Solutions to
Disenchantment With
Family Entities

When “FLP* signifies “failing out of love with partnership,” families should
weigh their options and determine the most favorable approach to implement.

round tax season, many fam-
ilies with family limited part-
nerships or family limited lia-
bility companies (collectively
referred to in this article as FLPs)
experience an uptick in frustration
and angst. While their FLP seemed
like a great idea when it was estab-
lished, it may have become oner-
ous to administer, and oftentimes
the increased cost (economic and
otherwise) of administration coin-
cides with a decrease in perceived
benefits. Circumstances may have
also changed since the family estab-
lished its FLP. Consequently, the
family may be looking for a way
out. As FLPs are often formed and
owned by parents and children,
these relationships will be referred
to in the discussion that follows for
context in analyzing potential prob-
lems FLPs may encounter and solu-
tions they may need.
Furthermore, because good plan-
ning is driven by a client’s objec-
tives, a review of the reasons the
FLP was originally formed is essen-
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tial to finding a solution to the
client’s current discomfort.

Why was FLP formed?

An FLP can provide a host of ben-
efits, some or all of which may have
been motivating factors for the
client. These benefits include the
following;:

Asset protection. An FLP can con-
vert potentially exposed assets (e.g.,
business interests, real estate, and
investments) into personal prop-
erty interests with charging order
protection. Additionally, an FLP
allows the senior generation or par-
ents to involve the younger gener-
ation or children without exposing
assets to the creditors of the fami-
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ly members (subject to important
exceptions to be addressed below).

Estate plannirg. An FLP allows the
parents to make proportionate gifts
of property without fractionalizing
the interests in the property itself.
Furthermore, it reduces the size of
the taxable estate with lack of con-
trol and lack of marketability dis-
counts. It also allows wealth to be
transferred and control retained.

Business succession. An FLP can
provide opportunities to involve
the children in ownership of a fam-
ily business without fractionaliz-
ing ownership or forfeiting cen-
tralized control. It allows the
parents to share economic benefits
with all the children, while pro-
viding greater control and com-
pensation for children actively
involved in management.

Asset management. An FLP offers
centralized management of busi-
ness interests and investments,
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which in turn may allow for cheap-
er fees, greater diversification, and
access to certain investments and
managers.

Changed circumstances

The passage of time or changes in
circumstances may have reduced
the importance of some of the orig-
inal objectives and created new
problems.

Asset protection. Creditor threats
may have diminished for the par-
ents, such as after retirement from
a profession with large exposure.

Estate planning. Diminished asset
values or increases in the estate tax
applicable exclusion (or both) may
have reduced the need for discounts
or gifting.

Business succession. The children
may now be mature and ready to
control the assets or business.
Where the FLP was formed to begin
the transition, the time may be ripe
now to complete it.

Asset management. Diminished
asset values may obviate the need
or qualification for consolidation.

Administrative hassle. The chil-
dren must calculate taxes twice
{once with and once without the
FLP interest) and must wait for the
parents to provide the Schedule K-
1 for the children to be able to com-
plete their tax returns. Whereas the
FLP may have been formed when
the children were young, they may
now be grown adults with careers
and businesses of their own. Con-
sequently, the children may not
want the parents nosing around the
children’s personal finances to
determine how much of a tax dis-
tribution is necessary. The dis-
comfort here is not experienced
exclusively by the children; the par-
ents will not want to be “billed”

for the children’s loss of federal stu-
dent aid eligibility or earned income
credit, both of which are common
consequences of ownership of an
FLP interest.

Unwinding the
FLP causes a loss
ﬁenefzts,

of all}
some of which may
still be desirable
{creditor protection,;
centralized
management, etc.).

Conventional exit
strategy problems

If the family members decide the
hassle of the FLP has grown to
exceed its benefit to them and they
want to unwind and dissolve the
entity, the traditional methods for
exiting an FLP can be problematic.
Unwinding the FLP generally
requires the consent of at least the
voting partners and a decision to sell
or distribute in-kind the FLP assets.
For tax reasons or otherwise, some
partners may not be willing to con-
sent. For example, the decision to
sell or distribute the FLP assets may
spring one or more tax traps that
the family did not previously antic-
ipate. Additionally, unwinding the
FLP causes a loss of all FLP bene-
fits, some of which may still be desir-
able (creditor protection, central-
ized management, etc.).

