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Estate of Duane B. Farnam, Deceased, Mark D. Farnam, Personal Representative,
and Estate of Lois L. Farnam, Deceased, Mark D. Farnam, Personal Representative. v.
Commissioner, T.C. 130, No. 2, February 4, 2008.

The Facts: Duane B. Farnam and Lois L. Farnam resided in Otter Tail County,
Minnesota, at the time of their deaths in September 2001, and June 2003, respectively.
Mr. and Mrs. Farnam owned, along with other members of the Farnam family, and
managed Farnam Genuine Parts (FGP). FGP was a Minnesota corporation which
operated retail and wholesale automobile parts stores. Duane Farnam operated the
business as a sole proprietorship for many years prior to its incorporation in 1981.
Beginning in 1981, and each year thereafter, Mr. and Mrs. Farnam, as well as other
family members and related entities, made loans to FGP, which were used in FGP’s 
business operations. FGP issued promissory notes for all funds received. The notes were
unsecured and subordinate to claims of FGP’s outside creditors.  Prior to 1984, FGP
repaid only principal on the loans, however, after 1984, because of new tax laws, FGP
made annual payments of principal and interest.

In 1995, Mr. and Mrs. Farnam formed the Duane B. Farnam Limited Partnership (Duane
LP) and the Lois L. Farnam Limited Partnership (Lois LP). Decedents were each
partners in both limited partnerships and contributed their ownership interests in ten (10)
buildings and in several FGP notes. The primary business of each partnership was to
own, maintain, and lease buildings to FGP for use as parts stores.

At the time of the Mr. Farnam’s passing in 2001, they each individually owned 50% of 
the 1,000 outstanding shares of FGP voting common stock and Mark Farnam (decedents’ 
only son) owned the remaining 99,000 outstanding shares of FGP non-voting common
stock. In addition, Mr. Farnam owned a 99% capital interest and Mark Farnam owned a
1% capital interest in Duane LP.  At the time of Mrs. Farnam’s passing in 2003, Mrs.
Farnam and Mark Farnam each owned 50% of the 1,000 outstanding shares of FGP
voting common stock, and Mark Farnam continued to own the 99,000 outstanding shares
of FGP non-voting common stock. Mrs. Farnam also owned a 92.72% capital interest in
Lois LP, and Mark Farnam, his wife and children owned the remaining 7.28% capital
interest in Lois LP.

Estate tax returns were filed for both estates on which were claimed qualified family-
owned business interest (QFOBI) deductions of $625,000 and $675,000 respectively.



The Arguments:

The argument for consideration was whether the FGP notes should be included in the
calculation of the QFOBI 50-percent liquidity test of section 2057 (b) (1) (C). If the FGP
notes are to be treated as QFOBI’s, then the adjusted values of the QFOBI’s decedents 
own will constitute approximately 80% of Mr. Farnam’s and 56% of Mrs. Farnam’s 
estates.  However, if the FGP notes are not treated as QFOBI’s, then the adjusted values
only constitute 44% and 24%, respectively.

The Estate argued that for purposes of meeting the 50-percent liquidity test of section
2057 (b) (1) (C), an “interest” in a family corporation or partnership may include not only 
equity ownership, but also loan interests. Respondent argued that an “interest” in a 
family corporation or partnership does not include a loan interest in the family
corporation but instead only represents an equity interest.

The Court’s discussion focused on the statutory interpretation of the language of section
2057 (e) (1) (B), namely, “an interest in an entity” carrying on a trade or business.  The 
Court indicated that their function was to apply the statute according to its terms if the
language of the statute is plain and unambiguous. However, if the statute is ambiguous,
the Court then looksto the statute’s legislative history and other authorities for assistance 
in determining legislative intent.

The Court stated that, in general, in order for an estate to qualify for a QFOBI deduction,
the value of the QFOBIs must exceed 50 percent of the total value of the decedent’s 
adjusted gross estate—the “50 percent liquidity test”.  In addition, it is expressly stated in 
subparagraph (A) that a QFOBI with regard to a sole proprietorship means only an equity
interest therein (i.e. “as a proprietor”).  Under section (B) relating to family-owned
corporations and partnerships, no such express equity limitation on the definition of an
interest in a family-owned entity is states, and reference is made, in the flush language,
only to “an interest in” a family-owned entity.

The Estate argued that the absence of an express limitation of the word “interest” in 
section 2057 (e) (1) (B) indicates that no such limitation was intended and therefore
“loan” interests should be taken into account.  The Estate also noted that section 2057 
makes a number of references to “any” interest in a qualified family-owned business,
suggesting that the reference is not to be limited to just an “equity” interest. Furthermore,
the Estate argued that the general purposes of section 2057 support a broader
interpretation of an interest which may qualify as a QFOBI. These general purposes are:
(i) to reduce estate taxes for qualified family-owned businesses, (ii) to protect and
preserve family farms and other family-owned enterprises, and (iii) to minimize the
liquidation of such enterprises in order to pay estate taxes. The Estate argued that these
purposes may be compromised if estates owning family businesses funded with equity
qualified for QFOBI deductions and estates owning similar family business funded in
part with shareholder loans did not.



Respondent argued that estates holding loan interests would not have the same difficulties
paying estate taxes as estates holding only equity interests in family businesses because
loan interests could be sold to un-related investors to obtain funds without affecting the
ownership of the company.

The Findings:

The Court’s determination was based on the proximity of the language “interest in an 
entity” in section 2057 (e) (1) (b) as to the explicit equity ownership language of section 
2057 (e) (1) (B) (ii). The court thought it would not be logical to separate the ownership
requirements of the section from the language immediately preceding it. The Court
concluded that the definition of an “interest in an entity”, for purposes of the QFOBI 
deduction, is limited to the equity ownership interests, and therefor upheld the
respondent’s argument that the FGP loan interests held by Mr. and Mrs. Farnam could
not be treated as QFOBIs for the purposes of section 2057 and thus were not allowable
deductions.

Parting Thoughts:

I found this to be a very interesting case and was surprised that this ambiguity had not
already been addressed through prior case law. I also wonder if that would have made
any difference to the Tax Court if the Estate had cried “poverty” and that indicated that 
they were going to have to sell the business (FGP) to pay the additional taxes if they were
ruled against.


