
 

 
The trusted source of actionable technical and marketplace knowledge for AALU members—the nation’s most 

advanced life insurance professionals. 

 

The AALU Washington Report is prepared by the AALU staff and Greenberg Traurig, one of the nation’s leading 

law firms in tax and wealth management. Click here to learn more about the Washington Report.  

 
This report has been prepared exclusively for  Albert Gibbons, AEG Financial Services 

 

WASHINGTON REPORT 13-10: Family Limited Partnerships and Life Insurance Planning Best 

Practices 

 

MARKET TREND:  Family limited partnerships and limited liability companies are often used for wealth 

management and estate planning and can facilitate effective and efficient life insurance planning, with proper 

formation and administration.  

 

SYNOPSIS:  Family limited partnerships or limited liability companies (collectively, “FLPs”) can serve as flexible 

planning alternatives to irrevocable life insurance trusts (“ILITs”) for purposes of life insurance planning.  Failures 

to adhere to the formalities of FLP implementation and management, however, increase a FLP’s susceptibility to 

tax penalties and the potential for inclusion of the FLP assets (including any life insurance proceeds) in the owner’s 

estate.  

 

TAKE AWAY: While FLPs that own life insurance do not fully protect the death benefits from estate tax exposure, 

they can still protect a significant portion of the policy proceeds while also offering flexibility in terms of structure 

and the ability to make later modifications to the partnership and partners.  FLP planning also can be combined 

with new or existing ILITs, with the gift or sale of FLP interests to an ILIT potentially providing a funding source 

for  insurance premiums (e.g., from FLP income distributions).  To achieve the desired planning goals, however, 

the creation and administration of FLPs must meet numerous requirements, including treatment of the FLP as a 

separate and distinct entity.  Individuals considering FLP planning, particularly if the FLP will hold life insurance, 

must work with experienced advisors who can assist with the FLP’s creation and its subsequent administration. 



PRIOR REPORTS: 2012-35; 2012-24; 10-1; 09-126; 09-63; 06-68; 05-110; 05-77 

 
 

FLPs,[1] long used in wealth transfer and estate planning, can offer a flexible life insurance planning alternative to 

the traditional ILIT, assuming individuals follow proper implementation and administrative procedures. 

 

BENEFITS OF FLP-OWNED LIFE INSURANCE 

 

In comparison with ILITs, FLPs may offer several advantages when it comes to life insurance ownership,[2] 

including:  

 

·      Flexibility:  Unlike ILITs, FLPs can be modified, restructured or liquidated.  Further, the FLP can redeem the 

interests of partners who wish to leave (or are no longer wanted).  Alternatively, a  majority of the interest holders 

(or as otherwise required by the FLP agreement) can agree to the dissolution of the partnership and an in-kind 

distribution of assets on a non-pro rata basis thereby allocating desired assets to “good” partners and other assets 

to “bad” partners.  If a new entity is desired, the FLP can sell a life insurance policy it owns (along with any other 

assets) to a new FLP without running afoul of the transfer for value rule under IRC §101 (assuming the insured is a 

partner of the new FLP).   

 

o   This flexibility allows families to adapt to changed or unexpected circumstances, for example, if a child transfers 

FLP interests to a non-family member or has a falling out with the family.  The parent can form a new FLP to 

purchase the insurance policy and other assets from the old FLP and simply exclude the unwanted partner, or 

agree to dissolve the FLP and select which assets should be distributed to the “problem” partner. 

 

§  Example:  Family FLP, owned by Dad and his two children, holds various investments, as well as life insurance 

on Dad.  After a significant disagreement, Child A decides to cut all ties with the family.  Dad and the other child, as 

majority interest holders, vote to terminate Family FLP.  After obtaining asset valuations, Dad and Child A receive 

portions of the non-policy investments, with the policy and remaining investments pasting to the remaining 

partner. 

 

o   Modification and terminations are generally more difficult when an ILIT in involved, since an independent 

trustee (particularly a corporate trustee) is unlikely to terminate an ILIT or make non-pro rata asset distributions, 

and a sale of trust assets or decanting to a new trust may expose a trustee to fiduciary liability and/or involve court 

proceedings (particularly if the new trust will exclude a beneficiary of the old trust).  

 

·      Premium Funding:  FLPs funded with both life insurance and income generating assets can use that income to 

pay policy premiums without the need to make annual gifts or provide withdrawal notices to beneficiaries (as 



typically required with an ILIT).  No gift or GST tax consequences should result from subsequent premiums 

payments if the FLP uses entity assets to pay premiums and the FLP maintains accurate capital accounts.  

