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A twist on the family limited partnership arrangement can provide the estate tax benefit of freezing asset values while retaining
lifetime control of the assets.

*79  Continued uncertainty about the federal estate tax makes many taxpayers (and their tax advisors) hesitant to update their
estate plans until there is future tax legislation. About the only thing certain is that the federal estate tax will remain in place
in some form or fashion.

Over the years, family limited partnerships (FLPs) have come under attack by the IRS. Once the estate tax strategy of choice,

FLPs are less in vogue since the unfavorable Strangi 1  decision in 2003. Numerous articles have been written about FLPs that

outline the various tax issues and the corresponding tax cases. 2  As a result, and in order to leverage the transfer value, zeroed-out
grantor retained annuity trusts (GRATs) and sales to intentionally defective grantor trusts (IDGTs) have become more popular.

While GRATs and IDGTs are both effective estate tax strategies, they may not always be superior to preferred family limited
partnerships (PFLPs). Yet, few tax advisors are working with or recommending PFLPs.

Overview

A PFLP is a statutory entity; it is specifically provided for in Section 2701. The concept of Section 2701 is fairly simple. It
provides for the creation of equity interests in a corporation or partnership (although a limited liability company (LLC) or a
limited liability partnership (LLP) can be used interchangeably) with:

1 A preferred interest paying a fixed and certain rate of return.

2 A common interest that participates in all income, growth, and appreciation above and beyond the preferred return.

PLANNING TIP

The frozen (i.e., preferred) partner interest has more similarities to a debt instrument than a partnership interest; however, it is not
treated as debt. If the preferred partner's interest is treated as debt instead of as a partnership interest, gain will be recognized as
if the contributed assets were sold and a debt obligation received in return. In advance rulings, the IRS will not rule that a person
is a partner unless the person has a right to at least 1% of each item of partnership income, gain, loss, deduction, and credit.
(See Rev. Proc. 89-12, 1989-1 CB 798.) Therefore, commentators suggest that a partner whose preferred interest is cumulative
should be given at least a 1% regular partnership interest to ensure that he or she is actually treated as a partner. (See A. Kel
Long, III, ‘Use of Preferred Partnership Interests in Lieu of FLPs,‘ presentation made to the Atlanta Tax Forum on 1/23/06.)
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For simplification, the examples in this article do not reflect any profits interest beyond the fixed preferred returns. When
preparing an actual partnership agreement, it may be necessary for a preferred partner to receive a profits or common interest
in addition to the fixed return provided by the preferred interest.

Section 2701 applies when the common interest is transferred to (or for the benefit of) a member of the transferor's family and

the transferor retains the preferred interest. 3  For this purpose, a family member includes any lineal descendant of any parent

of the transferor or the transferor's spouse. 4

In creating a PFLP, the value of the preferred interest is essentially ‘frozen‘ at the preferred capital rate of return. While it is
a partnership interest, the preferred interest really functions more like a bond. ‘Freezing‘ the value of the preferred interest is
a significant estate tax benefit, as this allows any appreciation to inure to the holders of the common interests free of estate
or gift tax.

*80  Section 2701 requires that the valuation of the common interests be derived under the ‘subtraction method‘ whereby the
value of such interest equals the value of the entire partnership less any value attributable to the preferred interest. A preferred

interest will always be valued at zero unless there is a right to receive a qualified payment. 5  A qualified payment means any

cumulative dividend payable on a periodic basis at a fixed rate. 6

A valuation by a qualified appraiser is required to set the preferred capital rate of return. This payout rate should be comparable
to the return available on other instruments with a comparable level of risk. For example, Bonds Online Group's Preferred

Online Index of Preferred Stocks 7  was 8.57% on 5/11/09. Although the preferred rate necessary to achieve the desired value
on the preferred interest is usually higher than the applicable federal rate (AFR), which is used for an IDGT, and the Section
7520 rate, which is used for a GRAT, we believe the rate assigned to a preferred interest can be significantly lower than 8.57%.
This higher preferred rate can be a disadvantage; if a fair return is properly calculated, however, no gift tax is incurred on the
transfer of assets to the PFLP or the creation of the common interests, if properly structured.

