of those returns reports any rent for those years.
The 2001 return reports that Funny Hats realized $277 of interest
i ncome during 2001 and was entitled to claim$1,153 in
“m scel | aneous” deductions. The 2002 return reports that Funny
Hats realized $47 of interest income during 2002 and was entitled
to claim$843 in “m scel | aneous” deductions. The 2003 return
reports that this return was a final return and that Funny Hats
had realized $29 of interest incone during 2003.

13. Estate Tax Return and Notice of Deficiency

On or about May 3, 2001, Martha Johnson filed a Federal
estate tax return for decedent’s estate. The return reports in
part that decedent’s estate owes Funny Hats $8,500 for the
“Bal ance of annual rent due pursuant to | ease agreenent” and that
decedent’s estate incurred a $6,000 expense for the “C ean out
and renoval of property re: Decedent’s honme”. By notice of
deficiency dated February 10, 2004, respondent determ ned the
estate tax deficiency in issue. The parties now agree that
decedent’s estate is not entitled to deduct any of the $8,500 as
rent payable to Funny Hats and that decedent’s estate is entitled

to deduct only $342.04 as a cl eani ng expense.
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OPI NI ON

Respondent determ ned that the fair nmarket val ue of the
residence is includable in decedent’s gross estate under section
2036(a) (1) because decedent until her death retained the
“possession” and “enjoynent” of the residence within the neaning
of that section. Petitioner argues that section 2036(a)(1l) does
not apply to this case because decedent paid FRV for her use of
the residence. Petitioner asserts that decedent did not have to
pay FRV for the entire residence because she shared the residence
with the donees and their famlies and friends, including David
Disbrow s girlfriend. Petitioner recognizes that the 2000 | ease
agreenent required rent installnment payments of $850 per nonth
but asserts that this amunt was witten erroneously into the
agreenent. Petitioner asserts that the parties to the 2000 | ease
agreenent nodified the agreenent orally to require that decedent
pay nonthly rent of $1,333.33, which, petitioner clains, was no
| ess than the FRV for decedent’s “shared restricted use” of the
resi dence.

The Federal estate tax is inposed on the transfer of the
taxabl e estate of every decedent who is a citizen or resident of
the United States. See sec. 2001. Decedent’s taxable estate
equal s her gross estate | ess applicable deductions. See sec.
2051. Decedent’s gross estate includes the fair nmarket val ue of

all property to the extent provided in sections 2031 through
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2046. See sec. 2031. For purposes of this conputation, the
parties dispute whether section 2036(a) applies to the residence.
In rel evant part, section 2036(a) provides:
SEC. 2036. TRANSFERS W TH RETAI NED LI FE ESTATE
(a) Ceneral 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 tinme nmade a transfer (except in case of a bona fide
sale for an adequate and full consideration in noney or
money’ s worth), by trust or otherw se, under which he
has retained for his life or for any period not
ascertainable without reference to his death or for any
peri od which does not in fact end before his death--

(1) the possession or enjoynent of, or
the right to incone from the property * * *

Congress enacted section 2036 intending to bring within a
decedent’ s gross estate “‘transfers that are essentially
testamentary—i.e., transfers which | eave the transferor a
significant interest in or control over the property transferred

during his lifetinme.’” Estate of Abraham v. Conm ssioner,

408 F.3d 26, 37 (1st G r. 2005) (quoting United States v. Estate

of Grace, 395 U S. 316, 320 (1969)), affg. T.C. Meno. 2004-39;

see al so Mahoney v. United States, 831 F.2d 641 (6th Cr. 1987).

Pursuant to section 2036(a), decedent’s gross estate wll include
the fair market value of the residence if decedent retained an
interest in the residence for her life or for any other period
t hat does not end before her death.

In order not to have retained an interest described in

section 2036(a), decedent nust have “absol utely, unequivocally,
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irrevocably, and w thout possible reservations,” parted with al
of her title, possession, and enjoynent of the residence.

Comm ssioner v. Estate of Church, 335 U S. 632, 645 (1949).

Decedent will have retained such an interest in the residence if
she transferred the residence to Funny Hats with an understandi ng
or agreenent, express or inplied, that the possession or
enjoynent of the residence would be for her pecuniary benefit.

