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113 T.C. No. 30

UNI TED STATES TAX COURT

BAINE P. AND M LDRED C. KERR, DONORS, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 14449-98. Fi |l ed Decenber 23, 1999.

In 1993, Ps and their children formed two famly
l[imted partnershi ps (KFLP and KILP). The KFLP and KILP
partnershi p agreenents contain identical restrictions on
liquidation of the partnerships. In June 1994, Ps
transferred limted partnership interests in KFLP and
KILP to the University of Texas (the university).

On Dec. 28, 1994, Ps created separate grantor
retained annuity trusts (GRAT's). Ps each transferred a
44.535-percent class B limted partnership interest in
KFLP to their GRAT s. The GRAT s remainder interests
were intended to benefit Ps grandchildren through
gener ation-ski ppi ng trusts.

On Dec. 30, 1994, the university was admtted as a
l[imted partner of KILP. On Dec. 31, 1994 and 1995, Ps
transferred limted partnership interests in KILP to
their children.



Ps filed Federal gift tax returns for 1994 and 1995.
Ps conmputed the value of +the I|imted partnership
interests in KFLP that they transferred to the GRAT s by
applying discounts for lack of liquidity and mnority
i nterest. Ps conputed the value of the I|imted
partnership interests in KILP that they transferred to
their children by applying a discount for lack of
liquidity. R determ ned that sec. 2704(b), I.R C., bars
Ps from applying a discount for lack of liquidity in
conputing the value of the partnership interests that Ps
transferred to the GRAT's and to their children.

Ps filed a motion for partial summary judgnent

arguing that sec. 2704(b), I.RC is not applicable
alternatively because: (1) The GRAT s trustees received
only assignee interests, as opposed to Ilimted

partnership interests; (2) the disputed transfers nust be
val ued as assignee interests under sec. 25.2512-1, Gft
Tax Regs.; and (3) the restrictions on |iquidation set
forth in the partnership agreenents do not constitute
“applicable restrictions” within the neaning of sec.
2704(b), 1.R C.

Held: Ps transferred limted partnership interests
to the GRAT' s in both form and substance.

Held further: Pursuant to sec. 25.2512-1, Gft Tax
Regs., the value of the limted partnership interests is
equal to the price that a hypothetical wlling buyer
woul d pay toawlling seller for the limted partnership
i nterests.

Held further: The restrictions on |iquidation in
dispute do not constitute “applicable restrictions”
wi thin the neaning of sec. 2704(b), I.R C

John W Porter, for petitioners.

Lillian D. Brigman and John D. Maceachen, for respondent.
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OPI NI ON

JACOBS, Judge: This matter is before the Court on
petitioners' notion for partial sumary judgnent, filed pursuant to
Rule 121.' Petitioners contend that they are entitled to parti al
summary judgment that section 2704(b) is not applicable in val uing
the limted partnership interests that they transferred to their
grantor retained annuity trusts and to their children during 1994
and 1995.°? For the reasons set forth below, we wll grant
petitioners' notion.
Backgr ound?®

Baine P. Kerr and Mldred C Kerr were married in 1942 and
have four adult children, Baine P. Kerr, Jr., John Cal dwell Kerr,

Janmes Robi nson Kerr, and Mary Kerr Wnters (the Kerr children). The

1 All Rule references are to the Tax Court Rul es of
Practice and Procedur e. Unl ess otherwi se indicated, all section
references are to the Internal Revenue Code, as anended.

2 Petitioners also noved for partial summary judgnment
that their interests in the grantor retained annuity trusts were
“qualified interests” within the nmeani ng of sec. 2702(b).
Respondent subsequently conceded the point, and we issued an
order granting so much of petitioners' notion for partial sunmmary
j udgnent as pertained to that issue.

3 The follow ng summary of the relevant facts is based on
the parties' stipulations with attached exhibits and ot her
pertinent materials in the record. They are stated solely for
t he purpose of deciding the pending notion and are not findings
of fact for this case. See Rule 1(a); Fed. R Cv. P. 52(a).



- 4 -
Kerr children are financially independent. Petitioners have 13
grandchi | dren.

Petitioners both graduated from the University of Texas.
Baine P. Kerr (petitioner) also graduated fromthe University of
Texas Law School

After serving in Wrld War Il, petitioner joined the |aw firm
of Baker & Botts in Houston, Texas, subsequently was admtted as a
partner, and wultimately managed the firms corporate |aw
depart nent.

Petitioner left Baker & Botts to serve in various executive
positions at Pennzoil Co. Between 1964 and 1994, petitioner served
on Pennzoil's board of directors and as president. In 1989, he
received a $10 mllion bonus for work that he had perfornmed in a
| awsuit that Pennzoil had fil ed agai nst Texaco.

S. Stacey Eastland (Eastland), an attorney at Baker & Botts,
advi sed petitioners on estate planning matters for many years.
Eastland has witten extensively on the use of famly limted
partnerships (and particularly transfers of assignee interests) as
an estate planning tool.#* In Septenber 1993, Eastland proposed
that petitioners create two | imted partnershi ps. Eastland advi sed

petitioners that the limted partnerships could be used as a source

4 See Eastland, Fam ly Linited Partnerships: Non-Transfer
Tax Benefits, 10 Probate and Property (Mar./Apr. 1993); Eastl| and,
“The Art of Making Uncle Sam Your Assignee Instead O Your Senior
Partner: The Use of Partnerships In Estate Planning”, SD 63 ALI-
ABA 1153 (May 1999).
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for making gifts to their children. Eastland further advised
petitioners that the partnerships should include a charity as a
partner in light of the recent enactnent of section 2704 and to
“make sure that traditional valuation rules apply to the
part nerships.”®

Kerr |ssue GST Trust

On Decenber 29, 1993, petitioners, as grantors, and their
children, as trustees, executed a docunent entitled “Agreenent
Creating the Kerr Issue GST Trusts”. The agreenent provided that
each of the Kerr children would act as the trustee of a separate
trust under which he or she would be the primary beneficiary. The
agreenent further provided that each trust woul d term nate upon the
death of the primary beneficiary and that any remaining trust
property woul d pass to the living i ssue of the primary beneficiary;
i.e., the Kerr grandchildren. On Decenber 29, 1993, petitioners
executed separate wills, which included “pour over” provisions to
the Kerr Issue GST Trusts in an anmount equal to the available

gener ati on-ski ppi ng tax exenption.

