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FLP-LIMITED PARTNERSHIPS V. LIMITED LIABILITY COMPANIES

A. What is a FLP?

1. Definition of a Partnership. A voluntary association of two or

more persons to carry on a business, as co-owners, for profit.

a. Association of Two or More Persons. Partnerships are

voluntary associations. All partners must agree to participate. A person cannot be forced
to be a partner or to accept another person as a partner.

b. Carrying on a Business. Mere co-ownership of property

(by joint tenancy, tenancy in common, tenancy by the entireties, joint property,
community property, or otherwise) does not itself establish a partnership. A business --
trade, occupation, or profession -- must be carried on.

C. Co-ownership of a Business. Co-ownership of a business is

essential. The most important factors in determining co-ownership are whether the
parties share the business' (i) profits and (ii) management responsibility.
d. Profit Motive. The organization must have a profit motive
(even though it does not actually have to make a profit).
I. See Holmes v. Lerner (1999) 74 Cal.App. 4th 442,

holding that an express agreement to divide profits is not a prerequisite to proving the

existence of a partnership.

2. Limited Partnerships. A limited partnership must have at least one

general partner (who manages the business and is liable for partnership debts) and one
limited partner (who invests capital but does not participate in management). There are

no restrictions on the number of general or limited partners allowed. Any person may



be a general or limited partner. A person may be both a general and a limited partner in

the same partnership.

a. Admission of New Partners. Once a limited partnership
has been formed:
I. New limited partners can be added only upon the
written consent of all partners unless the partnership agreement provides otherwise.
ii. New general partners can be admitted only with the
written consent of each partner. The partnership agreement cannot waive the right of
partners to approve the admission of new general partners.

b. Formation of Limited Partnerships. The creation of a

limited partnership is formal and requires public disclosure. The entity must comply with
the statutory requirements.

i. Certificate of Limited Partnership. Someone must

execute a certificate of limited partnership and file it with the Secretary of State. The
certificate must contain:

@) Name of the limited partnership;

(b) Address of the principal place of business,
and the name and address of the agent to receive service of legal process;

(c) Name and business address of each general
partner;

(d) The number of general partners' signatures
required for filing certificates of amendment, restatement, merger, dissolution,
continuation and cancellation; and

(e) Any other matters that the general partners
determine to include.

The limited partnership is formed when the certificate of limited partnership is
filed.

il. Defective Formation. Defective formation occurs

when (i) a certificate of limited partnership is not properly filed; (ii) there are defects in a
certificate that is filed; or (iii) some other statutory requirement for the creation of a

limited partnership is not met. If there is a substantial defect, persons who thought they



were limited partners can find themselves liable as general partners. Such persons who
erroneously but in good faith believe they have become limited partners can escape
liability as general partners by either:

@ Causing the appropriate certificate of limited
partnership (or certificate of amendment) to be filed; or

(b) Withdrawing from any future equity
participation in the enterprise and causing a certificate showing that withdrawal to be
filed.

Nevertheless, the "limited partners” remain liable to any third party who transacts
business with the enterprise before either certificate is filed if the third person believed in
good faith that the partner was a general partner at the time of the transaction.

iii. Limited Partnership Agreement. The partners of a

limited partnership must draft and execute a partnership agreement that sets forth the
rights and duties of the (general and limited) partners (including terms and conditions
regarding the operation and dissolution of the partnership).

@) Rights and Duties of Partners. The rights,

powers, duties and responsibilities of the partners in a limited partnership are specified in
the partnership agreement, CRLPA and the common law. The general partners of a
limited partnership have the same rights, duties and powers as partners in a general
partnership (1994 Act).

Limited partners can have virtually the same rights as general partners. They
have rights to inspect the partnership's books and records and to an accounting. They can
assign their partnership interests unless they have agreed otherwise.

(b) Voting Rights. It is good practice to

establish voting rights in the partnership agreement.

(©) Share of Profits and Losses. The partnership

agreement may specify how profits and losses are to be allocated among the partners. If
there is no such agreement, the profits and losses are shared on the basis of the values of
the partners' respective capital contributions. A limited partner is generally not liable for

losses beyond his or her agreed upon capital contribution.



(d) Other _Items/Issues. The partnership

agreement should address:

1) The partnership's name;

@) The names and addresses of the
partners;

(3) The partnership’s principal office;

4 The nature and scope of the
partnership business;

(5) The duration of the partnership;

(6) The capital contributions of each
partner;

(7) The salaries, if any, to be paid to the
partners;

(8) The rights and duties of the partners
regarding the management of the partnership;

9) Limitations, if any, on the authority
of partners to bind the partnership;

(10)  Provisions for the admission and
withdrawal/disassociation of partners, and the terms, conditions, and notices required for
withdrawal; and

(11) Provisions for continuing the
partnership upon the withdrawal of a partner, death of a partner, other disassociation of a
partner, or dissolution of the partnership.