 

·      Gift & GST Tax Exposure:  Generally, with an ILIT, an individual must either gift a life insurance policy to the 

trust or fund the trust with assets sufficient to acquire the policy.  With a FLP, however, if the insured exchanges 

the policy for FLP interests that represent “full and adequate consideration” for the policy, s/he has not made a gift 

for gift or GST tax purposes   In addition, a transfer of the policy for full and adequate consideration should avoid 

application of IRC §2035, which includes policy proceeds in the insured’s estate if the insured gifted the policy 

within three years of death.   

 

Note that, when using FLPs, particularly if they will hold life insurance, a review of the jurisdictional requirements 

for FLP formation and funding should be conducted prior to FLP implementation. Some states require a business 

purpose to form a valid FLP and do not view ownership of a life insurance policy or other purely passive 

investments as a qualifying purpose.  To form a FLP in such a state, other assets or purposes may be required. 

 

FLPs, LIFE INSURANCE, & ESTATE TAXES 

 

Unlike an ILIT, a FLP may not offer complete estate tax protection for life insurance proceeds.[3] A properly 

structured and operated FLP, however, can significantly minimize estate tax exposure to the insured, even if s/he 

owns FLP interests at death.  Only a fraction of the policy proceeds, based on the insured’s proportionate interest 

in the FLP, should be included in the insured’s estate, with the balance passing both income and estate tax free to 

the remaining partners. This exposure may be similar to that of a reimbursement right or note under a private split 

dollar arrangement or loan, if held by the insured at death.  Further, as the FLP founder divests himself/herself of 

interests in the FLP, either through gifts or sales of FLP interests to other partners, the portion of the proceeds 

included in his estate will correspondingly shrink. 

 

·      Example:  Assume Family FLP from above is not dissolved and Child A remains a partner.  Dad dies while 

holding a 5% LP interest, having transferred all other FLP interests to his children or trusts for their benefit.  The 

value of the underlying FLP assets, including payment of $5 million in life insurance proceeds, is $10 million.  

Assuming the FLP structure is respected by the IRS, the amount includible in Dad’s estate should not exceed 

$500,000 and will likely be less if valuation discounts apply for lack of marketability or control. 

 

To avoid inclusion of the entire death benefit in the insured’s estate, however, the insured, as a partner, should be 

prevented from exercising any “incidents of ownership” over the policies for purposes of IRC §2042.  Thus, the 

partnership agreement should relegate all policy powers and decisions to other partners and 

expressly prohibit the insured from participating in such decisions or taking any actions that 

may qualify as an incident of ownership in the policy.  Ideally, the insured also would hold only LP 

interests in the FLP. 



 

GIFTS OF FLP INTERESTS 

 

After creation of the FLP, a founder often will transfer FLP interests to his/her descendants through annual 

exclusion or larger gifts (which may use federal gift tax exemption).  Valuation discounts may apply to gifts of these 

fractional interests (i.e., for lack of marketability or control), which leverage the individual’s annual exclusion 

and/or gift tax exemption.  In order for gifts of FLP interests to qualify for the gift tax annual 

exclusion, the donee must receive a substantial present economic benefit in the FLP or the income 

from the FLP.  Generally this means the donee should be able to transfer the gifted interest (i.e., the donee’s 

ability to sell or transfer the received interests cannot be subject to substantial restrictions) or the interest must 

provide an ascertainable income stream.[4]  This rule applies equally to outright gifts to individuals and 

gifts of FLP interests to an ILIT. 

 

ILIT/FLP STRUCTURE 

 

FLPs also are useful when combined with a traditional ILIT. Where the ILIT is structured to own both life 

insurance and FLP interests, the income from the FLP interest can pay insurance premiums.  If the income is 

sufficient to cover the premiums, annual gifts to the ILIT (and the required withdrawal notices) are no longer 

required.  Note that partnership income received by the ILIT generally will be taxable to the ILIT.  However, if the 

ILIT is a “grantor trust” for federal income tax purposes, then the grantor will be taxed on such income – in effect 

allowing him or her to make additional gifts to the ILIT that are free of gift taxes and free of Crummey withdrawal 

notice requirements. 

 

IMPORTANCE OF PROPER FLP FORMATION AND ADMINISTRATION 

 

Over the last decade the IRS closely monitored FLPs and gifts of FLP interests, generally seeking to invalidate the 

FLP and/or the gifts of FLP interests and questioning the application of valuation discounts. IRS decisions on these 

issues have resulted in the inclusion of the FLP’s underlying assets or previously transferred FLP interests in the 

founding partner’s estate, generating additional estate taxes, interest and penalties for the taxpayer.  