See Guynn v. United States, 437 F.2d 1148, 1150 (4th Cr. 1971);

Estate of Rapelje v. Comm ssioner, 73 T.C. 82, 86 (1979); sec.

20. 2036-1(b)(2), Estate Tax Regs.; see also United States V.

Byrum 408 U.S. 125, 146 n.28 (1972) (in the context of section
2036(a) (1), the word “enjoynent” denotes the receipt of a

substantial present econom c benefit); Estate of Maxwell v.

Comm ssioner, 3 F.3d 591, 593 (2d G r. 1993) (in the context of

section 2036, the terns “possession” and “enjoynent” as applied
to real property denote “‘the lifetime use of the property’”

(quoting United States v. Byrum supra at 147)), affg. 98 T.C

594 (1992). Such is so even if the retained interest is not

|l egally enforceable. See Estate of Abraham v. Conm ssioner,

supra at 39; Estate of Maxwell v. Conm ssioner, supra at 593;

Estate of Reichardt v. Comm ssioner, 114 T.C 144, 151 (2000);

Estate of Rapelje v. Conm ssioner, supra at 86.

Whet her decedent had an understandi ng or agreenent to retain

possession or enjoynent of the residence followng its transfer
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to Funny Hats is determned fromall of the facts and
ci rcunst ances surrounding both the transfer itself and the

subsequent use of the residence. See Estate of Abrahamv.

Commi ssi oner, supra at 39. W carefully scrutinize the facts and

ci rcunst ances of a case such as this that involves an intrafamly

transacti on. See Estate of Hartshorne v. Connmi ssioner, 402 F.2d

592, 594 n.2 (2d Gr. 1968), affg. 48 T.C. 882 (1967); Estate of

Huntington v. Comm ssioner, 100 T.C 313, 316 (1993); Estate of

Labonbarde v. Conmm ssioner, 58 T.C 745 (1972), affd. per curiam

wi t hout published opinion 502 F.2d 1158 (1st G r. 1973); cf.

Estate of Abraham v. Conmi ssioner, supra at 39; Estate of Muxwell

v. Conm ssioner, 98 T.C. at 602.

Section 7491 was added to the Code by the Internal Revenue
Service Restructuring and Reform Act of 1998, Pub. L. 105- 206,
sec. 3001(c), 112 Stat. 727, effective for court proceedings
arising fromexam nati ons commencing after July 22, 1998.

Section 7491(a) (1) provides that the burden of proof is on the
Comm ssioner in specified circunstances. Wile petitioner makes
no argunent that section 7491(a)(1) applies here, we need not and
do not deci de whether petitioner has net all of the prerequisites
for that section to apply. See, e.g., sec. 7491(a)(2) (section
7491(a)(1) applies only when certain limtations are net). W
decide this case without regard to which party bears the burden

of proof. Specifically, on the basis of the record at hand, we
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find that decedent nmade a transfer of the residence to Funny Hats
whereby she retained |ifetine possession and enjoynent of the
resi dence pursuant to her express and inplied understandi ngs and
agreenents with the donees. It seens to us plainly inferable
t hat decedent’s children nmeant for her to stay at the residence
until she died, unless, of course, they had to put her in an
assisted living facility or a nursing hone.

The express understandi ngs and agreenents of retention are
menorialized in the | ease agreenents. These agreenents gave
decedent the right to the sanme quiet enjoynent of the entire
resi dence that she had enjoyed before transferring the residence
to Funny Hats. The | ease agreenents stated specifically and
W t hout reservation that the | eased property was the address of
the residence, and they contained no relevant Iimtation on
decedent’ s exclusive use of the |eased property. The |ease
agreenents al so stated, specifically and w thout reservation,

t hat decedent m ght “peaceably and quietly have, hold and enjoy”
the residence for the termof the | ease and all owed decedent to
further her possession and enjoynent of the residence by
altering, decorating, changing, or adding to it. The |ease
agreenents even gave decedent the right to sublet all or part of
the residence, to assign the |ease, or to permt any other person
to use the residence. Wiile the presence of a | ease nmay

sonetines lead to a finding of a lack of retention for purposes
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of section 2036(a)(1l), see, e.g., Estate of Barlow v.