Funding, operating, and liqui-
dating a partnership is generally
more tax-neutral than with a cor-
poration.t Transfers of property to
an FLP generally do not create a tax-
able event,2 and income from an FLP
may be distributed to the owners
without entity-level taxation.: Given
that transfer tax concerns {estate and
gift tax, primarily) are usually at the
forefront of the FLP formation, lit-
tle attention may be given to the
income tax aspects of the arrange-
ment. Both forms of liquidation (sell-

ing the assets and distributing the
proceeds, or distributing the assets
in-kind) may cause income tax events
that substantially eliminate the tax
benefits the family hoped to derive
by use of the FLP.

Sale of assets

The first tax trap to consider is
found in Section 704(c), which pro-
vides that any gain from the sale
of property that had a different fair
market value from the owner’s tax
basis at the time of the property’s
contribution to the partnership
must be recognized in a way that
takes into account the built-in gain
that existed at the time of contri-
bution. Any additional gain from
appreciation that occurred after the
property was contributed is allo-
cated in accordance with the part-
nership agreement if the allocation
has substantial economic effect.4
This is to prevent the assignment of
income and the shifting of tax con-
sequences with respect to appreci-
ated property by virtue of its con-
tribution to a partnership; other-
wise, a partner could contribute
appreciated property to a part-
nership and not have to recognize
all the gain individually at the time
of sale.

Example. Parents contributed real
property to an FLP with a fair mar-
ket value of $500,000 and a tax
basis of $200,000. If the FLP later
sells the real property, the entire
$300,000 built-in gain that the prop-
erty had at the time of contribu-
tion will be allocated to and recog-

-

For an excellent discussion of FLP liquidation
issues, see Donaldson, “Super-Recognition
and the Return-to-Sender Exception: The Fed-
eral Income Tax Problems of Liquidating the
Family Limited Partnership,” 35 Cap. U.L. Rev.

5 (2006), and Post, “Navigating the Mines
and Potholes In Unwinding a Family Limited
Partnership,” 2010 Stanley M, Johansen Estate
Planning Workshop (12/10/2010).

Section 721(a).
Section 731(a).
Regs. 1.704-1(b)}(2)(iv)(b). (d), and (g).
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nized by the parents. Any gain from
appreciation above the $500,000
will generally be allocated pro-rata
among the parents and children,
according to their partnership inter-
ests. If by the time of sale the par-
ents had transferred some of their
original partnership interest to the
children, the transferees of those
interests will inherit the share of
built-in gain that is attributable to
the interest received.s

The gain recognized increases
a partner’s outside basis in the FLPs
and any distributions of sale pro-
ceeds are taxable to the extent they
exceed the recipient partner’s out-
side basis.” This can present sev-
eral problems to the family:

e The assets may have currently
depressed values, which will
be locked in by selling them.

e The family may not be ready
to part with the assets for non-
tax reasons, as in the case of a
family business.

® The family may not want to
trigger the income tax conse-
quences to the extent the sale
causes them.

e The parents may not be ready
to distribute cash out to the
children.

In-kind distribution of assets

If family members are not ready to
sell the FLP’s assets, they may hope
an in-kind distribution of the assets
will provide a better solution. This
type of distribution of FLP assets
is not without its tax pitfalls, either.
Assets may be distributed in either
of two ways:

1. Pro rata distributions, where
each partner receives a share of

5 Reg. 1.704-3(a)(7).

8 Section 705(a).

7 Section 731(a)(1).

8 Regs. 1.704-3(a)(7) and 1.704-4(d)(2)
o /d

10 Sections 704(c)(1)(B), 731(c)(3)(A), and
737(d)(1).
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each asset in proportion to the
partner’s interest in the FLP.

