New Nevada Restricted
LLC and LP Law: An Ideal
Combination With a
Graduated GRAT

New Nevada legisiation permits the creation of restricted entities that provide
enhanced valuation discount opportunities that are not available in any other state.
A good strateqy is fo use the new law with a graduated GRAT.

STEVEN J. OSHINS, ATTORNEY AND ROBERT S. KEEBLER, CPA

any advanced transfer tax
leveraging techniques rely on
valuation discounts to
4 increase the assets removed
from the taxable estate. Transfer tax
strategies using family limited lia-
bility companies {(“LLCs”) and fam-
ily limited partnerships (“FLPs”)
work well in large part because of
the ability to discount the transferred
interest to reflect the fact that the
interests in such an entity are worth
less than pro rata value accorded by
the willing buyer/willing seller test
in the Regulations.

Under IRC Section 2704(b) and
Reg. 25.2704-2(a)}, if an interest in
an entity is transferred to or for
the benefit of a member of the trans-
feror’s family, any applicable restric-
tion is disregarded in valuing the
transferred interest. Reg. 25.2704-
2(b} defines an applicable restric-
tion as a limitation on the ability
to liquidate the entity (in whole or
in part) that is more restrictive than
the limitations that would apply

under the state law generally appli-
cable to the entity in the absence
of the restriction.

Until now, all states have been
limited to some form of the Uniform
Laws. A number of states, includ-
ing Nevada, have had favorable
default restrictions that allow slight-
ly higher valuation discounts than
the discounts that can be obtained
using other states’ laws. Nevada has
now increased its valuation discount
opportunities significantly in com-
parison to all other states.

Nevada Senate Bill 350

Nevada Senate Bill 350 was signed
into law by the Governor of
Nevada on 5/29/2009. One of the
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provisions of the new law allows
the creation of a restricted LLC and
a restricted LPz2 (jointly referred
to herein as “Restricted Entity”
or “Restricted Entities”). Both
types of Restricted Entities create
enhanced valuation discount
opportunities that are not available
in any other state. The new law
allows Restricted Entities to be cre-
ated beginning 10/1/2009. The pri-
mary provisions of the new law can
be read in Exhibits 1 and 2.

The difference between the
Restricted Entities and regular LLCs
and LPs is that the Restricted Enti-
ties have a default statute restrict-
ing member or partner distributions
for a ten-year period. This creates a
new, significantly higher ceiling on
valuation discounts that is not avail-
able in any other state.

New ceiling undep
Section 2704¢h)

The Nevada Restricted Entity
statutes create a new ceiling on val-
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EXHIBIT 1 L :
- New Statutes—Restrlcted LLG

“The primary statutory provisions creatmg the restncte”d LLC iaws read as follows:
. “Restricted limited-liability. company” means a limited- Ilabllaty company organized and existing under- th|s chap-

ter that elects to include the optlonal provisions.permitted by NRS 86.161.

. If a limited-liability company has elected in its articles of organization to be a restricted limited- |IabI|lty compa-
_ny pursuant to NRS 86,161, subjectto the provisions of NRS 86,343, and unless otherwise provided in the arti-.
cles.of organization, the company shall not make any distributions to its members W|th respect to; thelr mem-

bers interests until 10 years after:

-.{a) The, date of formation of the restncted Elmlted Ilabrllty campany. as long as the original artlcles of orgamza-
_tion elected to be treated as a restricted limited-liability company and as Iong as the company has
_remained a restricted lirnited- !lab|l|ty company since the date of formation;.or.