Commi ssioner, 55 T.C. 666 (1971) (possession and enjoynent of

real property pursuant to a | ease was not a retention of the
possession or enjoynent of the property for purposes of section
2036(a) where the tenant paid FRV), such is not true where, as
here, the tenant pays less than FRV as to the | ease of the
property. Decedent’s rights under the | ease agreenents to the
excl usi ve possession and enjoynent of the residence triggers the
application of section 2036(a)(1l) to the residence in that
decedent did not pay FRV for that possession and enjoynent.

As to the inplied understandi ng and agreenent between
decedent and Funny Hats as to her continued possession and
enj oynent of the residence followng its transfer to Funny Hats,
we find such an understandi ng or agreenent when we view the
conduct of the parties to the | ease agreenents, as well as the

| ease agreenents thenselves. See Estate of Reichardt v.

Conmi ssi oner, supra at 151; Estate of Rapelje v. Conmni ssioner,

supra at 86. W further find that the annual |ease agreenents
were a subterfuge to disguise the testanentary nature of the
transfer.

First, Funny Hats was not a business operated for profit but
was a testanmentary device whose goal was to renove the residence
from decedent’s gross estate. During decedent’s life, Funny Hats

operated solely as a conduit for the paynent of expenses related
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to the residence and operated for the nost part only to the
extent that decedent furnished it with funds. Funny Hats used
the funds that it received fromdecedent to pay indirectly the
sane types of expenses that she had paid directly before she
transferred the residence to Funny Hats. Shortly after decedent
di ed, Funny Hats sold the residence and conducted no activity
except for limted tasks related to the Iiquidation of Funny
Hat s.

Second, decedent’s relationship to the residence foll ow ng
its transfer to Funny Hats was not treated by either decedent or
Funny Hats as that of a tenant to | eased property. Decedent was
frequently delinquent in paying, or failed to pay, rent due under
the ternms of the | ease agreenents. Decedent also did not pay
rent every year upon signing the |ease, as also was required by
the terns of the | ease agreenents. Yet in no instance did Funny
Hats send decedent a late notice, accelerate her install nment
paynments, nmake a witten demand for paynent, seek her eviction
or ask her to post a security deposit. Nor did Funny Hats set
decedent’s rent at FRV; the rent was set at a | esser anount that
was consi dered necessary to maintain the residence. It also
appears that decedent directly paid the taxes on the residence in
1994 and that she directly paid the insurance on the residence in

both 1994 and 1995.
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Third, decedent transferred the residence to Funny Hats when
she was al nost 72 years old and in poor health. Follow ng the
transfer, decedent continued to |ive at the residence until she
di ed, and Funny Hats never rented, or sought to rent, the
resi dence after decedent died. Instead, Funny Hats sold the
resi dence to David Di sbrow for $350,000 shortly after decedent’s
death, without attenpting to sell the residence in the market for
a higher price. The $350,000 sale price was $50,000 | ess than
the fair market value of the residence at the tine of decedent’s
death, and we find nothing in the record that would account for
the purported 12.5-percent decline in the fair market val ue of
the residence fromthe tinme of decedent’s death until the time of
the sale. W also note that the $350,000 sale price equal ed the
mar ket val ue of the residence as of Septenber 1, 1993, as
ascertai ned through the conparative market anal ysis obtai ned by
decedent on that date.

Fourth, as admitted at trial by a partner of Funny Hats, the
donees want ed decedent to continue to use and possess the
resi dence as she had before its transfer and wanted decedent to
live at the residence for as long as she could. The substance of
this adm ssion is not remarkabl e given that decedent was el derly
and infirmat the time of the transfer, that she had lived in the
resi dence for approximately 37 years before the transfer, and

that the donees were the natural objects of decedent’s affection
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and bounty. Wiile petitioner places great weight on the fact
that Funny Hats coul d have theoretically evicted decedent from
the residence at the end of a year by not renewi ng her |ease for
the next year, we do not. As stated above, lifetine enjoynent
and possession may be retained by inplied agreenent even though
not legally enforceable. 1In addition, froma factual point of
view, the partners of Funny Hats were all nenbers of decedent’s
imrediate famly, and the record gives us no reason to find that
t hey woul d have evicted decedent fromthe residence. Such is
especially so given our finding that many of the children
traveled fromafar to visit decedent both before and after the
transfer. W also add that decedent during her |easehold
retai ned nmuch wealth in her nanme and that the children were the
equal beneficiaries of that wealth.