> Sec. 2704(b), quoted infra pp. 20-21, generally provides
that restrictions on the liquidation of a famly partnership wll
not be considered in valuing a gift of a partnership interest
fromone famly nmenber to another if the famly has control of
the partnership before the transfer and the famly can renove the
restriction on liquidation after the transfer.
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Kerr Family Limted Partnership

On Decenber 31, 1993, petitioners and the Kerr children
executed an agreenent formng the Kerr Famly Limted Partnership
(KFLP) under the Texas Revised Limted Partnership Act (TRLPA),
Tex. Rev. Cv. Stat. Ann. art. 6132a-1 (West Supp. 1993).
Petitioners nade all capital contributions to KFLP in the form of
three life insurance policies on their lives with a face anount
totaling approximately $7 mllion. The Kerr children did not nake
any capital contributions to KFLP

At the time KFLP was fornmed, petitioners were the sol e general
partners. However, petitioners imedi ately assigned a portion of
their general partnership interest to each of the Kerr children.
In particular, each of the Kerr children received a .2325-percent
KFLP general partnership interest. There is no evidence in the
record that petitioners executed a witten consent admtting the
Kerr children as general partners of KFLP

Foll owi ng the transfers described above, petitioners retained
the follow ng partnership interests in KFLP: (1) A conbi ned 100-

percent class A limted partnership interest;® (2) a conbined 2-

6 Pursuant to sec. 5.01 of the KFLP partnership agreenent,
class Alimted partners were entitled to an annual guaranteed
payment .
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percent general partnership interest; and (3) a conbined 97.07-
percent class Blimted partnership interest.

Kerr Interests Limted Partnership

On Decenber 31, 1993, petitioners, their children, and KFLP
executed an agreement formng the Kerr Interests Limted
Partnership (KILP) wunder TRLPA. Petitioners made all capita
contributions to KILP in the formof stocks, bonds, and real estate
with an aggregate fair market value of approximately $11 million.
The Kerr children did not make any capital contributions to KILP

At the time KILP was formed, petitioners were the sol e genera
partners. However, petitioners imediately assigned all of their
general partnership interest in KILP to KFLP and a portion of their
class Blimted partnership interest in KILP to KFLP and the Kerr
chil dren. In particular, KFLP received a 2-percent general
partnership interest and an 18-percent class Blimted partnership
interest in KILP, while the Kerr children each received a .0785-
percent class Blimted partnership interest in KILP. There is no
evidence in the record that petitioners executed a witten consent
admtting KFLP as a general partner of KILP

Foll owi ng the transfers described above, petitioners retained
a conbined 100-percent class A limted partnership interest in
KILP” and a conbined 76.686-percent class B linmted partnership

i nterest.

" Pursuant to sec. 5.01 of the KILP partnership agreenent,
class Alimted partners were entitled to an annual guaranteed
payment .
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In 1995, petitioners transferred additional assets to KILP
with an aggregate fair market value of approximately $9.9 nmillion.

Part nershi p Agreenents

The KFLP and KI LP partnership agreenments are identical in al
mat eri al respects. They include a nunber of provisions pertinent
to the pending notion.

Section 3.03 of the partnership agreenments states that the
general partners shall appoint petitioners to serve jointly as the
managi ng partner, that if either petitioner fails or ceases to
serve as managi ng partner, then the other shall continue to serve
as managing partner, and, if both petitioners cease or fail to
serve as nmanagi ng partner, then Mary Kerr Wnters shall serve as
managi ng partner. Section 3.10(b) states the general rule that no
limted partner shall have any control over the managenent of the
partnershi ps. However, section 3.09(e) states that the partnership
shall not take action with respect to certain enunerated “Mjor
Deci sions” wthout prior witten consent of a mmjority of the
limted partners. Section 3.10(e) identifies “Myjor Decisions” as
extraordi nary events such as the partnership's filing a petitionin
bankruptcy, any act that would nake it inpossible to carry on the
partnership's business, and any act in contravention of the

part nership agreenent.
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Section 3.06 states that no person shall be admtted as a
general or limted partner without the consent of all genera
partners, except as provided in article VIII of the agreenents.?
Section 3.10(a) states that no other person may becone a limted
partner of the partnerships except by way of a transfer permtted
under and effected in conpliance with the partnership agreenents.

Section 3.10(c) states that |limted partners shall not be
entitled to the wwthdrawal or return of their contributions to the
partnershi ps except to the extent, if any, that distributions are
made pursuant to the partnership agreenents or upon term nation of
t he partnerships.

Section 8.01 states the general rule that no limted partner
or spouse of a limted partner shall make a “disposition” of an
interest in the partnership owned or held by him except with the
consent of the partnership and all other partners. The term
“di sposition” is defined in section 8.02 as any sal e, assignment,
gift, exchange, transfer, change in beneficial interest of any
trust or estate, distribution fromany trust or estate, change in
ownership of a corporate or partnership partner, or any other
di sposition of alimted partnership interest, whether voluntary or

involuntary, direct or indirect. However, section 8.02 states that

8 The pertinent sections of article VIII of the partnership
agreenents are summari zed infra pp. 9-10.
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a “disposition” does not include a transfer to a “permtted
assi gnee”. The term “permtted assignee” is defined in section
8.03 to include, anong others, each existing partner, any person
who is a lineal descendant of both petitioners, a trustee of any
trust that is nore than 75 percent actuarially held for permtted
assi gnees, any partnership owned exclusively by permtted
assi gnees, or a charity.

Section 8.04 states that any limted partner desiring to make
a disposition of all or any part of his or her limted partnership
interest shall first submt a witten offer to sell the limted
partnership interest to the partnership and the remai ni ng partners.
Sections 8.11 and 8.12 set forth a fornula for determning the
anount that the partnership or partners will pay for such limted
partnership interests.

Section 8.19 states that any disposition of a limted
partnership interest shall be effective only to give the assignee
the right to receive the share of profits to which his assignor
woul d ot herwi se be entitl ed. Section 8.20 states, in pertinent
part, that upon the transfer of a general partnership interest to
a permtted assignee, the general partners shall admt the
transferee into the partnership as a class B limted partner.

Section 8.21 states that no person not al ready a partner shal

beconme a partner or acquire any rights to participate in the
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managenent of the partnership except with the unani nous consent of
t he partners. However, the provision further states that the terns
of article VIII shall apply to an assignee as if he were a
substituted partner.

Section 9.02 states that no limted partner shall have the
right to wthdraw from the partnerships before the partnerships
di ssolve and |liquidate. However, class Blimted partners have a
“put right”; i.e., theright torequire the partnership to purchase
part or all of a class B limted partnership interest at “fair
mar ket value” as defined in section 8.12. The latter section
defines fair market val ue under the so-called willing buyer/wlling
seller standard, wth the caveat that the hypothetical wlling
buyer of the limted partnership interest will have no w t hdrawal
or put rights.