2. Non-pro rata distributions
(i.e., cherry picking), where
entire assets are distributed to a
partner to the extent possible.

Three different Code sections
may cause a tax event on the dis-
tributions.

To the extent
money distributed
to a partner

exceeds the

partner’s outside
basis in the
parinership, gain
is recognized.

Section 704(c)(1)(B) gain. Section
704(c)(1)(B) treats as a sale a dis-
tribution of property to a part-
ner other than the original con-
tributor (or a transferee of the
contributor’s interests) if the dis-
tribution occurs within seven years
of the property’s contribution to
the partnership. For instance, sup-
pose Father and Son form an FLP.
Father contributes business inter-
ests worth $2 million and a tax
basis of $200,000, while Son
contributes marketable securities
worth $2 million. If the FLP dis-
tributes the business interests to
Son after three years, Father will
have to recognize gain of $1.8 mil-
lion.

If Father has transferred his
interest to Daughter by the time the
business interests are distributed to
Son, Daughter will stand in Father’s
shoes and recognize the $1.8 mil-
lion gain.s

This gain recognition is avoid-
ed if the property is returned to the
contributing partner (or transfer-
ee of the contributing partner’s
interest) under a “return-to-sender”
exception.1 So if Father has trans-
ferred his interest to Daughter and

the business interests are distrib-
uted to Daughter, no gain recog-
nition is triggered.

Gain is also avoided if all the part-
ners have built-in gain in propor-
tion to their partnership interests
and the partners distribute the FLP’s
assets pro-rata. Following up on the
previous example of Father and Son,
if Son’s basis in the marketable secu-
rities is $200,000 and if the busi-
ness interests and marketable secu-
rities are each distributed in equal
shares to Father and Son ($1 mil-
lion of each asset to each partner),
no gain is recognized by either
Father or Son. This is because the
assets are distributed in proportion
to the partners’ shares of the built-
in gain. Gain avoidance notwith-
standing, owning a fractional inter-
est in several assets may not be very
attractive for a host of reasons which
are aggravated as the number of
partners grows. For instance, cred-
itors of a fractional owner could
force the sale of the whole asset to
satisfy a claim, or a tenant-in-com-
mon interest might be transferred
to a new owner who is unfriendly
to the holdover owners.

What can be done if the family
wants to avoid selling the assets but
also wants to avoid distributing
them in proportion to the family
members’ partnership interests? The
first and obvious option is simply
to wait seven years from the date of
the property’s contribution before
distributing it. In some situations,
the FLP will have been in existence
and the property contributed longer
ago than this already when the fam-
ily seeks alternatives to its FLP
discomfort. In other situations, the
discomfort will come earlier in the
FLP’s life, and the family will not
be willing to wait.

Section 731(c). Section 731(c) ad-
dresses situations where the FLP
distributes only money, unrealized
receivables, and inventory. The
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term “money” includes securities
that are marketable (actively trad-
ed) on the date of distribution.” To
the extent money distributed to a
partner exceeds the partner’s out-
side basis in the partnership, gain
is recognized. A loss is recognized
only if the value of money, unre-
alized receivables, and invento-
ry'2 distributed to a partner in lig-
uidation of the partner’s interest is
less than the partner’s outside basis
in the partnership.t2

For example, suppose that
Father and Son form an FLP. The
FLP is funded with $100,000 in
cash and $100,000 in marketable
securities from Father, and real
estate with a fair market value of
$200,000 and an adjusted basis
of $50,000 from Son. If the secu-
rities were distributed to Son, he
would have to recognize a gain of
$50,000—the amount by which the
value of the securities exceeds his
basis in the FLP.

Section 731, however, contains
four exceptions. The general rule of
Section 731(c)(1) does not apply if:

1. The marketable securities are
distributed to the partner who
contributed them (similar to
the “return to sender” excep-
tion seen in Section 704).14

2. The marketable securities dis-
tributed were acquired in a

1onrecognition transaction,1s

3. The securities were not mar-
ketable when first acquired by
the FLP and did not become
marketable for at least six
months after acquisition but
were distributed from the FLP
within five years of becoming
marketable.