Simplified example setting-up a PFLP

Mr. Williams and his two children agree to create a PFLP. Mr. Williams transfers rental real estate valued at $8 million into
the partnership. In exchange, Mr. Williams receives a preferred partnership interest with an 8% cumulative annual net cash
flow preference. Thus, Mr. Williams is entitled to receive an annual payout of $640,000 ($8,000,000 X 8%). His two children
contribute $1 million each of cash into the partnership in exchange for common units that are then transferred to GST trusts (or
perhaps sold to an IDGT trust on a discounted basis). As a result, there is no gift tax on formation, although the children would
use some or all of their gift and GST tax exemptions in this example.

In structuring a PFLP, the value of the common interest must be at least 10% of the total value of the partnership. 8  Practically
speaking, the greater the value of the common interest, the lower the risk to the preferred partner. This, in turn, can have the

effect of reducing the preferred return that is paid by the partnership. 9

As can be seen in the above example, a PFLP can be especially attractive if Mr. Williams has already used his current lifetime
gift exemption of $1 million. In this instance, a PFLP may be much more attractive than an IDGT in order to avoid paying gift
tax on formation. It may also be more attractive than a GRAT in allowing the children to leverage their generation-skipping

transfer tax planning, since a GST exemption may not be allocated to a GRAT until the end of the GRAT's term. 10

Mr. Williams might also want to consider selling his preferred interest for a promissory note, taking advantage of the interest
rate arbitrage between the preferred rate and the current AFR. This could create excess funds, which could then be used to
fund life insurance premiums.
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A PFLP could also be beneficial when a family has already implemented other strategies  *81  and now would like to leverage
the assets held in trusts, partnerships, or outright by younger family members. By combining these family assets, additional
value may be transferred to younger generations. This is especially true in light of current market and business valuations.
In the example above, it may be possible to have a preferred rate of 5%-7% (perhaps lower), depending on the structure of
the preferred interest units.

Structure of the preferred interest units

As provided in Rev. Rul. 83-120, yield, dividend coverage, and liquidation preference will be the main considerations in
determining the value of the preferred interest units. In order to reduce the preferred rate of return (or increase the preferred
rate as the case may be), the following items should be considered in drafting the partnership agreement:
• Common unit coverage. As discussed above, a minimum 90%/10% ratio will be necessary; however, in order to reduce the
preferred rate, additional common investments could be made. Conversely, the lower common investment may produce more
significant discounts on any transfer of the common units because of the additional risk of a thinly capitalized partnership. This
might be more important in the overall planning than reducing the preferred rate.
• In-kind distributions. The preferred rate may be lowered by granting the general partner the ability to make in-kind distributions
to the preferred holder. By allowing additional sources for the payout of the preferred amounts, the preferred holder will have
improved coverage.
• Right of withdrawal. The preferred partner could be granted the ability to withdraw from the partnership by providing written
notice. Again, this right lowers the risk of the investment and, therefore, the preferred rate.
• Interest on unpaid preferred return. Although this may be counterproductive to estate planning, requiring interest on the
accrued but unpaid preferred return may decrease the necessary preferred rate.
• Term. Perhaps a shorter-term partnership agreement could lower the risk and, as a result, the market rate.
• Prepayments/redemptions. The general partner could be granted the authority to prepay the preferred amounts and pay the
preferred capital before making distributions to the common units.
• Control features. By granting the preferred partner additional control, the risk of the investment can be lowered and, therefore,
reduce the necessary preferred rate.
*82  In structuring the preferred interest, it is also important to consider the implications of the qualified payment right being

considered a guaranteed payment under Section 707(c). From an income tax (and, potentially, self-employment tax) standpoint,
it is generally undesirable for the payment to be treated as a guaranteed payment, because it may be considered a portfolio
deduction subject to alternative minimum tax and the 2% limitation on adjusted gross income rather than an allocation of income.