Section 10.01 sets forth the liquidation provisions at the
center of the present controversy. Section 10.01 states that the
partnerships wll dissolve and liquidate on the earlier of (1)
Decenber 31, 2043, (2) by agreenent of all the partners, or (3) on
the occurrence of certain narrowy defined acts of dissolution.

Transfers to University of Texas

Petitioners donated approximtely $750,000 to the university
of Texas (the university) between 1975 and 1999. Bet ween 1981 and

1983, petitioners donated $100,000 to the university to establish
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the Mldred Caldwell and Baine Perkins Kerr Cent enni al
Prof essorship in English History and Culture. In 1988, petitioners
donat ed Pennzoil Co. stock val ued at $433,687 to the university to
enhance the aforenentioned endowent and to redesignate the
professorship as a chair--the MIldred Cal dwell and Bai ne Perkins
Kerr Centennial Chair in English H story and Cul ture.

On June 24, 1994, petitioners and a representative of the
university executed two docunents entitled “Assignnent of
Partnership Interest”, which state that petitioners were
transferring to the university one value unit of a class Alimted
partnership interest in KFLP and nine value units of a class A
l[imted partnership interest in KILP. The assignnents state that
petitioners desired to assign a portion of their interests in KFLP
and KILP as nore particularly described in schedule | thereto.
Schedule | to the assignnents states in pertinent part: “The
Assigned Partnership Interest constituted a Class A Limted
Partnership Interest in * * * [the partnerships] when owned by
Assi gnors, and when owned by Assignee shall constitute a Cass A
Limted Partnership Interest in said partnership.”

On Decenber 30, 1994, the KILP partnership agreenent was
anended to state that the university would be admtted as a cl ass
Alimted partner.

Transfers to Gantor Retai ned Annuity Trusts

On Decenber 28, 1994, petitioner Baine P. Kerr created the

Bai ne P. Kerr 1994 Retained Annuity Trust under which he served as
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the sole initial trustee. On the sane date, petitioner MIldred C
Kerr created the MIdred Caldwell Kerr 1994 Retai ned Annuity Trust
under which she served as the sole initial trustee. (The above-
described trusts will hereinafter be referred to as the GRAT s.)
The GRAT' s were structured to provide petitioners with two annuity
paynents--the first paynent was due Decenber 29, 1994, and the
second paynent was due Decenber 30, 1995. The GRAT' s were each set
to termnate on the earlier of Decenber 30, 1995, or the date of
the grantor's death.

On Decenber 28, 1994, petitioners each executed a docunent
entitled “Assignnent of Partnership Interest”, stating that they
were each transferring to the GRAT' s trustees a 44.535-percent
class Blimted partnership interest in KFLP as nore particularly
described in Schedule | thereto. The parties agree that the GRAT s
trustees were permtted assignees within the neaning of section
8.03 of the KFLP partnership agreenent. Schedule | to the
assignnments states in pertinent part: “The Assigned Partnership
Interest constituted a Cass B Limted Partnership Interest in
[ KFLP] when owned by Assignor and, when owned by Assignee, shal
constitute a Class B Limted Partnership Interest in said
partnership.”

On Decenber 29, 1994, and Decenber 30, 1995, petitioners each
execut ed docunents entitled “Assignnent of Annuity” in which they
sold the rights to their annual GRAT s annuity paynents in exchange

for promssory notes fromthe GRAT's. On Decenber 29, 1994, and
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Decenber 30, 1995, the GRAT's transferred demand notes to
petitioners as required under the assignnents described above. The
original principal ambunts due on the Decenber 30, 1995, CGRAT s
demand notes held by petitioners Baine P. Kerr and MIldred C. Kerr
were $795, 148. 76 and $795, 716. 99, respectively.

On Decenber 29, 1994, petitioners (in their individual
capacities and as GRAT' s trustees) executed docunents entitled
“Security Agreenent - Assi gnment of Partnership I nterest” under which
the GRAT's assigned to petitioners, as security for the GRAT s
demand notes, the GRAT's class B limted partnership interests in
KFLP.

During 1995, petitioners received interest paynents on the
GRAT's demand notes totaling $18,792.47. The GRAT' s were
termnated on Decenber 30, 1995, and the remaining assets and
liabilities of the GRAT' s were transferred to the Kerr |ssue GST
Trusts.

By separate agreenents dated February 28, 1998, petitioners
agreed that the remaining principal and interest paynents due on
t he Decenber 30, 1995, GRAT s demand notes--thenthe liabilities of
the various Kerr I ssue GST Trusts--woul d be forgiven subject to the
condition that the trustees agree to pay any Federal and State
gift, estate, inheritance, transfer, succession, and generation-

ski pping transfer tax associated wth the transfer.
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Additional Transfers to the Kerr Children

On Decenber 31, 1994, petitioners each transferred a .085-
percent class Blimted partnership interest in KILP to each of the
Kerr children. On Decenber 31, 1995, petitioners each transferred
a .09375-percent class B limted partnership interest in KILP to
each of the Kerr children

Petitioners' Federal G ft Tax Returns

Petitioners filed Federal gifts tax returns for 1994 in which
they reported gift tax liabilities attributable to the transfers
that they made to the GRAT s trustees and to their children. 1In an
apprai sal report (attached to the returns) prepared by Howard
Frazier Barker Elliott, Inc., petitioners determned the fair
mar ket val ue of the KFLP class Blimted partnership interests that
they transferred to the GRAT' s trustees by applying a 25-percent
di scount for lack of liquidity or marketability to the val ue of the
KILP interests held by KFLP, and a 17.5-percent mnority-interest
di scount and a 35-percent discount for lack of Iliquidity or
marketability on the net asset value of KFLP's assets. Petitioners
conputed the fair market value of a 44.535-percent limted

partnership interest in KFLP as foll ows:

Total net asset val ue (KFLP) $3, 196, 366
Less class A capital account 10, 000
3,186, 366

Limted partnership percentage 44.535%
NAV of the interest 1, 419, 048
M nority-interest discount 17. 5% 248, 333
Mar ketable mnority interest val ue 1,170, 715
Di scount for lack of marketability 35. 0% 409, 750

Fair mar ket val ue 760, 965
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Petitioners further reported that 95 percent of the fair market
value of the KFLP class B limted partnership interests that they
transferred to the GRAT's trustees was attributable to their
retained annuities, while the remaining 5 percent (or $38, 050
(rounded)) represented the anobunt of their taxable gifts to the
remai nder beneficiaries of the GRAT s.