3. Liability of General and Limited Partners. The general partners

have unlimited liability for the debts and obligations of the limited partnership.
Generally, limited partners are liable only for the debts and obligations of the
partnership up to their agreed upon capital contributions.

a. Limited Partners and Management. As a "trade"-off for

limited liability, limited partners must give up their right to participate in management. A

limited partner is liable as a general partner if his or her participation in the control of the



business is substantially the same as that of a general partner (though the limited partner
is liable only to persons who reasonably believed him or her to be a general partner).
4, How is a FLP Formed?

a. A partnership agreement is entered into:
I. Individual and trust (Appendix);
ii. Individual and corporation;

iil. Husband and wife;

v, Etc.
b. Assets are placed into the partnership (the partnership is
capitalized).
C. (Limited) FLP interests are gifted to beneficiaries/partners.

B. Whatisan LLC?
1. General Characteristics. An LLC is a statutory hybrid that is a

cross between a corporation and a partnership. LLCs generally provide limited liability
to their members (like a corporation) and, at the same time, offer the advantages of one
level of tax (like a partnership) without the restrictions placed on S corporations.

a. Formation. LLCs are generally formed upon filing of the
Articles of Organization ("Articles™).

b. Operation. The internal affairs of the LLC are governed by
its Articles, its operating agreement and the applicable state LLC Act — many states have
adopted the Revised Uniform Limited Liability Act. The operating agreement looks
much like a limited partnership agreement except that the "partners” are referred to as
"members" and, in lieu of general partners, the LLC has "managers.” Unlike the general
partner of a limited partnership, the manager need not own an interest in the LLC. An
LLC can be either "member managed,” where all of the members are involved in
management decisions, or "manager managed,” where management responsibilities are
delegated to fewer than all of the members.

2. Members and LLC Interests.
a. Nature of Interest in LLC. While an LLC interest is

generally considered intangible personal property, a member is limited to the interest

itself and has no direct ownership interest in specific LLC assets.



b. Admission of Members. As to the members, admission is

generally set out shortly after the time of organization, and thereafter additional persons
become members as provided in the Company’s operating agreement. If the Articles or
operating agreement do not so provide, the unanimous vote of members may be required.
Upon an assignment, while the assignee may be entitled to member's share of the profits
and losses of the LLC and the right to receive distributions; it does not necessarily
include any right to participate in management.

C. Dissociation or Resignation. In many states, a member

may not be stopped from dissociation. While the operating agreement may provide for
the conditions upon which member may resign or withdraw, the member may dissociate
notwithstanding. That action, however, may adversely affect the member's interest.

d. Rights of Creditors. A member has no direct ownership

interest in the assets of an LLC that may be reached by his, her or its creditors. However,
a member's creditors may reach his, her or its interest in the LLC. A judgment creditor of
a member may apply to the court to charge the interest of a member or assignee with
payment of the unsatisfied amount of the judgment with interest. To the extent so
charged, the judgment creditor has only the rights of an assignee of the interest.

e. Dissolution. An LLC is dissolved and its affairs are to be
wound up as specified in the Articles or operating agreement or generally upon a majority
in interest of members, unless greater percentage of voting interests specified in Articles
or operating agreement. But, on application by or for a manager or member, a court may
decree dissolution of an LLC if it is not reasonably practicable to carry on the business in

conformity with the Articles or operating agreement.

C. Quick Comparison of Features

1. Flow-Thru Tax. LLCs may be classified as partnerships for

federal income tax purposes.
a. Advantage: None.

2. Limited Liability. The principal advantage of an LLC is the

limitation on liability. In the case of a FLP, at least one partner (which may be a

corporation or an LLC) must have unlimited personal liability. Further, the limited



partners may become liable for the debts of the partnership if they take part in the
management of the business. These rules do not apply to participants in an LLC.
a. Advantage: LLC.
3. Accounting Methods. IRC Section 448(a) provides that C

corporations, partnerships with C corporations as partners, or tax shelters must use the
accrual method of accounting. The term "tax shelter" is defined as any enterprise other
than a C corporation if at any time interests in the enterprise have been offered for sale
in any offering required to be registered with any federal or state agency having
authority to regulate the offering of securities for sale. The Regulations provide that an
offering is required to be registered with a federal or state agency if, under federal or
state law, failure to file a notice of exemption from registration would result in a
violation of federal or state law.

In the case of a family LLC which is managed by all of its members, a securities
qualification or registration will not be required if all members are actively engaged in
the management. However, where an LLC is manager managed, it is necessary to file a
notice of exemption for securities law purposes. Therefore, it is likely that a manager
managed LLC would not be allowed to use the cash method of accounting. Similar
restrictions apply to FLPs.

a. Advantage: Member-managed LLCs.
4, Debt Allocation/Basis. Where debt is not guaranteed by a

member, it would seem that the LLC will be treated as having non-recourse debt under

the Regulations used to determine outside basis (the basis of a partner in his or her

partnership interest). (See Temporary Regulation Section 1.752-1T.) This would mean

that all of the members would be eligible to claim a share of the debt for purposes of

computing basis. Because all of the debt would be non-recourse, it would follow that
the LLC will have a higher amount of non-recourse deductions than a FLP.
a. Advantage: Unclear. (Who do you represent?)

5. Passive Losses/Material Participation. It appears that only one of

the special rules that apply to material participation by a limited partner for passive loss
limitation purposes would apply in determining whether a member of an LLC materially

participates in a passive activity. For example, under current Regulations, it would



appear that the member would have to participate in the activity for more than 500
hours, and would not be able to rely upon any of the other six methods for determining
material participation. See Temporary Regulation Section 1.469-5T(e)(1) and (2).

a. Advantage: FLP.