4. The FLP is an “investment part-
nership,” and the distributee
partner is an “cligible partner.”1

The foregoing describes the excep-
tions in only very basic form, and
there are further refinements and
qualifications to them. Partners in

an FLP holding marketable securi-
ties who choose to tread this treach-
erous terrain and distribute assets in
kind are well advised to make sure
their map of the terrain is appro-
priately exhaustive in its detail.

Children could
make anmral
exclusion gifts
of their interests

back to the
parents, who
then use fhose
interests to
fund a frust for
the children.

Under the preceding example, if
the $100,000 in marketable secu-
rities were distributed to Father,
he would not have to recognize gain
because of the “return to sender”
exception. But what if Father has
transferred his interest in the FLP to
Daughter? In many FLPs, some part-
nership interests have been trans-
ferred over time from the parents to
the children. A transferee child part-
ner may be able to receive proper-
ty contributed by his or her trans-
feror-parent and claim the benefit
of the “return to sender” exception
under Section 704 (c)(1)(B), but there
is no provision for a similar exten-
sion of the “return to sender” rule
of Section 731(c).17 Because the
recognition rule of Section 731(c)
does not expire after seven years,
waiting does nothing to cure this.

If Section 731(c) applies, the
“deemed” distribution is calcu-
lated by a formula that causes the
distributee partner to recognize
gain on all but that partner’s share
of the gain in the distributed secu-
rities. The formula computes the
deemed cash distribution by (1) de-
termining the distributee’s share of
the net gain on the sale of all the
FLP’s marketable securities and
(2) subtracting from that the dis-

tributee’s share of the net gain on
the sale of the marketable securi-
ties retained by the FLP. The excess
of (1) over (2), if any, is subtract-
ed from the fair market value
(FMV) of the securities distributed
as long as it does not reduce the
FMV below zero.

Example. Father, Mother, and Son
form an FLP. Father and Mother
contribute marketable securities A
and B, respectively, with an FMV
and basis of $200,000. Son con-
tributes marketable security C with
an FMV and basis of $200,000.
Father and Mother then transfer a
quarter of each of their FLP inter-
ests to Son ($50,000 from each) and
the rest to Daughter ($150,000 from
each), leaving Daughter and Son as
equal partners. Security A decreas-
es in value to $160,000, security B
increases in value to $210,000, and
security C increases in value to
$260,000. The FLP distributes secu-
rity B to Daughter.

Had all the securities been sold,
the FLP would have realized a gain
of $30,000 (a loss of $40,000 on
A, a gain of $10,000 on B, and a
gain of $60,000 on C), of which
Daughter’s share would have been
$15,000. The FLP’s gain on the
retained securities, A and C, would
have been $20,000, of which
Daughter’s share would have been
$10,000. The excess of Daughter’s
share of the overall gain over her
share of the gain in the retained
securities, then, is $5,000. Using
the formula above, the deemed cash
distribution to Daughter is the
FMV of the distributed securities
($210,000), less this excess of

11 Section 731(c)(1).

12 These latter two are defined in Sections 751(c)
and (d).

13 Section 731(a)(2).

14 Section 731(c)3)(A)().

15 Reg. 1.731-2(d)(1)(ii).

16 Section 731(c)(3)(C)(iii); Reg. 1.731-2(e)(2)(i).

17 Reg. 1.731-2(d)(1).
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$5,000. Thus, while Daughter is
receiving only a security back from
the FLP, she may be treated as hav-
ing received $205,000 in cash.

If Son were to receive security C
in a distribution, the “return to
sender” exception would prevent
the security from being treated as
a cash distribution triggering gain
recognition. Because this exception
does not apply to a successor-in-
interest, however, Daughter may
not enjoy the same benefit.