(b}.- The effective date of the amendment to the articles of organization.in whlch the company elected to be treat-
- ed-as a restricted limited-liability company and as long as the company has remained a restncted limited-
I|ab|I|ty company since the effective date of the amendment :

3. The provisions of this section apply as the default provisions of a restricted limited- |Iablllty company to the extent
the provisions of this section are inconsistent with or add to the other provisions of this chapter and to the
extent not. othermse modified in the articles of orgamzatlon of the restncted ||m|ted -liability company

uation discounts that no other state
allows. This does not mean that the
drafting attorney must lock the
underlying assets in for the entire
ten vears. Rather, the articles of
organization or certificate of lim-
ited partnership might be drafted
to lock the underlying assets in
for a lesser number of years.
Alternatively, the articles of
organization or certificate of limit-
ed partnership might be drafted to
lock the underlying assets in for
ten years but with the discretionary
right to distribute up to a small
percent or dollar amount of the
assets per year or to distribute an
amount not exceeding the income
earned from the underlying assets.
Yet another option is to allow the
entity to distribute an amount not
to exceed the income tax liability
caused by the underlying income. In

other words, the possibilities are end-
less. The creative estate planner will
design the Restricted Entity around
the contemplated transaction.

What the appralsers say

One of the authors of this article
asked appraisers at two different
business valuation appraisal firms
(“Appraiser #1” and “Appraiser
#2,” respectively)® to each inde-
pendently prepare a memorandum
responding to certain hypotheti-
cal questions posed by the author
of this article.* The questions were
asked for the specific purpose of
obtaining an estimate of the addi-
tional valuation discounts that
should be available using the
Restricted Entities. The appraisers
were specifically told that the author
might cite portions of the respons-
es in articles but with the limitation
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1 Regs. 20.2031-1(b) and 25.2512-1.

2 The Restricted LI.C and Restricted LP statutes
were drafled by Steven J. Oshins and ware
given these names by Mr. Oshins to reflect
the additional reskrictions built into the statutes.
Mr. Gshins would like 10 acknowledge the work
of the Business Law Seclion of the State Bar
of Nevada for adding the Restricted LLC and
Restricted LP language to its legislative hill
and Attorney Rob Kim, Chalrperson of the
Business Law Section, for integrating Mr.
Oshins’ language into the legislative bill.
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3 Appraiser #1 s Steve Nicolatus
{(wevc@qwest.net) and Peter Agrapides
{panayotiagra@yahoo.com), both of Houli-
han Valuation Advisors, in Las Vegas and Salt
Lake City. Appraiser #2 is Don Parker
{dparker@bizvals.com) of Gryghon Valuation
Consultants in Las Vegas.

These hypotheticals were previcusly published
in Oghing, "FL ASH--Nevada Restricted LLC
and LP Laws Enacted,” Steve Leimberg's
Estate Planning Newsletter #1471 (5/30/2009)
(www.leimbergservices.com; LISI).
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that these are only estimates and
that they may not necessarily be fol-
lowed in an actual appraisal requir-
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EXHIBIT 2 SO
fNew Statutes—-—Restrlcted LP

. ';The pr|mary statutory provrelons creatmg the reetrlcted LP Iaws read as: follews

' “Ftestncted I|m|ted partnerehlp" means a Ilmlted partnersh|p organlzed and emstmg underthls chapter that etects _
' to |nclude the opttonal prowsmns permitted by NRS: 87A 235.: : IR :

‘If the Ilmtted partnershlp has elacted inits certlflcate of Ilmlted partnerehlp to bea restrlcted ||m|ted partner—' :

: .Shlp pursuant to NRS 87A.235, ‘subject to the provisions of NRS 87A.425, and unless otherwise provided inthe '

- certificate of I|m|ted partnershtp, the Iimlted partnershlp ehall not. make any dietnbutlons to its partnere untll :
- 10 years after: . o ,

S _‘(a) The date of formatlon of the restncted [lmlted partnershlp as Iong ds the ongmai certtflcate of !lmlted part-
AP nerehlp elected to be tredted as a: restricted limited parthership-and as Iong as: the Irm|ted partnershlp has .
"'remaaned a estrlcted I1m|ted partnerehtp slnce the date ef formatron or e : s