6. Uncertainty in the Law. The laws relating to LLCs in the various

states differ. For example, the Colorado LLC is treated as a partnership if the LLC
qualifies as a partnership for federal tax purposes. In Florida, the LLCs are treated as C
corporations for state tax purposes even if an LLC qualifies as a partnership for federal
tax purposes.

In many of the LLC statutes, the entity terminates/ dissolves on the death of a
member. The remaining members may continue the entity, but the damage may have
been done and the IRS may be able to argue that the decedent'’s interest must be valued as
a percentage of the underlying assets instead of using the discounted value of the
LLCl/entity.

a. Advantage: FLP.
7. Self-Employment Taxes. Self-employment tax is imposed on net

earnings from self-employment. There are some exceptions to the net earnings from
self-employment rule, namely, rental from real estate and the gain or loss from the sale
of a capital asset.

In PLR 9423018, the Service held that, when a member was actively engaged in
the professional business of an LLC, the member would not be treated as a limited
partner under Section 1402(a)(13). Similarly, Proposed Regulation Section 1.1402(a)-
(18) excludes from the ambit of this tax a member who is not a manager of a family LLC
which could have been formed as a limited partnership. (Note that the definition of
manager is any person who is vested with authority to make decisions. This appears
broader than simply looking at whether the person has been designated as a manager in
the Articles.)

In the case of an LLC, the test for self-employment tax is an all or nothing test. In
the case of partnerships, if a person owns general and limited partner interests, only the

earnings from the general partner interest are subject to this tax.



Under IRC Section 1402(a)(13), the income or loss of a limited partner other than
guaranteed payments under IRC Section 707(c), is not earnings from self-employment.
a. Advantage: FLP.
8. Estate Planning/Valuation. FLPs may have slight estate-planning

advantages over LLCs. Unless the members of an LLC provide otherwise in the

operating agreement, each member has the right to withdraw from the LLC and become

the holder of an economic interest. (Corp. Code § 17252.) A limited partner does not

have the statutory right to withdraw from a FLP. (Corp. Code § 15663.) If an LLC

member has the right to withdraw and receive fair value for his or her interest, the

minority discount that applies when valuing limited partnership interests may not apply
when valuing interests in an LLC. (See IRC § 2704(b).)

a. Advantage: FLP?
NOTE: The statutory provisions governing withdrawals in both LLCs and FLPs
may be varied by agreement among the members/partners.
9. IRC Section 2704(b). Another technical estate tax advantage FLPs

have over LLCs is contained in IRC 82704(b), which provides that a liquidation
provision will be ignored where it is more restrictive than the limitations contained
under "generally applicable” state law. This provision can be used by the IRS when
determining the estate tax for a deceased general partner or LLC member.

If the IRS is successful in asserting that the partnership or LLC is dissolved on
partner or member's death, the discount associated with the interest in the FLP or LLC
could be substantially reduced. Consequently, in structuring family entities, measures
should be taken to ensure the entity will continue after the death of a family member.

Under California law, a limited partnership will not dissolve when a general
partner dies if there is another general partner in existence. While an LLC will not be
dissolved upon a member's death, it can be dissolved by a vote of members holding a
majority of the membership interests Since the FLP is more difficult to dissolve upon the
death of a family member, as contrasted to an LLC, a FLP provides a greater likelihood
of preserving any/all applicable valuation discounts, and avoiding the impact of IRC §
2704(b), in cases where one person owns a majority interest.

a. Advantage: FLP.
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	I. CURRENT REAL WORLD OVERVIEW.
	1. Flow-Through Entity.  One feature is that a conveyance of property generally occurs through a legal entity that has “flow-through” features, i.e., the legal entity is essentially not separately taxed on its income for federal/state taxes).
	2. Conveyance.  Another is that there is some type of permanent conveyance, whether partial or complete, of some interest, whether a present or future interest, in income/principal from one generation to a younger generation.
	3. Asset Protection.  A third is that the legal entity, itself, provides some form of asset protection, either with respect to the assets held or to protect one generation from follies of the other generation.

	II. FLPs FOR BUSINESS AND ESTATE SURVIVAL.
	A. FLP as Business Succession Tool
	1. Business Succession Concerns.
	2. Business/Investment Purpose.  Another question is whether there are valid reasons to form a FLP.  For many states, it is no longer required that a FLP be limited to enterprises that have a business purpose.  In those states, a FLP may exist for inv...
	3. Sale of FLP Interest vs Direct Sale.  In certain cases, such as with investment property, there may be the option to make a direct transfer, then have interests contributed into a FLP, rather than to transfer interests in the FLP.  The reason for a...
	4. Buy-Sell Agreements.  The transition from one generation to the next generation may be provided by way of buy-sell agreements to the extent that the same provisions might apply to two unrelated persons.
	5. Valuation/Payment Strategies
	a. Valuation.