Section 737. To prevent the use of
a partnership as a vehicle through
which tax-free exchanges of prop-
erty with built-in gain could occur,
Section 737 requires recognition
by a distributee partner of the less-
er of (1) the Section 704(c) built-in
gain and (2) the excess of the dis-
tributed property’s value (other
than money) over the distributee’s
outside basis in the partnership
immediately before the distribu-
tion. In this calculation, the out-
side basis is reduced (but not below
zero) by any money received in the
distribution. Loss is not recognized,
and is instead generally applied to
the basis of the distributed prop-
erty.1® This section does not apply
to distributions to a partner of
property contributed by that same
partner?® {(another “return to
sender” exception), but the Code
and regulations are again silent
on whether this exception can be
claimed by a contributing partner’s
successor-in-interest.

The general rule of Section 737,
however, does apply to a partner’s
assignee. Thus, if Father contributes
appreciated real estate to an FLP
and then transfers his FLP inter-

18 Sections 723 and 732(a)(1).

19 Reg. 1.737-2(d)(1).

20 Reg. 1.731-1(c)(2)(iii).

21 Section 737(a).

22 Section 737(b)(1).

23 Reg. 1.731-2(g)(1
(

).
24 Reg. 1.704-4(d)(2).

est to Daughter, Father’s built-in
gain in the real estate will be rec-
ognized by Daughter if she receives
a distribution of closely held busi-
ness interests from the FLP,20 pro-
vided this gain is less than the excess
of the distributed property’s value
over Daughter’s basis in the FLP.21

Similar to Section 704(c)(1)(B),
the gain under Section 737 can be
avoided if the FLP property is
returned to the contributing part-
ner, or if the FLP waits seven years
after contribution to make the dis-
tribution.22 Without the aid of a
“return to sender” exception for
transferees of partnership interests,
however, the first escape hatch may
not be available if the FLP interests
have changed hands from the par-
ents to the children.

pariner interesis

in the FL?, no
control is lost over
management of the
assets by tiie
FLP-to-tru:
tr_ansaaeifm_s‘

Sorting and summary of tax traps.
If a distribution of property trig-
gers application of more than one
of the preceding three Code sec-
tions, the regulations provide that
Section 701 (c)(1)(B) is applied first,
then Section 731(c), and finally Sec-
tion 737.23

Application of Section 704(c){(1)(B)
requires that a contributor of part-
nership property recognize built-
in gain or loss if that property is dis-
tributed to another partner within
seven years of contribution. This
section contains a “return to sender”
exception that also extends to a part-
ner’s assignee,24

Application of Section 731(c),
secondly, requires recognition of
gain to the extent the deemed dis-

tribution of marketable securities
(treated as cash) exceeds the dis-
tributee’s outside basis in the part-
nership immediately before the dis-
tribution. The contributing partner
enjoys a “return to sender” excep-
tion, but no provision exists for this
exception to be claimed by the part-
ner’s assignee.

Lastly, application of Section
737 causes a contributing partner
to recognize built-in gain (but not
loss) from contributed property if
the contributing partner receives a
non-cash asset other than the con-
tributed property within seven
years of contribution. The “return
to sender” exception of Section 737
is not specifically extended to an
assignee.

The application of these rules to
a given FLP may or may not cre-
ate consequences the family will
want to avoid. In the forced gain
recognition situation where assets
are distributed in-kind, the lack
of liquidity to pay the necessary tax
could be problematic. Selling the
assets to either distribute the lig-
uid proceeds or to have funds with
which to pay taxes will also sub-
stantially eliminate the tax and non-
tax benefits the family hoped to
realize by employing the FLP.

Alternatives to
terminating the FLP

Some (or all) of the objectives the
family had when setting up the FL.P
may remain relevant. A focus on
the family’s current objectives can
reveal potential solutions to the cur-
rent problems. In many situations,
both generations of the family want
to achieve the following:

* Maintain creditor protection.

® Maintain central management
of the assets.

* Enjoy flexibility in giving (or
not giving) control to the
children.
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¢ Keep the assets out of every-
one’s taxable estate.

¢ Have a way to get the assets
back to the parents.

* Reduce the tax reporting
burden.

¢ Reduce the impact on the
children’s finances.