‘__'shlp'elected to. be tréated as a: restncted Itmlted partnershlp ahd’ ‘A !ong as the I|mited part ershlp_has" '
: remamed a: restncted Ilmlted partnershlp since the effect;ve date of the amendment Ted

: 8. _The prowsmns of this seet|on apply as the default provrsmns of a restrtcted I|m|ted partnerehlp to the extent'_ :
- the. provisions of- this section are. mconmetent ‘with or add- to the Gther provisions of this chapter and -
St the extent not otherW|se modlfled in: the certlflcate of I|m|ted partnershlp of the restncted Iim|ted partner-
-4 ._lf the Itmlted partnersh|p has elected in’ its certiﬂcate of I|m|ted partnershlp to'be a restrrcted Ilmlted partnershlp C
i pursuant to NRS:88.350,:5Ubject to the provisions 0f NRS 88.520, and unless otherwise provided.in:the certifi=- .

- cate of limited partnerehlp, the limited partnershlp shall hot make any dletrlbutlens to its. partners wrth reepect_-' :

.""'_:—to thelr partnershlp |nterests unt|t 10- yea _‘_af_ter

e a a)- The date of formatron of the restncted Ilmtted__partnershlp as Iong as. the onglnal certn‘rcate of Ilmtted part-'

‘ pre\nsrons of this sec jn
t otherwme modrfled

ing more extensive research and an
application to actual facts.s

Hypothetical #1, In this hypothet-
ical, the Restricted Entity disallows
any member/partner distributions
for ten years. Appraiser #1 esti-
mated an additional 10% to 30%+
discount on top of the discount that
would be obtained without this
additional provision. Appraiser #2
estimated an additional 15% to
35% discount on top of the dis-
count that would be obtained with-
out this additional provision,

Hypotbetical #2. Here, the Restrict-
ed Entity disallows any mem-
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bet/partner distributions for five
years. Appraiser #1 estimated an
additional 5% to 20%+ discount
on top of the discount that would
be obtained without this addition-
al provision. Appraiser #2 esti-
mated an additional 10% to 25%
discount on top of the discount that
would be obtained without this
additional provision.

Hypotbetical #3. In this hypothet-
ical, the Restricted Entity disallows
any member/partner distributions
for one year. Appraiser #1 esti-
mated an additional 3% to 10%
discount on top of the discount that
would be obtained without this

‘nership elected to be treated as a restricted Ilumlted partnershlp and as Iong as the I|m|ted partnershlp hasr'

-re |ncon3|stent w1th or add 1 the other prowsmns ‘of thls chapter and to the extent_ ;
certlflcate of. Ilmtted partnershtp of the restncted Ilmlted partnershlp :

additional provision. Appraiser #2
estimated an additional 3% to 10%
discount on top of the discount that
would be obtained without this
additional provision.

Hypothetical #4. The Restricted
Entity in this case disallows any
member/partner distributions rang-
ing from one to ten years, except
to allow all income/growth beyond
the capital contributions to be dis-
tributed. Appraiser #1 estimated

s Both appraisers specrttcally noted cartain attrib-
utes of the underlying assets of the Restrict-
ed Entities thal would help determine whether
the restriction would cause higher cr lower dis-
counts. For purposes of simplicity, those fac-
tors have not been specified heregin.
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an additional 3% discount for a
one-year restriction to 10% for a
ten-year restriction on top of the
discount that would be obtained
without this additional provision.
Appraiser #2 estimated an addi-
tional 2% discount for a one-year
restriction to 15% for a ten-year
restriction on top of the discount
that would be obtained without this
additional provision,

Hypothetical #5. Here, the Restrict-
ed Entity disallows any mem-
ber/partner distributions ranging
from one to ten years, except to
allow an amount equal to the high-
est federal/state income tax to be
distributed to eliminate the taxation
on phantom income. Appraiser #1
estimated an additional 2% discount
for a one-year restriction to 10%
for a ten-year restriction on top of
the discount that would be obtained
without this additional provision,
Appraiser #2 estimated an addi-
tional 3% discount for a one-year
restriction to 15% for a ten-year
restriction on top of the discount
that would be obtained without this
additional provision.