Petitioners conputed the fair nmarket value of the KILP class
B limted partnership interests that they transferred to their
children in 1994 and 1995 by applying a 25-percent discount for
lack of liquidity or marketability.

Respondent's Deterni nati ons

Respondent issued a notice of deficiency to petitioner Baine
P. Kerr determ ning deficiencies of $698,401 and $10,024 in his
Federal gift taxes for 1994 and 1995, respectively. Respondent
issued a notice of deficiency to petitioner Mldred C. Kerr
determ ning deficiencies of $698,401 and $10,024 in her Federa
gift taxes for 1994 and 1995, respectively. Respondent determ ned,
anong ot her things, that petitioners had understated the val ues of
both the KFLP interests that they had transferred to the GRAT s
trustees in 1994 and the val ues of the KILP interests that they had

transferred to their children in 1994 and 1995, as foll ows:
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Partnership Reported Respondent' s
Year | nt er est Val ue Det erm nati on
1994 KFLP $38, 050 1$1, 636, 420
1994 KI LP 12, 411 16, 547
1995 KI LP 17, 440 13, 080

! A substantial portion of the difference between the val ue
that petitioners reported for this item and the value that
respondent determned is attributable to the sec. 2702(b) issue
t hat respondent subsequentl|ly conceded.

Respondent determned in pertinent part that the restrictions on
liquidation set forth in section 10.01 of the KFLP and KILP
partnership agreenents constitute “applicable restrictions” within
t he nmeani ng of section 2704(b), and that these restrictions should
have been disregarded in valuing the limted partnership interests.

Procedural History

After petitioners filed a tinely joint petition for
redeterm nation, and respondent filed an answer to the petition,
petitioners filed the notion for partial sumary judgnment currently
pendi ng before the Court. Petitioners raise several alternative
argunents in support of their position that respondent erred in
applying section 2704(b) in this case. Petitioners' primary
contention is that the interests that they transferred to the
CGRAT s trustees were nerely assignee interests. In connection wth
this argunent, petitioners maintain that section 2704(b) does not
apply to the valuation of the transferred interests because the

limted rights of assi gnees under the partnership agreenents are no
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nmore restrictive than the restrictions inposed on assi gnees under
TRLPA. See sec. 2704(b)(3)(B)

Respondent filed an objection to petitioners' notion for
partial sunmary judgnent asserting in part that petitioners had not
properly raised the assignnment issue in their petition.

Petitioners filed a response to respondent's objection and a
motion for leave to file an anmendnent to petition and | odged an
anendnent to petition with the Court raising the assignee issue.
The Court granted petitioners' notion for l|eave and filed
petitioners' anmendnent to petition.

Respondent subsequently filed an anmended answer to the
amendnent to petition. Respondent also filed a supplenental
objection to petitioners' notion asserting that facts remained in
di spute regarding petitioners' intent in making the disputed
transfers.

Initially, this matter was called for hearing in WAashi ngton,
D.C. During the hearing, counsel for petitioners conceded that,
because the Kerr children were already limted partners of KILP
when petitioners transferred additional KILP interests to themin
1994 and 1995, the Kerr children received limted partnership
interests, as opposed to assignee interests. However, petitioners
argued that these property interests should be val ued for Federal
gift tax purposes as assignee interests wunder the wlling

buyer/wi Il ling seller standard set forth in section 25.2512-1, Gft
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Tax Regs. Wi | e accepting petitioners' concession regarding the
transfers to the Kerr children, counsel for respondent argued that
addi tional discovery was needed to determne the nature of the
property interests that petitioners transferred to the GRAT s
trustees. In response to these devel opnents, the Court infornmed
the parties that it intended to define the property interests that
petitioners had transferred to the GRAT s trustees, and decide the
| egal question of the applicability of section 2704(b) before
conducting a trial on valuation issues. |In this regard, the Court
directed the parties to proceed with informal discovery, submt a
stipulation of facts to the Court, and prepare for a partial trial,
if necessary, on the issue of the nature of the property interests
that petitioners had transferred to the GRAT s trustees.

This matter was subsequently called for a partial trial in
Houst on, Texas. The parties filed a stipulation of facts, and the
Court received testinony from Eastland, petitioner, Mary Kerr
Wnters, and Janes Robi nson Kerr. Foll ow ng the aforenentioned

hearings, the parties filed additional nenoranda.



D scussi on
Summary judgnent is intended to expedite litigation and avoid

unnecessary and expensive trials. See Florida Peach Corp. v.

Commi ssioner, 90 T.C. 678, 681 (1988). Summary judgnent may be

granted with respect to all or any part of the legal issues in
controversy “if the pleadings, answers to interrogatories,
depositions, adm ssions, and any other acceptable naterials,
together with the affidavits, if any, showthat there is no genui ne
issue as to any material fact and that a decision nmay be rendered
as a matter of law.” Rule 121(b). The party opposing the notion
cannot rest upon the allegations or denials in the pleadings but
must “set forth specific facts showng that there is a genuine
issue for trial.” Rule 121(d). The noving party, however, bears
the burden of proving that there is no genuine issue of materi al
fact, and factual inferences will be read in a manner nost

favorable to the party opposing sunmary judgnent. See Marshall v.

Conmm ssioner, 85 T.C. 267, 271 (1985).

On the basis of the record presented, we are satisfied that
there are no material facts in dispute with regard to the issues
raised in petitioners' notion for partial summary judgnent.

Section 2501 inposes a tax for each cal endar year on the
transfer of property by gift by any individual. Section 2512
provides that if a gift is made in property, “the val ue thereof at

the date of the gift shall be considered the amount of the gift.”
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Pursuant to section 25.2512-1, Gft Tax Regs., the value of the
gift is the price at which such property woul d change hands bet ween
a wlling buyer and a wlling seller, neither being under any
conmpul sion to buy or sell, and both having reasonabl e know edge of

rel evant facts. See United States v. Cartwight, 411 U S. 546, 551

(1973).

In the Omi bus Budget Reconciliation Act of 1990 (OBRA 1990),
Pub. L. 101-508, sec. 11602(a), 104 Stat. 1388-491, Congress
enacted a series of special valuation rules applicable to transfers
of interests in corporations, partnerships, and trusts. One of
t hese provisions, section 2704(b), provides:

SEC. 2704(b) . Certain Restrictions on Li qui dati on
Di sregarded. - -

(1) I'n general.--For purposes of this subtitle, if-

(A) there is a transfer of an interest
in a corporation or partnership to (or for the
benefit of) a nenber of the transferor's
famly, and

(B) the transferor and nenbers of the
transferor's famly hold, imediately before
the transfer, control of the entity,

any applicable restriction shall be disregarded in
determ ning the value of the transferred interest.