Fifth, decedent transferred the residence to Funny Hats on
t he advice of counsel to mnimze the tax on her estate.
Decedent appears to have understood that transferring the
residence to Funny Hats and executing the | ease agreenents with
Funny Hats was nerely a nechanismfor renoving the residence from
her gross estate while allowing her to retain beneficial
ownership of the residence. As the beneficial owner of the
resi dence, but not as a partner of Funny Hats, decedent

constantly wote checks to Funny Hats and personally cashed those
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checks to generate funds that were used to naintain the
resi dence.

Petitioner attenpts to equate decedent’s paynent of rent
wi th FRV by arguing that decedent shared the residence with
others. As we understand petitioner’s argunent, Funny Hats
retained a right under the | ease agreenents to use (or designate
who coul d use) the residence in derogation of decedent’s w shes
and wi thout the paynent of rent in that (1) the agreenents stated
that the “children of the party [decedent] may use the prem ses”
(2) the partners of Funny Hats were decedent’s children and
children-in-law, and (3) the partners, as effective owners of the
residence through their interests in Funny Hats, did not have to
pay thenselves rent for their (or their designated person’s) use
of the residence. As we further understand petitioner’s
argunment, Funny Hats, pursuant to these retained rights, allowed
David D sbrow to possess all of the residence, except for
decedent’ s bedroom whi ch decedent possessed under the | ease
agreenents, and decedent, therefore, was required to pay only the
portion of the FRV of the residence that corresponded to the
portion of the residence that she possessed. As we understand
the concl usion of petitioner’s argunent, decedent paid FRV for
her “shared usage” of the residence in 2000 in that she paid

Funny Hats $4,000 in rent for the first quarter of that year.
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We find petitioner’s argunent unavailing. W find no
credi ble evidence in the record to establish that soneone ot her
t han decedent was entitled to use the residence wthout
decedent’ s consent. The record contains no agreenent (with the
exception of the | ease agreenents) that governs the use of the
resi dence, and the | ease agreenents contain no provision
permtting any individual to use any part of the residence in
derogation of decedent’s wi shes. Although we find that
i ndi vidual s other than decedent visited and stayed at the
resi dence after the transfer, nost of these individuals also
visited and stayed with decedent before the transfer. As was
true in both cases, the individuals who visited and stayed with
decedent were obviously there with decedent’s consent, express or
tacit. In fact, although we find that legal title to the
resi dence changed on account of the transfer, we find no
substantial change in the way that decedent possessed and enjoyed
t he residence.

We al so note inconsistencies between petitioner’s claim of
decedent’ s shared usage and the manner in which Funny Hats and
decedent’ s estate reported the rental for Federal tax purposes.
On its partnership returns, Funny Hats reported its rental of the
resi dence to decedent as that of the entire residence in that
Funny Hats deducted 100 percent of its related expenses and

clai mred depreciation on the entire house. The estate tax return



-33-
of decedent’s estate reports that decedent’s estate was entitled
to deduct a $6, 000 expense for cleaning out “Decedent’s hone”.

We also find nothing credible in the record to persuade us
t hat decedent agreed to pay nonthly installnments of rent for 2000
in anpunts other than the $850 shown in the 2000 | ease agreenent,
or that decedent was liable in 2000 for nore than $850 per nonth.
Petitioner invites the Court to find that there was an oral
agreenent nodifying the 2000 | ease agreenent and to find that
decedent paid $4,000 of rent for the first quarter of 2000 by
means of the February 7, 2000, check. W decline to nmake either
finding. First, decedent’s estate admtted on the estate tax
return that it considered $8,500 of rent to be owing to Funny
Hats. Decedent died in February 2000, and this $8, 500
corresponds to the product of the remaining 10 nonths in that
year multiplied by the $850-per-nonth rate shown in the 2000
| ease agreenent. The $850-per-nonth rate is also consistent with
each of the rates of rent set forth in the | ease agreenents for
prior years, although petitioner now asks the Court to find that
decedent’s rent for years after 1996 actually reflected
decedent’ s shared use of the residence with David Di sbrow and
ot hers.