The graduated GRAY

One leveraging technique that is
often combined with valuation dis-
count planning is the grantor
retained annuity trust (“GRAT”).
A GRAT is an irrevocable trust to
which the settlor gives an asset in
exchange for an annuity generally
payable for a term of years. If the
annuity is structured as a qualified
annuity, the value of the annuity
may be subtracted from the value
of the asset transferred to the GRAT
to determine the value of the gift.e
Because of this subtraction method
of calculating the taxable gift, it
is possible to structure the annuity

& See Section 2702,

7 TD 9414 (7/14/2008). See also REG-119532-
08 (4/30/2009).

& Reg. 25.2702-3(b)(1)(ii).
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so that the total taxable gift by
the settlor is zero or close to zero.

A GRAT has several benefits,
First, it is a strategy specifically
sanctioned by the Internal Revenue
Code, and therefore it is acceptable
to the IRS if structured properly.
Additionally, the annuity amount
paid can be structured as a per-
centage of the initial fair market
value (“FMV™) of the trust rather
than as a dollar figure. Therefore,
if the IRS challenges the FMV of
the asset transferred to the GRAT,
the annuity will automatically
adjust itself and should not cause
significant gift tax exposure to
the settlor.

In order for a GRAT to be suc-
cessful in transferring assets out-
side the settlor’s taxable estate, the
settlor needs to survive the term of
years selected. If the settlor dies
during the term of the GRAT, some
or all of the GRAT assets will be
included in the settlor’s estate under
Section 2036(a).?

To obtain greater transfer tax
leverage, the GRAT can be designed
so that annuity payments are back-
loaded (a “graduated GRAT?”).
However, the IRS does not allow
the annuity payment to increase
from one year to the next by more
than 20% of the previous year’s
payment.8

A wealthy estate owner will
often transfer discountable income-
producing assets into the GRAT,
Because of the valuation discount,
the required annuity payments will
be lower than they would be if no

discount applied. The larger valu-
ation discount enables the planner
to shorten the term of the GRAT
and, thus, lower the mortality risk.

Deslyn options

There are two main structural
options that should be considered
in planning and drafting a Restrict-
ed Entity in contemplation of a gift
to a graduated GRAT.

One option is to design the
Restricted Entity to allow a distri-
bution, in the first fiscal year, of a
relatively small percentage of the
FMYV of the assets initially con-
tributed to the Restricted Entity,
followed each successive year by
a slightly larger allowable amount
that can be distributed. All other
assets contributed to the Restrict-
ed Entity would be restricted from
being distributed to the owners,
thereby allowing for a greater val-
uation discount than would occur
with a traditiona! business entity.

For example, the articles of
organization or certificate of lim-
ited partnership might contain the
following statement:

The allowable member/partner

distributions that can be made

during the first fiscal year of the

LLC/LP shall be limited to 5.0%

of the fair market value of the

underlying assets owned by the

LLC/LP as of [date]. Each fiscal

year thereafter until ten years

after the date the Articles of

Organization/Certificate of Lim-

ited Partnership was originally

filed with the Nevada Secretary

Of State, said allowable mem-

ber/partner distributions shall be

increased by 20.0% over the
prior fiscal year’s allowable mem-
ber/partner distributions so that
cach subsequent fiscal year’s
allowable member/partner dis-
tributions shail equal 120.0% of
the prior fiscal year’s allowable
member/partner distributions.

Any prior fiscal year allowable

distributions, to the extent not

made in said prior fiscal year,
shall not be cumulative and thus

{Continned on page 27)
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the Section 7520 rate, the lower the
value of the retained interest and the
higher the taxable gift.

