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Harwood v. Commissioner, 82 T. C. 280 (1984)

The value of family partnership interests for gift tax purposes is determined by net
asset  value  discounted  for  minority  interest  and  lack  of  marketability,  not  by
restrictive partnership provisions.

Summary

In Harwood v. Commissioner, the Tax Court addressed the valuation of minority
interests in a family partnership for gift tax purposes. The court rejected the use of
restrictive partnership provisions to determine value, instead focusing on the net
asset  value  of  the  partnership,  discounted  for  minority  interest  and  lack  of
marketability. The case involved gifts of partnership interests made in 1973 and
1976, where the court found that the transfers were not at arm’s length and thus
subject to gift tax. The court’s decision emphasized that family transactions require
special  scrutiny  and  that  valuation  must  consider  all  relevant  factors,  not  just
restrictive clauses in partnership agreements.

Facts

In 1973, Belva Harwood transferred a one-sixth interest in Harwood Investment Co.
(HIC) to her sons, Bud and Jack, in exchange for a promissory note. On the same
day, Bud, Virginia, and Jack transferred a one-eighteenth interest to Suzanne. In
1976, Bud and Virginia, and Jack and Margaret, respectively, transferred 8. 89%
limited partnership interests to trusts for their children. The IRS challenged the
valuation of these gifts, asserting that they were undervalued for gift tax purposes.

Procedural History

The  IRS  issued  deficiency  notices  for  gift  taxes  to  the  Harwoods,  who  then
petitioned the Tax Court. After concessions, the court addressed the valuation of the
partnership  interests  and  the  enforceability  of  savings  clauses  in  the  trust
agreements.

Issue(s)

1. Whether Belva Harwood made a gift  in 1973 to Bud and Jack of a minority
partnership interest in HIC.
2.  Whether Bud,  Virginia,  and Jack made gifts  in 1973 to Suzanne of  minority
partnership interests in HIC.
3. Whether restrictive provisions in the HIC partnership agreements are binding
upon the IRS in determining the fair  market value of  the interests for gift  tax
purposes.
4. What is the fair market value of the limited partnership interests in HIC given to
the trusts in 1976?
5. What are the fair market values of the minority partnership interests transferred
in 1973?
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6. Whether the savings clauses in the trust agreements limiting the amount of gifts
made are enforceable to avoid gift tax on the transfers to the trusts.

Holding

1. Yes, because the transfer was not at arm’s length and was not a transaction in the
ordinary course of business.
2. Yes, because the transfers to Suzanne were not at arm’s length and were not
transactions in the ordinary course of business.
3. No, because restrictive provisions in partnership agreements are not binding on
the  IRS  for  gift  tax  valuation;  they  are  merely  one  factor  among  others  in
determining fair market value.
4. The fair market value of the 8. 89% limited partnership interests in HIC given to
the trusts in 1976 was $913,447. 50 each, based on a 50% discount from the net
asset value of $20,550,000.
5. The fair market values of the minority partnership interests transferred in 1973
were $625,416. 67 for Belva’s one-sixth interest and $208,472. 22 for the one-
eighteenth interest transferred to Suzanne.
6. No, because the savings clauses in the trust agreements did not require the
issuance of notes to the grantors upon a court judgment finding a value above
$400,000 for the interests transferred to the trusts.

Court’s Reasoning

The court applied the gift tax provisions of the Internal Revenue Code, which deem a
gift to occur when property is transferred for less than adequate consideration. The
court emphasized that transactions within a family group are subject to special
scrutiny,  presuming  them to  be  gifts  unless  proven  otherwise.  It  rejected  the
petitioners’ argument that the transfers were at arm’s length or in the ordinary
course of business, finding no evidence of such.

For valuation, the court relied on the net asset value approach, as suggested by the
Kleiner-Granvall  report,  which valued HIC’s assets at $20,550,000 in 1976. The
court  applied  a  50% discount  to  account  for  the  minority  interest  and lack  of
marketability of the partnership interests. The court noted that restrictive clauses in
partnership agreements are not binding on the IRS for tax valuation but can be
considered as  one factor  among others.  The court  also  found that  the  savings
clauses in the trust agreements did not effectively avoid gift tax because they did not
mandate the issuance of notes upon a court’s valuation determination.

The  court’s  decision  was  influenced  by  policy  considerations  to  prevent  the
avoidance of gift tax through family transactions and to ensure accurate valuation of
transferred interests. The court distinguished prior cases like King v. United States
and Commissioner v. Procter, finding the savings clauses here inapplicable to avoid
tax liability.
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Practical Implications

This decision underscores the importance of accurate valuation in family partnership
transfers  for  gift  tax  purposes.  Attorneys  should  advise  clients  that  restrictive
partnership provisions do not automatically limit the IRS’s valuation for gift tax
purposes; instead, a comprehensive valuation approach considering net asset value
and  appropriate  discounts  for  minority  interest  and  lack  of  marketability  is
necessary. The ruling also highlights the scrutiny applied to intrafamily transfers,
suggesting that such transactions should be structured with clear documentation of
arm’s-length dealings if the intent is to avoid gift tax.

From a business perspective, family-owned partnerships must be cautious about
how partnership interests are transferred, as the IRS will closely examine these
transactions for gift tax implications. The case also serves as a reminder that savings
clauses in trust agreements must be carefully drafted to effectively limit gift tax
exposure, as they will not be upheld if they do not mandate action upon a specific
valuation determination.

Later  cases  have  continued  to  apply  the  principles  established  in  Harwood,
particularly in valuing closely held business interests for tax purposes, emphasizing
the need for a thorough valuation analysis.


