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The poster child for estate planning strategies in the 1990’s and the early part of the new 
century has been the Family Limited Partnership, sometimes referred to as an “FLP”.  The 
benefits promised to those who created them were substantial gift and estate tax savings and 
asset protection, while retaining de facto control over the assets used to fund the partnership.  
FLP “kits” were heavily marketed and seminars abounded with their discussion.  But a funny 
thing happened on the way to the expected benefits—the IRS found an effective means to 
challenge FLPs.  Now everyone with an existing FLP must review it to determine if it is in 
danger of not standing up under the IRS lamp of scrutiny, and to the extent that an FLP is 
vulnerable, countermeasures must immediately be taken.  Further, anyone contemplating 
establishing a new FLP must carefully navigate the treacherous waters now set forth by the 
IRS and endorsed by the courts.   
 
The purpose of this article is to discuss a history of FLPs, to analyze the recent standards laid 
down by numerous courts and to suggest how to “correct” an endangered FLP or how to 
create one that will pass scrutiny.  This article is intended to serve as an overview.  It is 
imperative that competent advice be sought before any action, remedial or otherwise, is taken.  
Each situation must be separately analyzed and evaluated.  Also, where you live can make a 
difference since the rulings made by the courts are not uniform, and the court in your 
jurisdiction may have a slightly different approach to evaluating FLPs.  Lastly, the issues 
presented here are equally applicable to limited liability companies (“LLCs”) created for like 
purposes. 
 
A Short History of FLPs 
 
In 1993, the IRS, after several setbacks in the courts, ruled that it would permit a discount to 
be taken for a transfer of a minority interest in an entity even though the entire family of the 
donor controlled the enterprise.  This ruling opened the floodgates to the creation of FLPs as 
estate planning devices.  While FLPs have long been sanctioned as an income tax splitting 
strategy where capital (compared to services) is a material income-producing item, their use 
as an estate tax strategy was not fully developed before the ruling.  Once the ruling was 
published, taxpayers and their advisors quickly seized on the opportunities presented in the 
ruling.  The typical strategy was simple and straightforward.  An older taxpayer would create 
a partnership by transferring assets, usually personal assets such as a house and investment  
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assets such as marketable securities or even the majority interest in a closely-held entity to the 
partnership.  The taxpayer (and sometimes his/her spouse) would receive back both the 
general (managerial) and limited (non-managerial) interests in return.  He would then transfer 
a minority interest in the non-managerial units in the partnership to his respective children.  
For example, a taxpayer with 3 children would transfer $1 million in marketable securities to 
a partnership for 1 general partner unit and 99 limited partner units.  He would then transfer, 
at once or over time, 33 of the limited partner units to each child.  Instead of valuing the gift 
as a pro-rata portion of the marketable securities transferred to the partnership (approximately 
$333,000 for each child), the gift would be “discounted” usually between 35% and 50% 
because the units transferred were not “marketable” (even though the assets in the partnership 
were marketable) and the units transferred were a minority interest in the enterprise.  Thus, if 
a discount of 40% was applied, the gift was only about $200,000, and when applied to all 
three children, the parent/taxpayer was able to move $1 million of marketable securities out of 
his estate for a taxable gift of $600,000.  Since the family patriarch owned the one general 
interest, he continued to control the partnership and could receive substantial payments for 
“managing” the partnership.   
 
 
The Retained Interest Problem 
 
For years after the 1993 ruling, the IRS tried several arguments to counter the FLP, mostly 
without success.  Beginning in 2002, however, the IRS began to experience success by 
arguing that the “retained” interest by the family patriarch was really a means to control both 
the income from and benefits of the partnership.  Therefore, the full fair market value of the 
unit retained by the family patriarch at his death plus the full fair market value of the units 
given away should be included in the gross estate for estate tax purposes under an Internal 
Revenue Code provision that taxes such retained interests.  For example, if in the previous 
example the $1 million had grown to $5 million at the transferor/taxpayer’s death, the entire 
$5 million would be included in the transferor/taxpayer’s gross estate.  Thus the taxpayer’s 
gross estate for federal income tax purposes would include not only what the taxpayer owned 
at death but also the value of what he had given away (a credit would be given for any gift 
taxes paid on the prior transfers).  In making this determination, the courts have focused on 
whether: 
 

• the income from the FLP was necessary for the taxpayer’s existence; 
• the taxpayer controlled the arrangement either directly or indirectly as the general 

partner or through nominees; 
• significant non-tax business reasons existed for the arrangement.   
 

While it is always dangerous to make generalities, if either of the first two conditions exists 
and the third condition does not exist, the FLP is very vulnerable.  For example, in one case 
where the taxpayer contributed most of his wealth and retained most of the FLP’s income 
while no substantial business purpose existed for the FLP, the FLP was included in the 
taxpayer’s gross estate.  Further, in the same case, the taxpayer had transferred personal use 
assets such as his home to the FLP and continued to use the home. 
 
The third factor presents the most intriguing consideration because a significant non-tax 
business reason will overcome the presence of either or both of the first two factors. 
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