In many situations, all of these
objectives can be achieved through
a properly designed irrevocable trust.
In fact, the trust can enhance or
exceed the benefits of the FLP.
Although the partners in an FLP may
generally benefit from state law
charging order protection,? the story
is different in the case of bankrupt-
cy. Federal law, not state law, deter-
mines the rights of the bankruptcy
trustee. This “super creditor” can
exercise greater rights than a normal
creditor, including rights the debtor-
limited partner does not have, such
as reviewing the books and records
of the FLP where the partnership
agreement prohibits this. A wholly
discretionary trust with spendthrift
protection can offer superior pro-
tection to an FLP in this regard.

Moving an FLP into a trust

Numerous options are available to
families that would like to achieve
the objectives listed above without
the hassles that accompany their FLP.

e Children could make annual
exclusion gifts of their inter-
ests back to the parents, who
then use those interests to
fund a trust for the children.
This can take a long time,
however, and might require
annual appraisals. In the
meantime, the problems of
the FLP remain.

¢ Children could sell their inter-
ests to the parents for a prom-
issory note, with the parents
then funding a trust for the
children with those interests.
Although quicker than annual
re-gifting, this would trigger

recognition of built-in gain,
and the family may not have
the liquidity to purchase the
interests or want the children
to have the cash just yet. His-
torically low AFRs, however,
might increase the economic
feasibility of this strategy.

¢ Children might sell their inter-
ests for a note to Section 678
“inheritor’s trusts” established
by the parents. This would
eliminate the need to recognize
gain, but ownership of the FLP
would still not be consolidat-
ed, and the multiple tax return
and Schedule K-1 issues
remain, Lack of liquidity may
also defeat this option.

e Children might take advantage
of their historically large
applicable exclusion to gift
back their entire FLP interest
to the parents, all at once.2s
The parents could later trans-
fer the now-consolidated FLP
interests to a trust for the chil-
dren through gift or sale (or
both). One of the parents
alone might be the recipient of
the gifts, which would allow
the other parent to be a benefi-
ciary of the trust, similar to a
lifetime credit-shelter trust or
spousal-access trust.

For each of these options, great
care should be taken to avoid appli-
cation of the “step transaction” doc-
trine and self-settled trust problems.

The last option may be the best
solution for many families who are
dissatisfied with their FLP but who
wish to retain many of the benefits.
The end result of this course of
action will be that the interests in
the FLP are consolidated in one
trust for the family (reducing the
impact on the children’s tax returns
and finances), creditor-protected
to a greater degree than before, and
outside everyone’s taxable estate.
A beneficial interest in the non-set-

tlor parent or a properly drafted
special power of appointment, held
perhaps by a trust protector, can
provide a vehicle to return prop-
erty to the parents and preserve
flexibility for the future (absent
prior agreement to this effect to
avoid application of Sections 2036
through 2038).

The tax traps that are inherent
in this solution merit further exam-
ination.

Step-transaction doctrine. This judi-
cial doctrine seeks to collapse sev-
eral discrete steps into a single trans-
action for tax purposes. Applied
to the FLP-to-trust solution, this
doctrine could recast the separate
transfer of FLP interests from the
children to parents and then the cre-
ation and funding of a trust by the
parents for the children as a single
transaction for tax purposes in
which the children in essence form
a trust for themselves, funding it
with their FLP interests. This treat-
ment creates self-settled trust prob-
lems, of course, particularly if the
trust is formed in a jurisdiction that
cither does not recognize self-set-
tled trusts or that imposes require-
ments on such trusts that are not
satisfied by the trust holding the FLP
interests. At a minimum, the risks
raised include creditor exposure and
estate inclusion.

These results can be avoided if
the step-transaction doctrine does
not apply. The doctrine has his-
torically been invoked by any of
three different tests:

1. The “end result test.”2?
2. The “interdependence test.”2s

25 Many states do not limit a creditor’s recourse
to a charging order and also provide that fore-
closure of the FLP interest is a possible rem-
edy.

26 |f some children are still minors, see Restate-
ment (Third) of Property (Wills & Donative
Transfers) § 8.2 for important considerations.