A nervous client, however, should
like a QPRT because he or she can
live in his or her house for the term
of the QPRT on a rent-free basis.
In other words, nothing will change
for the client during the term of the
QPRT: the client continues to live in
the residence rent-free. If the house
grows in value during the trust term
at a rate that exceeds the Section
7520 rate, the client will have made
an efficient gift. The client, of course,
will have to rent back the house if
he or she wants to live in the house

NEVADA LLCs AND LPs |
(Continued from page 31) i

may not be made in a subsequent
fiscal year. Notwithstanding the
foregoing, since the tenth fiscal
year of said limitations on mem-
ber/partner distributions will not
be a full year, the allowable dis-
tributions for said tenth fiscal
year shall be limited as provided
herein for said partial fiscal year
but not thereafter.

The second option is to draft the
Restricted Entity to take full advan-
tage of the ten-year restriction that
the new Nevada law allows and
to supplement the gift of the
Restricted Entity interest with cash
or cash-like assets in an amount

NEW FIDUCIARY

DECISIONS
(Continued from page 48)

In examining the record, the
appellate court stated that the per-
sonal representative offered evi-
dence that a private sale of the real-
ty would result in a greater return
to the estate whereas the heirs (the
children) presented no evidence
on the issue. Presumably, the heirs
felt that they had a right to parti-
tion by sale and that the statute

when the term expires, but that could
be an effective wealth transfer, par-
ticularly if the house is held in a
grantor trust after the expiration
of the QPRT term.

A client may object to the use of
a QPRT because of the rent-back
rules at the end of term. That client,
however, could always purchase the
house from the remainder benefi-
ciaries of the QPRT. The QPRT Reg-
ulations allow such a sale aslong as
the seller is not a grantor trust. Thus,
if the remainder beneficiaries are
individuals or the follow-on trust is
a nongrantor trust, the donor
can buy back the house. If the house

has not increased in value beyond
the client’s basis, the sellers—the
remainder beneficiary or benefici-
aries—will not recognize any gain
on the sale. If the house has
increased in value beyond the client’s
basis, the remainder beneficiaries
could report the gain on the install-
ment method, thereby allowing them
to spread out the capital gains tax
over the life of the promissory note.

Part 2 of this article will appear
in the next issue of ESTATE PLAN-
NING. It will analyze getting a “do-
over” on gifts and stopping the
bleeding when transferred assets
decline in value. B

equal to the anticipated annuity
payments. Whether this approach
will be better or worse than the first
option will depend on various fac-
tors, including the appropriate val-
uation discount determination of
the business valuation appraiser.

The Green Book

The Treasury Department’s “Green
Book” was released on 5/11/2009.
One of the proposals in the Green
Book seeks to modify the application
of Section 2704(b) so that disre-
garded restrictions would include
restrictions on liquidation of an inter-
est that are measured against stan-

dards prescribed in the Regulations
rather than against default state [aw.
There have been a number of other
recent proposals that attempt to curb
valuation discounts. It is likely that
at some point there will be some
changes to our valuation system.
However, the willing buyer/
willing seller definition found in the
estate and gift tax Regulations
would be disrupted significantly
with any modifications that do not
reflect real restrictions on busi-
ness interests. Because of this, there
are a number of large groups lob-
bying against any significant mod-
ifications to these laws. H

granted them that right. The Ne-
braska court, however, emphasized
the statutory right of the personal
representative to dispose of an asset
at a private sale and sell real prop-
erty unless restricted by order of
the court.

In the instant case, the supreme
court concluded that the probate
court restricied the personal repre-
sentative from selling the property
by private sale when it ruled against
her. The lower court order implied

that the personal representative must
sell the property at a public sale. The
appellate court determined that the
record did not support a finding that
such a sale would be the most eco-
nomically efficient method. It is
counterintuitive that the heirs would
argue for a result that was not in
their best economic interest. Be that
as it may, the Failla result might be
best explained by the old adage that
at death, property passes “subject
to administration.” B
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