	6. Senior Level Cash Flow Concerns.

	B. FLP as Estate Reduction Tool
	1. Gift/Sale Options.  For both moderate and larger estates, the transfer of property from one generation to the next involves options as to whether the transfer is by gift or by sale.  The decision whether to transfer by gift or sale involves a matri...
	a. Use of Gifting.  The benefit of making a gift involves the degree of simplicity.  Where a senior generation has done very little planning, and an estate has grown sufficiently large to result in estate taxes, gifting has the benefit of allowing a s...
	i. Gift/Estate Taxes.  Greater shelter for appreciating property by fixing unified credit use at a lower value than a transfer at death;
	ii. Estate/Income Tax Trade-of.  If property is expected to be sold, not retained, shortly after the gift, the resulting income taxes, due to the absence of a step-up may be a distinct disadvantage.  In fact, the higher income taxes may outweigh estat...
	iii. Income Taxes.  The effect of a gift of a FLP may transfer with the property, profits to lower tax bracket family members.

	b. Use of Installment Sales.  As a general rule, for those planning early, an installment sale has benefits insofar as the senior generation may not be comfortable with parting with cash flow.  The use of an installment sale in connection with the tra...
	i. Cash Flow Protection.  An installment sale postpones paying tax on a portion of the taxable gain from the FLP sold, wherein the cash flow may be set, after tax, to roughly match the prior income tax flow over the period of sale.
	ii. Partial Inflation Hedge.  To the extent that over the term of the sale, a greater portion will be capital gain, having a lower tax rate, rather than interest income, the net after-tax cash flow will modestly increase over time; this provides a par...
	iii. Step-Up – Depreciation/Interest Deductions.  The purchasing family members may qualify for both deductions on the payments, to the extent of interest, and depreciation which reduces the net effective cost of the purchase.
	iv. Estate Tax Benefits.  For larger estates, an installment sale may be superior to other types of estate “freezes” insofar where a potentially appreciating asset is substituted for a promissory note.  In fact, the promissory note, even with arm’s le...
	(a) Self-Cancelling Installment Notes.  In some cases, it may make sense to set up the promissory note as a “self-cancelling installment note (SCIN).  The benefit of a SCIN is that the promissory note will be excluded from the estate for estate tax pu...


	c. Combined Gift/Sale.  With respect to an installment sale, often where the sale is 100% financed, younger generation does not have sufficient equity such that the payments can cover the debt to the senior generation.   In fact, as to the purchased p...

	Example 5 – Combined Sale/Gift.
	Assume the same facts, but Able and Betty need to retain a fixed amount of cash flow.  In this event, the strategy may be a combination; to have a part-gift in one part, and in other part, to have a partial sale.
	Whenever a sale occurs, it is important to see if the proposal is viable – namely are the children as buyers able to make payments on the purchase price if paid under an installment sale – either from cash flow or out-of-pocket.  This means that a cas...
	Whatever cannot be purchased may have to be gifted.  Accordingly, the gift amount is essentially the balance.  It is the smallest amount needed do that the entire interest may be transferred.  For example, with apartment communities, would not be unex...
	2. “Freeze Partnership”.  Another strategy is the use of “freezes” to value.  While this concept is analogous to preferred stock issuances, where preferred stock is callable and therefore “fixed” as to value, similar arrangements may be made through p...
	3. Protecting Section 6166.
	a. Overview.
	b. Benefits of IRC §6166.
	i. If an estate qualifies under IRC §6166, liability for payment of the estate tax attributable to the closely held business interest can be spread out over up to 15 years. Payment terms can be selected by the estate within the maximums allowed.
	ii. The maximum deferral allows annual interest-only payments due on each anniversary of the date the estate tax return was due to be filed. Fully amortized principal and interest payments begin on the 5th anniversary of the due date of that return an...
	iii.

	c. Statutory Requirements of IRC §6166.  Generally speaking, for an estate to avail itself of IRC §6166, the following 2 requirements must be met:
	i. The decedent was, as of the date of his death, a citizen or resident of the United States; and
	ii. The decedent’s estate includes an interest in a closely held business the estate tax value of which exceeds 35% of the decedent’s “adjusted gross estate” – by deducting from the gross estate only those items permitted under §§2053 and 2054, namely...
	(a) Example:  Assume a decedent dies in 2015 with an estate valued at $14.5 million, comprised of (i) $500,000 cash that will be used to pay debts and expenses of the estate, (ii) $8 million of additional cash and marketable securities that will pass ...


	d. Closely Held Business Defined.  A FLP interest may qualify for Section 6166 if it is treated a closely held business.  An interest in a closely held business is defined in §6166(b) as any of the following:
	i. An interest as a proprietor in a trade or business carried on as a proprietorship;
	ii. An interest as a partner in a partnership carrying on a trade or business, if:
	(a) 20% or more of the total capital interest in such partnership is included in determining the gross estate of the decedent, or
	(b) such partnership had 45 or fewer partners; or

	iii. Stock in a corporation carrying on a trade or business if:
	(a) 20% or more in value of the voting stock of such corporation is included in determining the gross estate of the decedent, or
	(b) such corporation had 45 or fewer shareholders.


	e. Exclusion of Passive Assets.  IRC §6166(b)(9) excludes “passive assets” from the estate tax value of an interest in a closely held business used in determining whether the estate qualifies for estate tax deferral and when determining the portion of...
	i. The IRS has provided that to qualify for §6166 deferral, the business must consist of a manufacturing, mercantile, or a service enterprise rather than the mere management of passive assets.
	ii. The IRS has scrutinized whether a decedent’s real estate holding will be considered a closely held business for purposes of §6166.  If the holdings are considered mere passive investments, they will not be considered a closely held business.  If, ...
	(a) Whether an office was maintained from which the activities of the decedent, partnership, LLC, or corporation were conducted or coordinated, and whether the decedent (or agents and employees of the decedent, partnership, LLC, or corporation) mainta...
	(b) The extent to which the decedent (or agents and employees of the decedent, partnership, LLC, or corporation);
	(1) was actively involved in finding new tenants and negotiating and executing leases;
	(2) provided landscaping, grounds care, or other services beyond the mere furnishing of leased premises;
	(3) personally made, arranged for, performed, or supervised repairs and maintenance to the property (whether or not performed by independent contractors), including without limitation painting, carpentry, and plumbing; and
	(4) handled tenant repair requests and complaints.