27 Kornfeld, 137 F.3d 1231, 81 AFTR2d 98-907
(CA-10, 1998).

28 Agsociated Wholesale Grocers, Inc., 927 F.2d
1517, 67 AFTR2d 91-837 (CA-10, 1991),
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3. The “binding commitment
test.”29

An analysis of each of these three
tests is beyond the scope of this arti-
cle, and may be inapposite given
the three most recent tax cases that
have examined this doctrine.? The
cases of Holman,3t Gross,3 and
Lintonss seem to consolidate the
tests in FLP-like settings into a
question of whether the assets con-
tributed to the FLP were held for
a period sufficient to subject the
assets to a real risk of change in
economic value before the FLP
interests were transferred.

Applying this question, the doc-
trine was held not to apply when
marketable securities of a single
company (Dell stock, in this case)
were held by an FLP for only six
days before the FLP interests were
transferred at a discount to trusts
for the settlors’ children.? The doc-
trine likewise did not apply when
a portfolio of marketable securities
was held in an FLP for 11 days
before the FLP interests were gift-
ed to children.ss

Furthermore, the doctrine did
not apply when real estate and an
assignment of rights to cash and
securities were transferred to an
FLP, and nine days later interests in
the FLP were transferred to trusts
for the settlors’ children.ss The
Ninth Circuit in Linton held that
the waiting period of nine days
between the funding of the FLP and
the transfer of FLP interests to trusts

29 Gordon, 391 U.S. 83, 21 AFTR2d 1329 (1968).

30 For additional discussion, see Vogelsang,
“Step-Transaction Doctrine Compliance,"” 150
fr. & Est. 26 (December 2011).

Holman, 130 TC 170 (2008), aff'd 601 F.3d
763, 105 AFTR2d 2010-1802 (CA-8, 2010).

32 Gross, TCM 2008-221.

33 |inton, 630 F.3d 1211, 107 AFTR2d 2011-565
(CA-9, 2011).

34 Holman, supra note 31.

35 Gross, supra note 32.

36 Linton, supra note 33.

37 |d,

38 /g,

39 Gross, supra note 32.
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was sufficient to subject the FLP’s
assets to some risk of changed eco-
nomic valuation, which risk made
the funding and the gifting trans-
actions distinct for tax purposes.s

While receiving FLP interests
from children is not identical to cre-
ating an FLP and funding it with
one’s own assets, the same analy-
sis regarding application of the
step-transaction doctrine should
apply. Thus, although no specific
time tables exist regarding how
long one must wait between receiv-
ing FLP interests and later funding
a trust with those interests for the
benefit of the previous holder of
the interests, if the interests are held
long enough to subject them to a
“real economic risk of a change in

valuation of the [FLP’s] assets,”38
the step-transaction doctrine would
not apply. Of course, the time that
would be sufficient would vary
depending on the type of asset held
by the FLP, as different asset class-
es are subject to differing levels of
volatility depending on the atten-
dant circumstances.?®

Other estate inclusion issues. If
only one parent is the gift recipient
of the children’s FLP interests, that
parent might include the other par-
ent as a beneficiary of the trust that
is later funded with the consoli-
dated FLP interests. This will give
the settlor-parent at least indirect
enjoyment of the trust assets.
Should the settlor-parent opt for
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this design feature, careful consid-
eration should be given in the draft-
ing and administration of the trust
to avoid discharging the settlor’s
legal obligation to support the ben-
eficiary-spouse. Reg. 20.2036-1(b)(2)
provides that estate inclusion will
result for the settlor to the extent that
“the use, possession, right to the
income, or other enjoyment [of the
trust property| is to be applied
toward the discharge of a legal obli-
gation of the [settlor] ... which
includes the legal obligation to sup-
port a dependent [including a spouse]
during the [settlor’s] lifetime.”