In most cases where the IRS has prevailed, the parties failed to adhere to the formalities required to set up the FLP 

or failed to treat the FLP as an entity separate and distinct from the partners.  The bad facts of each case supported 

the IRS position that the FLP was lacked substance.  Unfortunately, the FLP creator’s death often triggered the IRS 

scrutiny of the FLP and the gifts, when it was far too late to take corrective action. 

Thus, treating the FLP as a separate and distinct entity and observing implementation and administrative 

formalities are critical for a FLP structure to comply with IRS oversight.  A summary checklist of some of the “dos 

and don’ts” in FLP formation is attached.   

 



TAKE AWAYS 

 

·      While FLPs that own life insurance do not fully protect the death benefits from estate tax, they can still protect 

a significant portion of the policy proceeds while also offering flexibility in terms of structure and the ability to 

make later modifications to the partnership and partners.  

 

·      FLP planning also can be combined with new or existing ILITs, with the gift or sale of FLP interests to an ILIT 

potentially offering the ILIT with a source of funds from which to pay insurance premiums (e.g., from FLP income 

distributions). 

 

·      To achieve the desired planning goals, the formation and administration of FLPs must meet numerous 

requirements, including treatment of the FLP as a separate and distinct entity.  

 

·      Individuals considering FLP planning, particularly if the FLP will hold life insurance, must work with 

experienced advisors who can assist with the FLP’s creation and its subsequent administration. 

  

SAMPLE CHECKLIST FOR FAMILY LIMITED PARTNERSHIPS:  BEST PRACTICES DOS & DON’TS  

 

Family limited partnerships and family limited liability companies (“LLCs”) are often incorporated into wealth 

transfer and estate plans, although the IRS continues to closely monitor their use.  As many successful IRS 

challenges resulted from “bad facts,” such as the failure to adhere to the formalities required to set up these entities 

or to maintain the entity as separate and apart from the partners, careful planning and observation of the 

formalities are critical to compliance with IRS oversight.  The following is a non-exhaustive list of best practices for 

creating and administering family partnerships and LLCs.* 

 

Family Limited Partnerships and LLCs (“FLPs”) – Best Practices Dos & Don’ts 

 

The DOs 

 

·      DO have a valid and substantial business purpose for forming the FLP.  The FLP will be disregarded 

if its only purpose is tax avoidance (for example, solely to reduce estate taxes). 

ü  Set out this purpose in the partnership agreement and use it as a guide in the administration of the FLP.    

 

·      DO properly execute and file all formation documents required by state law.  For example, 

certificates of limited partnership, certificates of formation, etc. 

 

·      DO have a formal partnership agreement signed by each partner.  If the FLP is initially formed by 

multiple family members, each member should have separate representation in negotiating the agreement.  



 

·      DO obtain a separate taxpayer identification number for the FLP.  This number (and not a partner’s 

Social Security Number) must be used to conduct the affairs of the FLP. 

 

·      DO properly fund the FLP.  Change the title to any assets contributed to the FLP (real property and other 

investments) into the name of the FLP on a timely basis.  

ü  Failure to change title to an asset could cause the asset to be excluded from the FLP (and included in a partner’s 

estate if the partner is the contributor). 

 

·      DO check whether there are specific funding requirements for the FLP.  Some states require a 

business purpose to form a valid FLP and do not view ownership of passive investments or life insurance as a 

qualifying purpose. Other assets or purposes may be required to form the FLP. 

 

·      DO ensure partners’ FLP interests are proportionate to the value of their contributions.   The 

partners should obtain an appraisal/valuation report to support the allocation of the share each partner receives in 

the FLP.  

 

·      DO ensure that only the general partner or designated officers/employees have authority to act 

on behalf of the FLP.  The general partner should be actively involved in the management of the FLP – if the 

FLP creator/founder is not the general partner, then he or she should not be involved in FLP management.  

 

·      DO make distributions of FLP income to partners proportionate to their FLP interests.  

Contributions to capital (i.e., capital calls) by the partners also should be proportionate to each partner’s interest in 

the FLP. 

 

·      DO set up a separate bank account for the FLP.  The FLP must use that account to receive deposits for 

the FLP, to pay FLP expenses, and to make distributions to the partners. 

ü  Only the general partner or designated FLP officers/employees should have the ability to access the FLP account. 

 

·      DO use FLP stationary to conduct FLP business.  The FLP also should have its own email account for 

purposes of conducting FLP business. 