	C. Advanced Planning
	1. GRAT/FLP Combination.
	2. Charitable Planning. Another strategy is the use of interests in a family limited partnership for charitable giving.  Where there is a bona fide charitable intent, a FLP may be structured to provide for a charity to have an interest.  For example, ...
	3. Life Insurance Planning.


	III. TAX CUT and JOBS IMPACT AND RELATED CONSIDERATIONS
	A. Section 199A – Qualified Business Income Deduction.
	1. Overview.  From January 1, 2018 through December 31, 2025, excluding certain specified services trade or businesses, trades or businesses may qualified individual, trust and estate owners to receive up to a twenty percent (20%) deduction with respe...
	2. Application.  The use of family limited partnerships do not in and of themselves prevent an activity from qualifying for the twenty percent (20%) deduction for QBIA.  In fact, where a transaction involves a sale to which a step-up in basis occurs, ...

	B. Use of Corporate Entities – 21 Percent Corporate Rate
	1. Overview.  From January 1, 2018 through December 31, 2025, the Federal corporate income tax rate has been changed to a flat rate of 21 percent, rather than a graduated rate, which may include a 35% rate.  This reduction seemingly makes the use of c...
	2. Application.  While determinable on a case-by-case basis, corporations do not appear to be a better planning option overall in lieu of FLP entities.

	C.  Other Developments.
	1. Proposed Section 2704(b) Regulations (Withdrawn). Shortly into the 2018-year, the Treasury issued proposed regulations which might have adversely affected planning with use of FLPs.  However, these controversial regulations were withdrawn shortly a...


	IV. FLP–LIMITED PARTNERSHIPS V. LIMITED LIABILITY COMPANIES
	A. What is a FLP?
	1. Definition of a Partnership.  A voluntary association of two or more persons to carry on a business, as co-owners, for profit.
	a. Association of Two or More Persons.  Partnerships are voluntary associations.  All partners must agree to participate.  A person cannot be forced to be a partner or to accept another person as a partner.
	b. Carrying on a Business.  Mere co-ownership of property (by joint tenancy, tenancy in common, tenancy by the entireties, joint property, community property, or otherwise) does not itself establish a partnership.  A business -- trade, occupation, or ...
	c. Co-ownership of a Business.  Co-ownership of a business is essential.  The most important factors in determining co-ownership are whether the parties share the business' (i) profits and (ii) management responsibility.
	d. Profit Motive.  The organization must have a profit motive (even though it does not actually have to make a profit).
	i. See Holmes v. Lerner (1999) 74 Cal.App. 4th 442, holding that an express agreement to divide profits is not a prerequisite to proving the existence of a partnership.


	2. Limited Partnerships.  A limited partnership must have at least one general partner (who manages the business and is liable for partnership debts) and one limited partner (who invests capital but does not participate in management).  There are no r...
	a. Admission of New Partners.  Once a limited partnership has been formed:
	i. New limited partners can be added only upon the written consent of all partners unless the partnership agreement provides otherwise.
	ii. New general partners can be admitted only with the written consent of each partner.  The partnership agreement cannot waive the right of partners to approve the admission of new general partners.

	b. Formation of Limited Partnerships.  The creation of a limited partnership is formal and requires public disclosure.  The entity must comply with the statutory requirements.
	i. Certificate of Limited Partnership.  Someone must execute a certificate of limited partnership and file it with the Secretary of State.  The certificate must contain:
	(a) Name of the limited partnership;
	(b) Address of the principal place of business, and the name and address of the agent to receive service of legal process;
	(c) Name and business address of each general partner;
	(d) The number of general partners' signatures required for filing certificates of amendment, restatement, merger, dissolution, continuation and cancellation; and
	(e) Any other matters that the general partners determine to include.

	ii. Defective Formation.  Defective formation occurs when (i) a certificate of limited partnership is not properly filed; (ii) there are defects in a certificate that is filed; or (iii) some other statutory requirement for the creation of a limited pa...
	(a) Causing the appropriate certificate of limited partnership (or certificate of amendment) to be filed; or
	(b) Withdrawing from any future equity participation in the enterprise and causing a certificate showing that withdrawal to be filed.