(2) Applicable restriction.--For purposes of
this subsection, the term“applicable restriction”
means any restriction—

(A) which effectively imts the ability
of the corporation or partnership to
I iquidate; and
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(B) with respect to which either of the
foll ow ng applies:

(1) Therestrictionlapses, in
whol e or in part, after the transfer
referred to in paragraph (1).

(1i) The transferor or any
menber of the transferor's famly,
either alone or collectively, has
the right after such transfer to
remove, in whole or in part, the
restriction.

(3) Exceptions.--The term “applicable restriction”
shal | not include--

* * * * * * *

(B) anyrestrictioninposed, or requiredto be
i nposed, by any Federal or State | aw.

Section 25.2704-2(b), G ft 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.”

In sum section 2704(b) generally provides that, where a
transferor and his famly control a corporation or partnership, a
restriction on the right to Iliquidate the corporation or
partnership shall be disregarded in determning the value of an
interest that has been transferred fromthe transferor to a famly
menber if, after the transfer, the restriction on |iquidation

either | apses or can be renoved by the famly.
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Section 2704(b)(4) grants the Secretary the authority to
promul gate regulations providing that restrictions other than
restrictions on |liquidation shall be disregarded in determ ning the
value of the transfer of any interest in a corporation or
partnership anong famly nenbers if the restriction has the effect
of reducing the value of the transferred interest for transfer tax
pur poses but does not ultimtely reduce the value of the interest
to the transferee. To date, the Secretary has pronul gated
regul ations concerning only restrictions on the liquidation of
part ner shi ps.

As previously nentioned, respondent determ ned that section
10.01 of the KFLP and KILP partnership agreenents, which states
that the partnerships shall |iquidate upon the earlier of Decenber
31, 2043, or the consent of all the partners, contains restrictions
on the liquidation of the partnerships that constitute “applicable
restrictions” wthin the neaning of section 2704(b). Respondent
mai ntai ns that these restrictions nust be disregarded in val uing
the interests petitioners transferred to the GRAT s trustees and to
their children. Petitioners contend that section 2704(b) is not
appl i cable on a nunber of alternative grounds.

|. Petitioners' Arqunent That Interests Transferred to GRAT s
Trustees Were Assignee Interests

Petitioners contend that section 2704(b) does not apply to the

KFLP i nterests that they transferred to the GRAT s trustees because
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those interests were nerely assignee interests under State |aw
TRLPA section 7.02(a)(2) provides that an assignnment of a
partnership interest does not dissolve a |[imted partnership or
entitle the assignee to becone or exercise the rights or powers of
a partner. TRLPA section 7.02(a)(3) and (4) provides that an
assignee is allocated the incone, gain, |oss, deduction, or credit
t o which the assignor was entitled, and, until the assignee becones
a partner, the assignor continues to be a partner and to have the
power to exercise any rights or powers of a partner. TRLPA section
7.04(a) provides that an assignee of a partnership interest may
beconme a limted partner if and to the extent that the partnership
agreenent provides for such a transition or on the consent of al
partners. Relying on the definition of an applicable restriction
contained in section 25.2704-2(b), Gft Tax Regs., petitioners
mai ntain that an assignee’s inability to force KFLP to |iquidate
under the KFLP partnershi p agreenent i nposes no greater restriction
than those i nposed upon assi gnees under TRLPA.

Petitioners’ contention that the partnership interests they
transferred to the GRAT's trustees were assignee interests as
opposed to |limted partnership interests is based on a strict
construction of the KFLP partnership agreenent. In particular,
al though petitioners nmade the transfers to thenselves as CGRAT s
trustees, petitioners nonetheless maintain that their children, as

KFLP general partners, had to consent to the admssion of the
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CRAT s trustees as |imted partners pursuant to section 3.06 of the
KFLP partnershi p agreenent.
Taxpayers generally are free to structure a business
transaction as they please, even if notivated by tax avoi dance

consi der ati ons. See Gregory Vv. Helvering, 293 U S. 465, 469

(1935); Yosha v. Conmi ssioner, 861 F.2d 494, 497 (7th Cr. 1988),

affg. dass v. Comm ssioner, 87 T.C 1087 (1986); Johnson v.

Commi ssioner 86 F.2d 710, 712 (2d Cr. 1936), affg. 33 B.T. A, 1003

(1936). However, the tax effects of a particular transaction are
i nformed by the substance of the transaction rather than its form

In Frank Lyon Co. v. United States, 435 U. S. 561, 573 (1978), the

Suprene Court has articulated the principle as foll ows:

In applying this doctrine of substance over form the
Court has | ooked to the objective economc realities of
a transaction rather than to the particular form the
parties enployed. The Court has never regarded “the
si npl e expedi ent of drawi ng up papers,” Conm SsSioner V.
Tower, 327 U.S. 280, 291 (1946), as controlling for tax
pur poses when t he obj ective economc realities are to the
contrary. “In the field of taxation, adm nistrators of
the laws, and the courts, are concerned w th substance
and realities, and formal witten docunents are not
rigidly binding.” Helvering v. Lazarus & Co., 308 U. S
[ 252, 255 (1939).] * * *

The doctrine that the substance of a transaction will prevail
over its form has been applied in Federal estate and gift tax

cases. See Heyen v. United States, 945 F.2d 359, 363 (10th Gr

1991); Estate of Murphy v. Conmm ssioner, T.C. Meno. 1990-472; see
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al so Schultz wv. United States, 493 F.2d 1225 (4th Cr. 1974);

Johnson v. Conmi Ssi oner, supra.

On the basis of our review of the record, we are persuaded by
a nunber of factors that petitioners, in substance, as in form
transferred [imted partnership interests to the GRAT s trustees.
As di scussed bel ow, the factors that we have relied upon in support
of our holding on this point include petitioners' failure to
respect the literal terns of the partnership agreenent, the formof
the transfers, and the economc realities and tax notivation
underlying the transfers.

A Failure To Conply Wth The Partnershi p Agreenent

Petitioners failed to adhere strictly to the literal terns of
the KFLP partnership agreement governing transfers of general
partnership interests. Specifically, when KFLP was forned,
petitioners transferred three life insurance policies on their
lives to the partnership. The Kerr children did not contribute any
assets to the partnership. Consistent with the terns of the
partnership agreenent, petitioners admt that they initially were
the sol e general partners of KFLP. Pursuant to section 4.01 of the
partnership agreenent, petitioners subsequently assigned a portion
of their general partnership interests in KFLP to each of their
chi | dren.