 

·      DO hold regular meetings of the partners and retain meeting minutes.  Meetings should be held at 

least annually, and partners should be kept generally informed of FLP matters. 

 

·      DO keep the activities of the FLP separated from the personal lives of the partners. 

 

·      DO maintain proper books and records. 



·      DO timely file partnership income tax returns and issue K-1s to the partners. 

 

·      DO timely submit state annual disclosures as appropriate. 

 

 

The DON’TS 

 

·      DON’T comingle FLP assets with those of any partner or other person.  Partners should not be 

allowed to transfer personal use assets to the FLP (e.g., jewelry, primary residence, personal automobiles, etc.), and 

FLP assets should not be held in partner’s personal accounts. 

 

·      DON’T allow a partner to transfer all or almost all of his or her assets to the FLP.  Each partner 

should retain sufficient assets outside of the FLP to maintain his or her standard of living for his/her anticipated 

lifetime.  

ü  The IRS may disregard the FLP if a partner is dependent on FLP income or distributions for support. 

 

·      DON’T allow partners to have personal use of FLP assets. Assets contributed to the partnership should 

no longer be listed on the contributing partner’s personal credit applications, nor listed as collateral for personal 

obligations. 

ü  Further, any use of FLP real property should be pursuant to a formal lease between the partner and the FLP and 

should be for fair market value. 

 

·      DON’T allow the FLP to pay personal expenses of partners or allow partners to personally pay 

FLP expenses.  The FLP should not make disproportionate distributions to any partner to cover personal 

expenses. 

 

ü  The FLP also should not pay a partner’s estate taxes or estate administration expenses on a partner’s death, 

although the FLP could loan funds to the partner’s estate for these purposes with appropriate documentation and 

interest. 

 

·      DON’T make gifts of FLP interest immediately after creation of the FLP.  Although some cases have 

upheld gifts made within a relatively short time of FLP creation (e.g., just over a week) ideally, a significant period 

of time will pass between the formation and gifts. 

 

·      DON’T allow an insured partner to have incidents of ownership over a policy held by the FLP.  If 

the insured owns a majority of the limited partner interests, to avoid the implication that the insured has incidents 

of ownership over the policy, s/he also should relinquish the right to replace or remove the general partner.  

 



*Disclaimer:  This information is intended solely for information and education and is not intended for use as legal or tax advice.  Reference 

herein to any specific tax or other planning strategy, process, product or service does not constitute promotion, endorsement or 

recommendation. This information cannot be used by any taxpayer for the purpose of avoiding penalties that may be imposed on such 

taxpayer.  Persons should consult with their own legal or tax advisors for specific legal or tax advice. 

 

Note that references to partnership specific terms are generally interchangeable with those applicable to limited liability companies (e.g., 

partners / members, partnership agreement / operating agreement, etc.). 
 

For more information about the topic discussed in this Washington Report, please contact Albert 

Gibbons at algibbons@algibbons.com 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington 

Report as distributed or as re-circulated by our members, please be advised of the following: 

 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT BE 

USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY 

THE INTERNAL REVENUE SERVICE. 

 

In the event that this Washington Report is also considered to be a “marketed opinion” within the 

meaning of the IRS guidance, then, as required by the IRS, please be further advised of the 

following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR MARKETING OF 

THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON 

THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT 

TAX ADVISOR. 

 
 

NOTES 
[1] Although this report discusses family limited partnerships, the issues and strategies discussed herein apply equally to family limited 

liability companies (“LLCs”), with references to partnership specific terms generally being  interchangeable with those applicable to LLCs 

(e.g., partners / members, partnership agreement / operating agreement, etc.). 
[2] Note that if the activities of the FLP rise to the level of a trade or business and the FLP intends to own life insurance on a person who has 

an employer/employee relationship with the FLP (that is, the person receives compensation for his services to the FLP), then the policy may 

be “Employer-Owned Life Insurance” (“EOLI”) and subject to the notice and consent requirements of IRC § 101(j).  The determination of 

whether the policy will be deemed EOLI is fact specific.  An individual’s advisors will need to analyze this issue (and if the option is available, 

comply with the required notice and consent requirements) prior to purchasing or accepting life insurance as an asset of the FLP. IRC § 101(j) 

and EOLI contracts are discussed in more detail in WR 2012-24. 
[3] Assuming proper drafting, funding, and administration of the trust. 
[4]  Est. of Wimmer v. Commissioner, T.C. Memo 2012-157.  Wimmer is discussed in more detail in WR 2012-35. 
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