	iii. Limited Partnership Agreement.  The partners of a limited partnership must draft and execute a partnership agreement that sets forth the rights and duties of the (general and limited) partners (including terms and conditions regarding the operati...
	(a) Rights and Duties of Partners.  The rights, powers, duties and responsibilities of the partners in a limited partnership are specified in the partnership agreement, CRLPA and the common law.  The general partners of a limited partnership have the ...
	(b) Voting Rights.  It is good practice to establish voting rights in the partnership agreement.
	(c) Share of Profits and Losses.  The partnership agreement may specify how profits and losses are to be allocated among the partners.  If there is no such agreement, the profits and losses are shared on the basis of the values of the partners' respec...
	(d) Other Items/Issues.  The partnership agreement should address:
	(1) The partnership's name;
	(2) The names and addresses of the partners;
	(3) The partnership's principal office;
	(4) The nature and scope of the partnership business;
	(5) The duration of the partnership;
	(6) The capital contributions of each partner;
	(7) The salaries, if any, to be paid to the partners;
	(8) The rights and duties of the partners regarding the management of the partnership;
	(9) Limitations, if any, on the authority of partners to bind the partnership;
	(10) Provisions for the admission and withdrawal/disassociation of partners, and the terms, conditions, and notices required for withdrawal; and
	(11) Provisions for continuing the partnership upon the withdrawal of a partner, death of a partner, other disassociation of a partner, or dissolution of the partnership.




	3. Liability of General and Limited Partners.  The general partners have unlimited liability for the debts and obligations of the limited partnership.  Generally, limited partners are liable only for the debts and obligations of the partnership up to ...
	a. Limited Partners and Management.  As a "trade"-off for limited liability, limited partners must give up their right to participate in management.  A limited partner is liable as a general partner if his or her participation in the control of the bu...

	4. How is a FLP Formed?
	a. A partnership agreement is entered into:
	i. Individual and trust (Appendix);
	ii. Individual and corporation;
	iii. Husband and wife;
	iv. Etc.

	b. Assets are placed into the partnership (the partnership is capitalized).
	c. (Limited) FLP interests are gifted to beneficiaries/partners.


	B. What is an LLC?
	1. General Characteristics.  An LLC is a statutory hybrid that is a cross between a corporation and a partnership.  LLCs generally provide limited liability to their members (like a corporation) and, at the same time, offer the advantages of one level...
	a. Formation.  LLCs are generally formed upon filing of the Articles of Organization ("Articles").
	b. Operation.  The internal affairs of the LLC are governed by its Articles, its operating agreement and the applicable state LLC Act – many states have adopted the Revised Uniform Limited Liability Act.  The operating agreement looks much like a limi...

	2. Members and LLC Interests.
	a. Nature of Interest in LLC.  While an LLC interest is generally considered intangible personal property, a member is limited to the interest itself and has no direct ownership interest in specific LLC assets.
	b. Admission of Members.  As to the members, admission is generally set out shortly after the time of organization, and thereafter additional persons become members as provided in the Company’s operating agreement.  If the Articles or operating agreem...
	c. Dissociation or Resignation.  In many states, a member may not be stopped from dissociation.  While the operating agreement may provide for the conditions upon which member may resign or withdraw, the member may dissociate notwithstanding.  That ac...
	d. Rights of Creditors.  A member has no direct ownership interest in the assets of an LLC that may be reached by his, her or its creditors.  However, a member's creditors may reach his, her or its interest in the LLC.  A judgment creditor of a member...
	e. Dissolution.  An LLC is dissolved and its affairs are to be wound up as specified in the Articles or operating agreement or generally upon a majority in interest of members, unless greater percentage of voting interests specified in Articles or ope...


	C. Quick Comparison of Features
	1. Flow-Thru Tax.  LLCs may be classified as partnerships for federal income tax purposes.
	a. Advantage:  None.

	2. Limited Liability.  The principal advantage of an LLC is the limitation on liability.  In the case of a FLP, at least one partner (which may be a corporation or an LLC) must have unlimited personal liability.  Further, the limited partners may beco...
	a. Advantage:  LLC.

	3. Accounting Methods.  IRC Section 448(a) provides that C corporations, partnerships with C corporations as partners, or tax shelters must use the accrual method of accounting.  The term "tax shelter" is defined as any enterprise other than a C corpo...
	a. Advantage:  Member-managed LLCs.

	4. Debt Allocation/Basis.  Where debt is not guaranteed by a member, it would seem that the LLC will be treated as having non-recourse debt under the Regulations used to determine outside basis (the basis of a partner in his or her partnership interes...
	a. Advantage:  Unclear.  (Who do you represent?)

	5. Passive Losses/Material Participation.  It appears that only one of the special rules that apply to material participation by a limited partner for passive loss limitation purposes would apply in determining whether a member of an LLC materially pa...
	a. Advantage:  FLP.

	6. Uncertainty in the Law.  The laws relating to LLCs in the various states differ.  For example, the Colorado LLC is treated as a partnership if the LLC qualifies as a partnership for federal tax purposes.  In Florida, the LLCs are treated as C corpo...
	a. Advantage:  FLP.

	7. Self-Employment Taxes.  Self-employment tax is imposed on net earnings from self-employment.  There are some exceptions to the net earnings from self-employment rule, namely, rental from real estate and the gain or loss from the sale of a capital a...
	a. Advantage:  FLP.

	8. Estate Planning/Valuation.  FLPs may have slight estate-planning advantages over LLCs.  Unless the members of an LLC provide otherwise in the operating agreement, each member has the right to withdraw from the LLC and become the holder of an econom...
	a. Advantage:  FLP?

	9. IRC Section 2704(b).  Another technical estate tax advantage FLPs have over LLCs is contained in IRC §2704(b), which provides that a liquidation provision will be ignored where it is more restrictive than the limitations contained under "generally ...
	a. Advantage:  FLP.