Second, even if we were to assunme arguendo that the parties
to the 2000 | ease agreenent could nodify that agreenent orally,

an assunption that we nmake with nuch reservation, the record does
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not support a finding that the referenced $4, 000 check was
decedent’ s paynent of rent for 2000. 1In addition to the fact
that the check was not witten by decedent, nor do we find that
it was witten by another individual at the direction of
decedent, the check was witten 2 days before decedent died and
was not deposited into the account of Funny Hats until 2 days
after decedent died. W are skeptical of the legitimcy of that
check as one payabl e from decedent’s account.

We hold for respondent.® W have considered all argunents
by petitioner for a contrary holding and find those argunments not
di scussed herein to be without nerit. G ven respondent’s

concessi ons,

Deci sion will be entered

under Rul e 155.

°® Petitioner also seeks a contrary hol ding relying upon
Estate of Barlow v. Conm ssioner, 55 T.C. 666 (1971); Estate of
Roener v. Conmmi ssioner, T.C Meno. 1983-509; Diehl v. United
States, 21 AFTR 2d 1607, 68-1 USTC par. 12,742 (WD. Tenn. 1967);
and Stephenson v. United States, 238 F. Supp. 660 (WD. Va.
1965). Each of those cases is factually distinguishable fromthe
case at hand mainly in that: (1) Decedent did not pay (nor did
she agree to pay) FRV for her use of the residence after its
transfer to Funny Hats and (2) decedent and the donees had an
under st andi ng and agreenent that she would retain possession and
enjoynent of the residence until she died.




Cash, begi nni ng
Transfers by decedent
Payment of rent
O her checks
Partners’ contributions
Davi d Di sbrow
O her 8 partners equally
Interest incone
Proceeds from | oans
From decedent
From unspeci fied sources
Proceeds from sal e of residence
Paynment of expenses
Purchase of capital assets
Nondeducti bl e portion of
“busi ness neal s”
Distributions to partners
Davi d Di sbrow
O her 8 partners equally
Repayment of | oans
Unaccount ed wi t hdr awal
Cash, ending

e note that $72, 058 equal s $6, 714 plus $65, 344.

Di sbrow s contribution for 2000,
Funny Hats and the difference between the total

$326, 728 x .20 = 65, 345. 60) .
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and $65, 344 approxi mates the product of David Disbrow s 20-percent partnership interest
2001 and $6, 714 ($72,058 + $261, 384 - $6, 714 = $326, 728,

APPENDI X
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
-0- $2,307  $6,839  $3,320 $9,724 $199 $7,489  $354,292  $4,816  $4,020
$11, 250 7,200 9, 600 7,200 6,000 10,000 -0- -0- -0- -0-
-0- -0- -0- 7,000 -0- 7,000 4,000 -0- -0- -0-
-0- 2, 000 -0- 1, 600 -0- -0- 6, 714 -0- -0- -0-
-0- 8, 000 -0- 6, 400 -0- -0- -0- -0- -0- -0-
-0- -0- -0- 529 177 73 580 277 47 29
-0- -0- -0- -0- -0- 6, 774 -0- -0- -0- -0-
-0- 450 -0- -0- -0- -0- 7,933 -0- -0- -0-
-0- -0- -0- -0- -0- -0- 348, 600 -0- -0- -0-
(8,943)  (9,957) (12,319) (12,325) (15,702) (12,332) (20, 256) (1, 153) (843) -0-
-0- (3, 161) (800) -0- -0- (4, 225) -0- -0- -0- -0-
-0- -0- -0- -0- -0- -0- (768) -0- -0- -0-
-0- -0- -0- -0- -0- -0- -0- (72,058)* -0- (810)
-0- -0- -0- -0- -0- -0- -0- (261, 384) -0-  (3,239)
-0- -0- -0- -0- -0- -0- -0- (15, 158) -0- -0-
-0- -0- -0- (4, 000) -0- -0- -0- -0- -0- -0-
2, 307 6, 839 3,320 9,724 199 7,489 354, 292 4,816 4,020 -0-

Si x thousand seven hundred and fourteen dollars corresponds to David

distributions for

in