Income and estate tax planning

*83  With a PFLP, the income of the partnership will flow through and be taxed to the various partners. Control can be
maintained through ownership of the general partner interests. In circumstances where the growth of the partnership consists
primarily of taxable income and not appreciation, the combination of a PFLP and an IDGT to hold the common interests can
result in several benefits:
1 ‘Freezing‘ the taxable estate through the issuance of the preferred interests.
2 Further reducing the taxable estate since the IDGT is taxed as a grantor trust allowing the preferred interest holders to pay

the tax liability on behalf of the holders of the common units. 11

As with the formation of any partnership, a practitioner will need to consider the investment company rules, especially if

appreciated securities are involved. 12

The estate tax benefits of a PFLP are obviously enhanced whenever the investment returns of the partnership, including any
appreciation, exceed the preferred capital rate of return which must be paid out to the holders of the preferred interests. Unlike
a GRAT which mandates that the annual annuity must be paid timely, the payments to the holders of the preferred interests can

be extended for a four-year period beginning on the due date. 13  Practically, this provides five years in which to make the actual
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payment to the holders of the preferred interests. This is a significant advantage over a GRAT. It provides cash-flow flexibility,
and it allows a further compounding of any investment returns within the partnership to exceed the preferred capital rate payout.
Furthermore, monies can be used by the PFLP to purchase life insurance (or, in some larger cases, private placement life
insurance) to further enhance the value of the partnership assets for generational planning purposes while avoiding gift tax
issues common with irrevocable life insurance trusts. In this case, if the life insurance is owned by the preferred family limited
partnership on the life of the parent, then on the death of the parent, the life insurance proceeds effectively mature to benefit

the children since only the ‘frozen‘ value of the preferred interest is included in the parent's taxable estate. 14

Expanding on the above example of Mr. Williams and his two children, Exhibit 1 illustrates the financial benefits of a PFLP
assuming that the preferred payout is deferred for four years to maximize the compounding. If the PFLP generates a 10%
overall return and pays out a 8% preferred return, the children's initial capital contribution of $2 million in the GST trusts would
be valued at $36,267,176 after 20 years, less the cumulative preferred dividend payable of $2,560,000 ($640,000 X 4 years)
that is still owed to Mr. Williams, assuming no life insurance is in place. These returns can be enhanced significantly if life
insurance is used.

Exhibit 1. Financial benefits of a PFLP, assuming the preferred payout is deferred for four years

Assumptions:
Rate of return (taxable income) on partnership assets 10%
Preferred return to Class A preferred partner 8%
Initial capitalization $10,000,000
Value and liquidation right of Class A preferred interest $8,000,000
Annual payment to Class A preferred partner $640,000

(A) (B) (C) * (D) (E)
Year Partnership asset

value
Growth Less preferred

payment
Less value of

preferred interest
Value of common

units at year-
end(A) + (B) - (C)