	V. TAX ISSUES WITH FLPS.
	A. Income Tax Reporting.
	1. Overview.  FLPs and LLCs that do not elect out of partnership reporting generally follow same reporting as other partnerships for federal income tax purposes, including filing a partnership return, federal form 1065 each year.  Partnership items ar...
	a. Recognition of gain on an installment sale to a related person at the time of a subsequent transfer within two years of the original sale (Section 453(e));
	b. Recasting capital gains and ordinary income on sales between related persons (Section 1239)

	2. Sale to Related Persons.  Where an interest in a FLP is sold, the question arises whether the involvement of related parties will have an adverse tax consequence.  There are several provisions to be aware of under the Code.  First, under Section 45...

	B. Tax Challenges.
	1. Step Transaction
	a. Holman, Jr. v. Commissioner, 130 T.C 170 (2008).
	b. Gross v. Commissioner, T.C. Memo 2008-21.
	c. Linton v. United States, 638 F. Supp 1277 (2009).
	d. Heckerman v. United States, 104 AFTR 2d 2009-5551.
	e. Pierre v. Commissioner, 133 T.C. 24 (2009).
	f. Pierre v. Commissioner, T.C. Memo 2010-106.
	g. Bigelow v. Com’r., No. 05-75957, 2007 U.S. App. LEXIS 22030 (9th Cir. Sept. 14, 2007), aff’g, T.C. Memo. 2005-65).
	h. Estate of Rector v. Com’r (2007) 2007 TC Memo 2007-367.
	i. Mirowski v. Com’r. (February 27, 2008) TC Memo 2008-74.
	j. Future of the Step Transaction Doctrine in Estate Planning.

	2. Annual Exclusion Gifts
	a. Price v. Commissioner, T.C. Memo 2010-2.
	b. Fisher v. U.S., 105 AFTR 2d 2010-1347.

	3. Section 2703
	a. Holman Jr. v, Commissioner 601 F. 3d 763 (8th Cir, 2010).
	i. Dissenting Opinion.  In the dissenting opinion, the Eight Circuit considered that the partnership was formed to:
	ii. Majority.  The majority believed that the question of whether the agreement was entered into for bona fide business reasons and not as a testamentary substitute is a question of fact.  The majority focused on the focus of the Tax Court as to Mr. H...
	iii. Compare Section 2036.  Section 2036 provides an exception for a bona fide sale for full and adequate consideration.  In Estate of Schutt v, Commissioner, T.C. Memo 2005-126, the transfer of publicly traded stock was found to have a legitimate bus...

	b. Fisher v. U.S., 106 AFTR 2d 2010-6144

	4. Other Case Decisions.
	a. General Partnerships – The Shepherd Decision.
	b. Limited Partnerships – The Strangi Decision.
	c. LLCs – the Hackl Decision.  Hackl v. Com’r, (2002) 118 TC. No. 14, affd (Seventh Cir.  2003) _______ U.S.T.C. ______.


	C. RESTATEMENT OF IRS POSITION – IRS Audit Technique Guide - FLPs
	1. Partnership—Audit Technique Guide—Chapter 11—Family Partnerships (12-2002).
	a. Introduction.  In the 2002, the IRS updated its audit guide, confirming the current suspicion by the IRS as to the use of FLPs.  While involving a bit of a misstatement, the IRS states that the original focus of FLPs was to split income among famil...
	i. Issue A:  Income Shifting Using Family Partnerships.  On the income tax side, the IRS identifies in its audit guide IRC section 704(e).  While Section 704(e) was enacted specifically to family partnerships, the IRS audit guide endeavors to discredi...

	The IRS does correctly identify, however, that, Subsection (e)(1) provides that if any “person” acquires an interest in a partnership from any other “person” by purchase or gift, and if capital is a material income producing factor, then the person w...
	(a) Capital Is Not a Material Income-Producing Factor.  In its audit guide, the IRS goes on to explain that partnership income arises from services, capital or both.  If capital is not a material income producing factor, and a partner performs no serv...
	(b) Capital Is a Material Income Producing Factor.  The IRS further identifies that a determination of whether the interest was acquired by purchase or gift must first be made.  If the partner is a family member, the purchase from another family membe...
	(1) Donor retains direct control: This can be achieved through restrictions on distributions, rights to sell or liquidate, or retention of control over the assets of the business and retention of management powers inconsistent with normal (arm’s lengt...
	(2) Donor retains indirect control: The donor may control a separate entity that manages the partnership.  The management entity may place restrictions that limit the ownership interest of the donee.
	(3) Donee does not participate in the control and management of the business, including major policy decisions.  The degree of participation may indicate whether the donor has actually transferred an interest to the donee.
	(4) Partnership distributions actually are not actually made to the donee.  If they are, the donee does not have full use or enjoyment of the proceeds.
	(5) The partnership conducts its business in the manner expected of a partnership.  For example, it has a separate bank account, follows local law for business operations and treats the donee in the same way any other partner would be treated.
	(6) Other facts and circumstances may indicate the donor has retained substantial ownership of the interest transferred.