Significantly, under the plain |anguage of section 8.20 of the

KFLP partnershi p agreenent, petitioners' inter vivos transfers of
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general partnershipinterests totheir children, who were permtted
assi gnees within the neani ng of section 8.03, should have resulted
in the adm ssion of the Kerr children as class Blimted partners
of KFLP. Petitioners were free, of course, to override section
8.20 of the partnership agreenent and admt the Kerr children as
gener al partners of KFLP. Nevert hel ess, considering the
unanbi guous terns of section 8.20, it would have been reasonable to
expect that petitioners would clearly docunent the adm ssion of the
Kerr children as general partners of KFLP by way of witten
consents. Gven the lack of formality surroundi ng the adm ssi on of
the Kerr children as general partners of KFLP, we are left with the
i npression that petitioners either did not fully appreciate the
terms of the KFLP partnership agreenent or deened formal consents
to the adm ssion of the Kerr children as general partners to be
unnecessary. In either case, petitioners' failure to take any
formal steps in regard to the adm ssion of the Kerr children as
general partners of KFLP belies petitioners' contention that the
Kerr childrens' fornmal consent was necessary to admt the GRAT s
trustees as limted partners of KFLP

B. The Formof the Transfers

Petitioners transferred limted partnership interests to
t hensel ves as GRAT' s trustees. Al though it is agreed that the
CGRAT s trustees were permtted assi gnees under section 8.03 of the

KFLP partnership agreenent, petitioners contend that the GRAT s
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trustees could not be admtted to the partnership as |limted
partners w thout the consent of all the KFLP general partners,
including the Kerr children. Petitioner testified that he never
considered whether he was transferring a limted partnership
interest or an assignee interest to hinself as a GRAT' s trustee.
Further, two of petitioners' children testified that they were
never asked to consent to the adm ssion of the GRAT' s trustees as
limted partners.

Al t hough petitioners argue that the absence of formal consents
by the Kerr children to the adm ssion of the GRAT' s trustees as
limted partners suggests that petitioners technically transferred
assignee interests to thenselves as the GRAT's trustees, it is
difficult toreconcile that position with the | anguage petitioners
used to docunent the transfers. As noted earlier, petitioners each
signed a docunent entitled “Assignnment of Partnership Interest”
stating that “Assignor and Assi gnee desire that Assignor assignto
Assignee a portion of the Partnership Interest of Assignor in
[ KFLP] * * * such assigned partnership interest being nore
particularly described in Schedule | hereto.” In each case, the
“Assignment of Partnership Interest” further stated that “all
consents required to effect the conveyance of the Assigned
Partnership Interest have been duly obtained.” Further, Schedul e
I, which identified the transferred interests as a “44.535% C ass

B Limted Partnership Interest”, stated that “The Assigned
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Partnership Interest constituted a Class B Limted Partnership
Interest in [KFLP] when owned by Assignor, and when owned by
Assi gnee, shall constitute a Class B Limted Partnership Interest
in said partnership.”

Read as a whole, the language used in the *Assignnment of
Partnership Interest” establishes that petitioners transferred
l[imted partnership interests to thensel ves as the GRAT s trustees.
Al t hough the docunents refer to the GRAT s trustees as assi gnees,
t he description of the assigned interests contained in Schedul e |
clearly states that the assignees will hold class B |limted
partnership interests in KFLP. Equally inportant, the “Assignnent
of Partnership Interest” states that petitioners had obtained al
necessary consents to effect the conveyance. Because the GRAT s
trustees qualified as permtted assignees within the neaning of
section 8.03 of the partnership agreenent, and petitioners were not
requi red to obtain any consents to transfer an assignee interest to
a permtted assignee, the inclusion of the statenent that all
necessary consents had been obtained also indicates that
petitioners were transferring limted partnership interests to the
GRAT' s trustees. Further, the statenent that all necessary
consents had been obtained contradicts the testinony of the Kerr
children that petitioners never requested that they consent to the

transfers to the GRAT' s trustees.
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C. Objective Econom c Analysis

The objective economic realities underlying the transfers to
the GRAT' s trustees do not support petitioners' position that the
transferred interests should be considered assignee interests.
First, and perhaps nost inportantly, there were no significant
di fferences under the KFLP partnership agreenent between the rights
of limted partners and assignees. Petitioners were vested with
manageri al responsibilities for KFLP; neither |imted partners nor
assi gnees had any managerial rights. In addition, limted partners
and assi gnees enjoyed equivalent rights to informati on concerning
the partnership's business affairs, and they shared the sane
interests in the partnership's distributable cash. Finally, while
l[imted partners were permtted to put or sell their interests to
the partnership under section 9.02 of the partnership agreenent,
assignees were given a substantially equivalent right to offer
their interests to the partnership under sections 8.04 and 8. 21 of
t he partnership agreenent.

The only relevant difference between the rights of limted
partners and assignees relatestoalimted partner's right to vote
on maj or decisions--a right not extended to assignees. However,
given the rare and extraordinary nature of the matters qualifying
as a maj or decision, such as the filing of a bankruptcy petition or

approving an act in contravention of the partnership agreenment, we
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do not consider alimted partner's right to vote on such matters
to be significant for purposes of deciding the question presented.

We further note that petitioners retained the right to vote
the limted partnership interests and petitioners and the Kerr
children had the ability to convert the purported assignee
interests to full limted partnership interests or liquidate the
partnership at wll. To characterize the interests that
petitioners transferred to the GRAT' s trustees as assignee
interests ignores the objective economc reality that there was no
meani ngful di fference between the transfer of an assignee interest
as opposed to a limted partnership interest.

D. Tax Motivation

The record shows that Eastland structured petitioners
transfers to the GRAT' s trustees primarily to avoid the specia
val uation rules set forth in section 2704(b). Eastland's witings
on the subject of famly |imted partnerships disclose his belief
that the transfer of an assignee interest fromone fam |y nmenber to
another would serve to circunvent section 2704(b). Accepting
petitioner's testinony that he did not consider whether he was
transferring a limted partnership interest as opposed to an
assignee interest to his GRAT's, it appears that Eastland nade a

consci ous decision not to raise the subject wwth his clients.
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Consistent with the foregoing, we conclude that petitioners
transferred limted partnershipinterests tothe GRAT s trustees in
substance as in form

1. Petitioners' Arqunent That the Disputed Transfers Mist Be
Val ued as Assignee Interests Under Section 25.2512-1, Gft Tax

Regs.