Another method of preserving the
possibility that trust (and FLP) assets
could be used to benefit the parents
is to include in the trust a limited or
special power of appointment, exer-
cisable perhaps by an independent
non-beneficiary, of which one or
more of the parents are permissi-
ble appointees. While very power-
ful, this tool could also be construed
as a retained right that would cause
estate inclusion under Section 2036,
2037, or 2038 if a prior arrange-
ment were found to exist between
the parents and the holder of the
special power of appointment that
assets would be made available at
the request of the parents.4

As with the step-transaction doc-
trine, however, the risk of applica-
tion of these doctrines is not
absolute. There are many ways to
employ a special power of appoint-
ment and aveid estate inclusion, and
more attention is given to exploring
these parameters elsewhere.st

Finding a fit for the family

Assuming the FLP-to-trust trans-
actions can be structured in such
a way as to eliminate or at least
reduce to tolerable levels the above-
mentioned risks, will the children
want to cooperate? There are rea-
sons for and against. On the one
hand, the tax reporting and finan-
cial burden is lessened for the chil-

dren, while their inheritance can be
preserved and even enhanced as
beneficiaries of a trust. On the other
hand, the children’s interest may
be less concrete or defined in the
trust, and they may fear using their
lifetime gift exclusion without
knowing what need they may have
of it in the future.

Many of these concerns can be
addressed in the plan design and
drafting. The FLP’s partnership
agreement may have given the chil-
dren a vested and enforceable right
to periodic distributions. Although
wholly discretionary distribution
standards in the trust will create the
greatest protection from outside
threats (creditors and predators) and
estate inclusion for the beneficiar-
ies, these same provisions may rep-
resent a significant decrease from
the beneficiaries’ previous rights
to distributions from what they
enjoyed in the FLP. If, after carefully
weighing the creditor protection
risks of such a provision, the chil-
dren still wanted a similar surety
of distributions from the trust, more
definite rights to distributions could
be included in countless ways.

If the children held only limit-
ed partner interests in the FLP, no
control is lost over management of
the assets by the FLP-to-trust trans-
actions. If either generation deems
it desirable to have control in the
hands of the younger generation,
the trust could, for example, con-
vert or create management rights
that could be held by some or all
of the children.

Even the loss of the children’s
applicable exclusion (through a
gift-back to the parents of their FLP
interests) has solutions. This exclu-
sion will not be needed, if at all,
until a child passes away. If the loss
of the exclusion is a real concern,
life insurance owned by the trust
on the life of the beneficiaries will
provide liquidity on the occurrence
of the same event that triggers the

need for it. Moreover, a host of
other planning techniques can be
implemented in the meantime to
reduce a child’s taxable estate.

Conclusion
Increased administrative hassles in
operating an FLP often coincide
with a decrease (perceived or real)
in the benefits the family expect-
ed to derive from the arrangement,
The family may consider that the
solution to their problems is to
unwind the FLP and move on with-
out it. While this is a viable solu-
tion in some circumstances, the tax
and nontax consequences of get-
ting out of an FLP can defeat the
benefits of doing so. In these situ-
ations, the consolidation of FLP
interests back in the hands of the
parents, and a later creation of a
trust for the benefit of the FLP’s
partners, may provide the best over-
all result by preserving the advan-
tages of the FLP and reducing or
eliminating the disadvantages.
Not all families have the same
concerns and objectives, and FLPs
vary in their design and asset mix;
as a result, no one solution fits all
families. With the applicable exclu-
sion amount apparently here to stay
at a historic high of over $5 miilion
(subject, of course, to almost cer-
tain future tinkering by Congress),
families who wish to retain the ben-
efits of their FLP while reducing the
administrative downsides may find
a solution through the use of a prop-
erly designed irrevocable trust,
funded by a member of the senior
generation with FLP interests
received through lifetime gifts from
the younger generation. &

40 See, e.g,, Estate of Paxton, 86 TC 785 (1986).

41 For a more detailed treatment of potential uses
of this power, see Bove, "Using the Power of
Appointment to Protect Assets—More Power
Than You Ever Imagined,” 36 ACTEC J. 333
(Falt 2010); McCullough, “Use 'Powers’ to
Build a Better Asset Protection Trust,” 38 ETPL
29 (January 2011); and Culp and Richardson,
“Lifetime Special Powers of Appointment Offer
Unique Planning Opportunities,” 33 ETPL
34 (October 20086).
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