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33 T.C. 440 (1959)

The value of a partnership interest for estate tax purposes is limited to the option
price  specified  in  a  partnership  agreement  when  the  agreement  restricts  the
decedent’s ability to transfer or assign their interest before death, even if the option
price is less than the fair market value of the partnership’s assets.

Summary

The United States Tax Court addressed whether the value of a deceased partner’s
interest in a partnership should be determined by the fair  market value of  the
partnership assets or the option price established in the partnership agreement. The
court held that the option price, which was less than the fair market value, was the
correct valuation because the agreement restricted the deceased partner’s right to
transfer or assign his partnership interest prior to his death. The ruling hinged on
the interpretation of the partnership agreement, emphasizing that the agreement’s
intent was to maintain business continuity.  The court found that the restrictive
agreement, in effect, controlled the value for estate tax purposes.

Facts

Nicolo  Fiorito,  along  with  his  wife  and  two sons,  was  a  partner  in  N.  Fiorito
Company,  a  general  contracting  business.  In  1945,  the  partners  signed  an
agreement that included a clause granting the surviving male partners an option to
purchase  the  deceased  partner’s  interest  based  on  the  book  value  of  the
partnership.  The  agreement  also  included  a  clause  stating  that  the  rights  and
interest of the several partners shall not be transferable or assignable. Nicolo Fiorito
died in January 1953. The surviving partners exercised their option to purchase
Nicolo’s interest at its book value. The estate tax return reported the partnership
interest at the option price. The Commissioner of Internal Revenue determined that
the interest should be valued at the fair market value of the partnership’s net assets,
which was higher than the option price.

Procedural History

The Commissioner determined a deficiency in estate tax, claiming the partnership
interest should be valued at fair market value rather than the option price specified
in the partnership agreement. The petitioner, the executrix of Nicolo Fiorito’s estate,
contested this determination in the United States Tax Court.

Issue(s)

Whether the value of the decedent’s interest in the partnership is limited to the1.
option price under the partnership agreement.

Holding
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Yes, because the partnership agreement restricted the deceased partner’s1.
ability to transfer or assign his partnership interest prior to death, the value
for estate tax purposes is limited to the option price specified in the
agreement.

Court’s Reasoning

The Tax Court examined the terms of the partnership agreement, particularly the
option  clause  and  the  non-transferability  clause.  The  court  found  that  the
agreement, when considered as a whole, indicated an intent to ensure the continuity
of the business. The court emphasized that the agreement restricted the decedent’s
right to sell or otherwise dispose of his partnership interest before death, at least
without the consent and agreement of the other partners. The court cited prior case
law, stating that the value of property could be limited by an enforceable agreement.
The court distinguished cases where such restrictions did not exist, thereby allowing
the fair market value to be used for estate tax purposes. The court reasoned that
since the decedent could not freely dispose of his partnership interest prior to death,
the value was limited to the option price, which was less than fair market value. “It
now seems well established that the value of property may be limited for estate tax
purposes by an enforceable agreement which fixes the price to be paid therefor, and
where the seller if he desires to sell during his lifetime can receive only the price
fixed  by  the  contract  and  at  his  death  his  estate  can  receive  only  the  price
theretofore agreed on.”

Practical Implications

This  case  is  essential  for  understanding  how restrictive  agreements  affect  the
valuation of  closely  held businesses for  estate tax purposes.  Attorneys advising
clients involved in partnerships or similar business structures should ensure that the
agreements are carefully drafted to clearly state restrictions on transferability and
options to purchase. If an agreement aims to fix the value for estate tax purposes,
it’s crucial to restrict the owner’s ability to sell or dispose of their interest during
their lifetime to enforce the agreed-upon valuation. Subsequent cases reference this
precedent  when  determining  the  validity  of  buy-sell  agreements  and  similar
restrictive arrangements. This case highlights the importance of considering the
intent of the agreement and whether the agreement effectively limits the owner’s
rights,  especially  considering  state  partnership  laws.  This  case  stresses  the
importance  of  careful  drafting  of  partnership  agreements  to  align  with  estate
planning goals and potentially minimize estate tax liability. Later cases often cite
this  ruling  when analyzing  the  enforceability  of  buy-sell  agreements  and  other
restrictive arrangements.