- (D)
1 $10,000,000$1,000,000 $0 $8,000,000 $3,000,000
2 $11,000,000$1,100,000 $0 $8,000,000 $4,100,000
3 $12,100,000$1,210,000 $0 $8,000,000 $5,310,000
4 $13,310,000$1,331,000 $0 $8,000,000 $6,641,000
5 $14,641,000$1,464,100 $640,000 $8,000,000 $7,465,100
6 $15,465,100$1,546,510 $640,000 $8,000,000 $8,371,610
7 $16,371,610$1,637,161 $640,000 $8,000,000 $9,368,771
8 $17,368,771$1,736,877 $640,000 $8,000,000 $10,465,648
9 $18,465,648$1,846,565 $640,000 $8,000,000 $11,672,213
10 $19,672,213$1,967,221 $640,000 $8,000,000 $12,999,434
11 $20,999,434$2,099,943 $640,000 $8,000,000 $14,459,378
12 $22,459,378$2,245,938 $640,000 $8,000,000 $16,065,316
13 $24,065,316$2,406,532 $640,000 $8,000,000 $17,831,848
14 $25,831,848$2,583,185 $640,000 $8,000,000 $19,775,033
15 $27,775,033$2,777,503 $640,000 $8,000,000 $21,912,536
16 $29,912,536$2,991,254 $640,000 $8,000,000 $24,263,790
17 $32,263,790$3,226,379 $640,000 $8,000,000 $26,850,169
18 $34,850,169$3,485,017 $640,000 $8,000,000 $29,695,186
19 $37,695,186$3,769,519 $640,000 $8,000,000 $32,824,705
20 $40,824,705$4,082,471 $640,000 $8,000,000 $36,267,176
* The preferred
payout is deferred
for four years
in this example
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to maximize the
compounding.

Downside protection

With a PFLP, the partnership can be liquidated if the underlying assets do not appreciate as *84  anticipated. Also, on the
death of a preferred partner, the estate will receive the benefits of a ‘step-up‘ in tax basis in the partnership's assets if a Section
754 election is made.

Alternative strategies

Exhibit 2 compares the benefits of a PFLP to a GRAT and an IDGT.

Exhibit 2. Comparing various estate tax strategies

PFLPs GRATs IDGTs
IRS statutory safe harbor Yes Yes No
Gift on formation Maybe, depending on

the value of the preferred
interests

Yes (1) Yes, for the amount that
the trust is “seeded”

Tax rate
used@@Preferred capital
rate

Section 7520 AFR

Gift tax issues No, with proper valuation,
however, consider
disclosing on Form 709
and/or making a qualified
payment election

Yes, disclosure on on
Form 709

Yes, disclosure on Form
709 to the extent of
“seeding” the trust

Tax treatment Partnership Grantor trust Grantor trust
Mortality risk No Yes Yes (2)
GST exemption Yes No Yes
Asset value frozen Yes No (3) No (3) No (3)
“Step-up” at death Yes No (unless grantor

predeceases term)
No

(1) Unless structured as a
zeroed-out GRAT.
(2) Mortality risk is
present until the note is
actually repaid.
(3) Value is not -frozen-
once the principal is paid
from the GRAT or the
note is paid from the
IDGT. With the GRAT,
the grantor must also
survive the term of the
trust.

Conclusion

The many advantages of a PFLP include the following:
1 Potential income tax savings.
2 The estate value is ‘frozen‘ by the amount of the capital contribution plus the preferred payout.
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3 Wealthy taxpayers can maintain a level of control.
4 There is flexibility because the preferred interests can be sold or redeemed.
5 Cash flow can be enhanced by deferring the ‘dividend‘ payment for up to four years.
6 There is a level of asset protection.
7 The common units can be sold or transferred at discounted values.
There are also disadvantages to using a PFLP. These include:
1 A certain level of complexity.
2 An investment is required for the common units, and these amounts bear additional risk.
3 There are cumulative cash-flow requirements.
4 There is a higher rate of ‘interest‘ than with a GRAT or an IDGT.
5 It may require the use of the children's gift and GST exemptions if seeking additional leverage from the structure.
The benefits of a PFLP can be quite significant, but this strategy is not for everyone. To form a PFLP properly, be sure to work
with a team that includes an experienced estate tax attorney and a knowledgeable CPA.
In creating a PFLP, the value of the preferred interest is essentially ‘frozen‘ at the preferred capital rate of return.
The preferred rate may be lowered by granting the general partner the ability to make in-kind distributions to the preferred
holder.
With a PFLP, the partnership can be liquidated if the underlying assets do not appreciate as anticipated.
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