Petitioners contend, in the alternative, that the limted
partnership interests in KFLP they transferred to the GRAT s
trustees and the limted partnership interests in KILP they
transferred to the Kerr children nust be valued as assignee
interests under the wlling buyer/wlling seller standard
prescribed in section 25.2512-1, Gft Tax Regs. Specifically,
petitioners contend that the hypothetical willing buyer is assuned
to be an outsi der who woul d approach the purchase of a KFLP or KILP
limted partnership interest with the understanding that he could
buy only an assignee interest and that there would be no guaranty
of adm ssion as a limted partner.

Petitioners’ position is based on a m sunderstanding of the
proper application of the willing buyer/wlling seller standard.
The nature of the property interest to be valued for Federal gift
tax purposes generally is determ ned under State |aw. See Mrgan

v. Conm ssioner, 309 U.S. 78, 80 (1940); Estate of Bright v. United

States, 658 F.2d 999, 1001 (5th Gr. 1981). Once the Court has

determned the nature or character of the property interest in
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guestion, Federal law applies to determne how the property

interest will be taxed. See United States v. Bess, 357 U S. 51, 55

(1958).

The valuation standard under section 25.2512-1, Gft Tax
Regs., is objective--the standard i s based on a purely hypot heti cal
willing buyer and willing seller, each of whom seeks to maxim ze

his or her profit fromany transaction involving the property. See

Estate of Sinplot v. Comm ssioner, 112 T.C 130, 151-152 (1999),
and cases cited thereat. The hypothetical wlling buyer and
willing seller are not specific individuals or entities, and their
characteristics are not necessarily the sanme as the personal
characteristics of the actual seller or a particular buyer. See

Estate of Bright v. United States, supra at 1005-1006; Estate of

Sinpl ot v. Conmi ssioner, supra at 152.

Petitioners attenpt to expand section 25.2512-1, Gft Tax
Regs., beyond its i ntended scope by using the provision to redefine
the character of the property interests in question as assignee

interests. See, e.g., Estate of Nowell|l v. Conm ssioner, T.C. Mno.

1999-15. However, as explained above, we have already determ ned
that petitioners transferred limted partnership interests to the
GRAT s trustees. Further, petitioners admt that they transferred
l[imted partnership interests to their children. Accordi ngly,
section 25.2512-1, Gft Tax Regs., is properly applied by

determning the price that a hypothetical wlling buyer would pay
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a wlling seller for limted partnership interests in KFLP and
Kl LP.

[11. Section 2704(b)--Applicable Restriction

Petitioners contend that section 2704(b) is not applicable in
this case even if the Court concludes (as we have) that petitioners
transferred limted partnership interests to the GRAT's and to
their children. Petitioners argue that the provisions of section
10. 01 of the partnership agreenments do not constitute “applicable
restrictions” Dbecause: (1) The provisions do not restrict
liquidation of the partnerships within the neaning of section
2704(b)(2)(A); and (2) the university's interests in KFLP and KILP
denonstrate that the Kerr famly did not have the ability
unilaterally to lift any restrictions on liquidation wthin the
meani ng of section 2704(b)(2)(B)(ii). In the alternative,
petitioners assert that any restrictions on liquidation in the
partnership agreenents are excepted from the definition of an
“applicable restriction” pursuant to section 2704(b)(3)(B) and
section 25.2704-2(b), dGft Tax Regs. Because we agree wth
petitioners' contention that restrictions on liquidation in the
partnership agreenents are excepted from the definition of an
“applicable restriction” pursuant to section 2704(b)(3)(B) and
section 25.2704-2(b), Gft Tax Regs., we need not consider

petitioners' remaining argunents.
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Bef ore proceeding with our analysis, we will briefly review
the legislative history underlying section 2704. The speci al
val uation rules, of which section 2704 is a part, were enacted in
OBRA 1990 section 11602(a), in conjunction with the repeal of
section 2036(c).°® The latter provision, enacted as part of the
Omi bus Budget Reconciliation Act of 1987, Pub. L. 100-203, sec.
10402(a), 101 Stat. 1330, 1330-431, represented Congress' attenpt
to di scourage taxpayers' use of “estate freeze” transactions for
t he purpose of reducing or avoi ding Federal transfer taxes. See H.
Conf. Rept. 100-495, at 994 (1987), 1987-3 C.B. 193, 274. By 1990,
Congress felt conpelled to repeal section 2036(c) on the ground
that “the statute's conplexity, breadth, and vagueness posed an
unreasonabl e inpedinment to the transfer of famly businesses.”
Informal S. Rept. on S. 3209, 136 Cong. Rec. S15629, S15679- S15680
(daily ed. Cct. 18, 1990).

Al t hough the special valuation rules were enacted as a nore
targeted substitute for section 2036(c), thereis little in the way
of direct legislative history relating to the enactnment of section

2704. In particular, there was no provision for the special

o Sec. 2036(c) generally provided that if a person
transferred property having a disproportionately |arge share of
the potential appreciation in an enterprise while retaining an
interest or right in the enterprise, then the transferred
property would be included in the transferor's gross estate, or
upon the disposition of either the transferred property or the
retained interest, the transferor would be deened to have nade a
gift.
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valuation rules in H R 5835, 101st Cong., 2d Sess. (1990)--the
House bill underlying OBRA 1990. Provisions for special valuation
rules first appeared in S. 3209, 101st Cong., 2d Sess. (1990)--the
text of which the Senate adopted in |lieu of the | anguage passed by
the House in H R 5835. S. 3209, section 7210(a), included new
section 2704, which provided in pertinent part as foll ows:
Treatnment of Certain Restrictions and Lapsing R ghts.—-

For purposes of this subtitle, the value of any
property shall be determ ned—-

(1) wthout regard to any restriction other than a
restriction which by its ternms will never |apse * * *

The broad | anguage of the Senate version of section 2704 did
not survive the ensuing conference between the House and Senate
managers of the I egislation. Unfortunately, there is no neani ngful
expl anation of the detailed | anguage or concepts that were nade a
part of section 2704 as finally enacted. H Conf. Rept. 101-964,
at 1137 (1990), 1991-2 C B. 560, 606, states in pertinent part:

Treatnent of certain restrictions and |l apsing rights

I n general

The conference agreenent nodifies the provision in
the Senate anendnent regarding the effect of certain
restrictions and lapsing rights upon the value of an
interest in a partnership or corporation. These rules
are intended to prevent results simlar to that of Estate
of Harrison v. Conm ssioner, 52 T.C M (CCH) 1306 (1987).
These rules do not affect mnority discounts or other
di scounts avail able under present |aw. The conferees
intend that no i nference be drawn regardi ng the transfer
tax effect of restrictions and lapsing rights under
present | aw.