	UIssue B:  Family Partnerships and Transfer TaxesU.  IRS audit guidelines indicate a greater concern as to compliance with estate and gift taxes imposed on the transfer of property at death or the gifting during lifetime by a decedent or donor, respec...
	Fred Donor operates a successful retail sporting goods store worth $1,000,000.  He has made all the money he needs and wants to pass the business to his two children and minimize the transfer taxes.  He transfers the business to an LLC and begins maki...
	The gifts are discounted for lack of marketability and control.  Lack of marketability applies to securities which are not publicly traded. A minority interest has a lower fair market value since it has no control over management or distributions.
	b. Examination Techniques.  To address concerns, the IRS identifies examination techniques.  For example, where the partnership is engaged in an active business, auditors are asked to examine of family members are compensated for services they perform...
	c. Issue Identification.   On the income tax side, the IRS auditor is expected to consider the following:
	i. Does the partnership contain the word “Family” in the name?  Do the Schedules K-1 indicate a family relationship, such as same last names, trusts or same addresses?
	ii. How long has the partnership been in existence?  Was it formed by the transfer of an existing business?
	iii. Is the partnership engaged in a trade or business, or is it an investment partnership?  Is capital a material income-producing factor?
	iv. Does the return or partnership agreement show the recent addition of a related partner or an increase in capital of a younger family member?  Does the Schedules K-1 indicate a transfer of capital from one family member to another?
	v. Are there disproportionate allocations of income to family members?  Are those providing services to the partnership adequately compensated?

	d. Documents to Request.
	i. Partnership Agreements including any amendments.
	ii. Copies of any gift tax returns filed with respect to the transfer of any partnership interest or capital.
	iii. Calculations regarding any disproportionate income allocations

	e. Interview Questions.
	i. Are any of the partners related by blood or marriage?
	ii. Were any interests in the partnership acquired by gift?
	iii. Were any interests acquired by purchase from a family member?
	iv. How are income allocations calculated?

	f. Supporting Law.
	g. Resources.
	h. Treas. Reg. section 1.704-1(e)(1) and (2).


	D. Family Limited Partnerships - Appeals Settlement Guidelines.
	1. Overview.
	a. Whether the fair market value of transfers of family limited partnership or corporation interests, by death or gift, is properly discounted from the pro rata value of the underlying assets;
	b. Whether the fair market value at date of death of Code section 2036 or 2038 transfers should be included in the gross estate;
	c. Whether there is an indirect gift of the underlying assets, rather than the family limited partnership interests, where the transfers of assets to the family limited partnership (funding) occurred either before, at the same time, or after the gifts...
	d. Whether an accuracy-related penalty under section 6662 is applicable to any portion of the deficiency.

	2. Valuation/Discounts.
	3. Section 2036.
	4. Gift on Formation.
	5. Penalties.

	E. FLP Eratta.
	1. Self-Employment Tax and LLCs.
	a. Regulations Remain Uncertain.
	i. Has personal liability (as defined in Section 301.7701-3(b)(2)(ii)) for the debts or claims of the partnership by reason of being a partner;
	ii. Has authority (under the law of the jurisdiction in which the partnership is formed) to contract on behalf of the partnership; or
	iii. Participates in the partnership's trade or business for more than 500 hours during the partnership's taxable year.

	b. Norwood v. Commissioner.
	c. Observations.  As to whether certain members of an LLC qualify under the limited partner exception, the Norwood decision is consistent with the policy of the 1997 proposed regulations to the extent that a state law authority to contract is sufficie...

	2. FLPs for Personal Residences.


	VI. CONCLUSION.
	1. Properly Selected Funding.  A FLP or LLC should not be funded with a parent’s personal residence or substantially all personal property.  The parent should have substantial assets outside of the FLP and they should be adequate to provide for support.
	2. Non-Tax Purpose.   There should be a substantial non-tax purpose for the formation of the FLP and LLC.  The facts should verify that purpose.  Purposes that are legitimate, but must be proven that the FLP or LLC made a difference (and the absence w...
	a. A pooling of funds to obtain better opportunities – there must be a better opportunity and other family members must contribute their own money in substantial amounts;
	b. A transition in management – there must in fact be a transition of management.

	3. No Excess Distributions.  Once formed, distributions from partnership must be normal and ordinary, e.g., proportionate to the member’s capital accounts.
	4. Some Transfer of Control.  The other family members, as limited partners or LLC members must have some, albeit limited, rights of control.  This would include the right to remove the general partner, the right to appoint additional general partners...
	5. Distributions Are Made or Expected.  Limited partners, if not entitled to a substantial “minimum distribution” should in fact have in the partnership agreement a “standard” that creates a fiduciary obligation for the general partner to make distrib...
	6. Partnership Agreement Signed First!  The partnership agreement should be signed prior to funding.
	7. FLP/LLC In Fact Created.  The FLP or LLC should be treated as legally existing prior to any transfer of realty.  This is more than merely filing a Certificate of Limited Partnership and signing of a limited partnership agreement.  A FLP must have a...
	8. Funding Promptly Occurs. The FLP should be quickly funded – except for reasonable delay.
	9. No Expectation of Imminent Death.  It is better if the original owner is not expected to die shortly.
	10. The Partnership Should Conduct Affairs Independently.  A FLP need not keep minutes of meetings of the general or limited partners, but it should act as an independent organization.  That means compliance with any local statutes, maintaining its ow...