Restrictions

Under t he conference agreenent, any restriction that
effectively limts the ability of a corporation or
partnership to liquidate is ignored in valuing atransfer
anong famly nmenbers if (1) the transferor and famly
menbers control the corporation or partnership, and (2)
the restriction either |apses after the transfer or can
be renoved by the transferor or nenbers of his famly,
ei ther alone or collectively.

Exanple 8. — Mther and Son are partners in a two-
person partnership. The partnership agreenent provides
that the partnership cannot be term nated. Mbdther dies
and | eaves her partnership interest to Daughter. As the
sol e partners, Daughter and Son acting together could
remove the restriction on partnership termnation. Under
the conference agreenent, the value of Mther's
partnership interest in her estate is determ ned w t hout
regard to the restriction. Such val ue woul d be adj usted
to reflect any appropriate fragnmentati on di scount.

This rule does not apply to a commercially
reasonable restriction which arises as part of a
financing with an unrelated party or a restriction
requi red under State or Federal law. The provision also
grants to the Treasury Secretary regulatory authority to
di sregard other restrictions which reduce the val ue of
the transferred interest for transfer tax purposes but
whi ch do not ultimately reduce the value of the interest
to the transferee.

Wth the foregoing as background, we return to our analysis.
Section 2704(b)(2) (A broadly defines an applicable
restriction as “any restriction which effectively limts the
ability of the corporation or partnership to |liquidate”. However,
section 2704(b) (3)(B) excepts fromthe definition of an applicable
restriction “any restriction on |iquidationinposed, or requiredto

be i nposed, by any Federal or State |aw
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I n what we view as an expansi on of the exception contained in
section 2704(b)(3)(B), the Secretary pronul gated section 25.2704-
2(b), Gft Tax Regs., which states in pertinent part: “An
applicable restrictionis alimtationonthe ability to |iquidate
the entity (in whole or in part) that is nore restrictive than the
limtations that would apply under the State |law generally
applicable tothe entity in the absence of the restriction.” Thus,
the question arises whether the partnership agreenments involved
herein inpose greater restrictions on the |liquidation of KFLP and
KILP than the limtations that generally would apply to the
part nershi ps under State | aw.

Section 10.01 of +the partnership agreenents states in
pertinent part that the partnerships shall dissolve and |iquidate
upon the earlier of Decenmber 31, 2043, or by agreenent of all the
partners. Petitioners direct our attention to TRLPA section 8.01,
whi ch provides that a Texas limted partnership shall be dissol ved
on the earlier of: (1) The occurrence of events specified in the
partnershi p agreenent to cause dissolution; (2) the witten consent
of all partners to dissolution; (3) the withdrawal of a genera
partner; or (4) entry of a decree of judicial dissolution. TRLPA
section 8.04 provides that, following the dissolution of alimted
partnership, the partnership's affairs shall be wound up (i ncluding
the liquidation of partnership assets) as soon as reasonably

practicabl e.
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On the basis of a conparison of section 10.01 of the
partnership agreenents and TRLPA section 8.01, we conclude that
section 10.01 of the partnership agreenents does not contain
restrictions onliquidationthat constitute applicable restrictions
wi thin the neaning of section 2704(b). W reach this concl usion
because Texas | aw provides for the dissolution and |iquidation of
a limted partnership pursuant to the occurrence of events
specified in the partnership agreenent or upon the witten consent
of all the partners, and the restrictions contained in section
10.01 of the partnership agreenents are no nore restrictive than
the limtations that generally would apply to the partnerships
under Texas | aw. Consequently, these provisions are excepted from
the definition of an applicable restriction pursuant to section
2704(b) (3)(B) and section 25.2704-2(b), Gft Tax Regs.

Respondent counters that we should conpare the restrictions
contained in section 10.01 of the partnership agreenents with TRLPA
section 6.03, which provides:

A limted partner may withdraw from a |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 atinme or
event or a definite tinme for the dissolution and w ndi ng
up of the limted partnership, a limted partner may
w thdraw on giving witten notice not |ess than six
mont hs before the date of withdrawal to each genera
partner * * *.

Respondent's reliance on TRLPA section 6.03 is msplaced. TRLPA

section 6.03 governs the withdrawal of a limted partner fromthe
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partnershi p--not the |iquidation of the partnership. TRLPA section
6.03 sets forthlimtations onalimted partner's wthdrawal from
a partnership. However, a limted partner may w thdraw from a
partnership without 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.

Respondent's position herein is inconsistent with section
25.2704-2(d) (Exanple 1), Gft Tax Regs., which states in pertinent
part:

D owmns a 76 percent interest and each of D's
children, A and B, owns a 12 percent interest in Ceneral
Partnership X. The partnership agreenent requires the
consent of all the partners to |iquidate the partnership.

Under the State law that would apply in the absence of

therestrictionin the partnership agreenent, the consent

of partners owning 70 percent of the total partnership

interests would be required to liquidate X. * * * The

requirenent that all the partners consent to the

liquidation is an applicable restriction. * * *
Significantly, the restriction on liquidation in the partnership
agreenent described in the exanple was not conpared with a State
| aw provi sion (such as TRLPA section 6.03) pertaining to w t hdrawal
froma partnership. Rather, the terns of the partnership agreenent
are conpared with a partnership liquidation provision simlar to
TRLPA section 8.01. Wth these points in mnd, we reject
respondent’'s argunent regardi ng TRLPA section 6.03.

We are m ndful that the Secretary has been vested with broad

regulatory authority wunder section 2704(b)(4). However, the
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regul ations in place do not support a conclusion that the di sputed
provisions in the KFLP and KILP partnership agreenents constitute
applicable restrictions.
Concl usi on

In sum we hold that petitioners transferred limted
partnership interests to the GRAT s trustees. However, consi stent
with the preceding discussion, we conclude that section 10.01 of
the partnership agreenents does not <contain “an applicable
restriction” within the neaning of section 2704(b). Accordingly,
we wll grant petitioners' notion for partial sunmary judgnment as
it pertains to this issue.

To reflect the foregoing,

An  order qgr anti ng

petitioners’ Mbtion for

Partial Sunmmary Judgnment

will be issued as it

relates to the section

2704(b) issue.




