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C H A R I T A B L E  F A M I L Y  L I M I T E D  P A R T N E R S H I P S :  

Legitimate Planning Technique or Sham and Abuse? 

Io INTRODUCTION 

A °  Recent months have seen an increase in discussion of the so-called charitable family limited 
partnership as an estate planning and charitable giving technique. ~ Proponents of this technique have 
claimed for it a wide array of favorable f'mancial and charitable results and beneficial income and 
estate tax consequences. Critics have labeled the technique (in at least some of its possible 
permutations) as a sham, abusive, and risky. The IRS has announced its intention to study this 
charitable giving transaction. Our purpose is to examine the common structures of this technique, to 
comment from the prospective of the advanced estate planner and planned giving officer, and to 
determine whether the purported tax consequences of these transactions are consistent with applicable 
law. 

BO It is difficult to comment on an estate and charitable giving technique that is so varied in application. 
Some commentators have posited particular structures of the transaction and have leveled legitimate 
criticisms against those structures. At least one of these critics has predicted that proponents of the 
technique would advance an "I 'm different" defense, proposing a transaction structure that avoids the 
objectionable features of the criticized approach. Proponents of charitable family limited partnerships 
respond with the claim that commentators' criticisms amount to a "parade ofhorribles," hypothesizing 
the most extreme version of the technique as a straw-man argument against all versions of the 
transaction. 2 

C° Although this technique takes many subforms, the common elements of most of the various structures 
include the following (which we have attempted to set forth in as value-neutral terms as possible and 
without pre-judging the propriety or consequences of such elements): 

A person (whom we will refer to as the "donor" because of the gift in step I.C.4 below) forms 
a limited partnership, capitalizing the partnership with perhaps a 2-percent general partner 
interest and a 98-percent limited partner interest. 3 The partnership agreement often includes 

See, Sweet Charity: Hot New Tax Strategy Yields Fast Deductions and Long-Term Gains, Wall Street 
Journal, July 13, 1999. 

The NCPG has taken no official position on the so-called charitable family limited partnership but has 
published a white paper on this estate planning and charitable giving technique. This white paper, 
which takes the form of a debate on this subject between Professor Stephan Leimberg and Larry 
Brickner, can be accessed at www.nepg.org/eflp.html. The white paper may evoke more frustration 
than elucidation in the reader. It illustrates how critics and proponents of these transactions seem to 
be talking about two different types of charitable gifts m one riddled with secret side deals and 
unwritten benefits to the donor, the other clean as the driven snow. 

We know of no reason why a limited liability company could not be used instead of a partnership, but 
we will use the partnership example throughout this discussion in order to be consistent with what, in 
our experience, has been the more common approach by proponents of these transactions. Further, 
we are aware that under the law of most states the formation of a partnership requires two parties (at 
least if the entity is to be treated as a partnership for federal tax purposes). Donors commonly f'md that 
spouses, other family members, or existing entities can serve as the second partner. 
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D .  

restrictions on transfers of interests by partners that are common in family-owned businesses, 
which often require the consent of all partners to a transfer of parmership interest to a non- 
family member. However, these restrictions are not essential to the structure. 

0 The donor transfers assets to the partnership. The assets may be anything from investment 
assets to real estate to interests in closely held businesses (although business interests in S 
Corporation form are usually not used in these transactions4). 

° The donor acts as general partner and manages partnership assets and affairs. In return for 
bearing this responsibility, the donor is paid a general partner's fee by the partnership. 

° The donor transfers a substantial share of the limited partnership interest in the partnership 
to a charitable organization which is a public charity under Section 509(a) of the Code. 
Donor claims deductions against income tax and gift tax under Sections 170 and 2522, 
respectively, for the fair market value of the transferred limited partnership interest (subject 
to the percentage limitations of Section 170 on the income tax deduction ~ 30 percent of 
adjusted gross income). 

The donor's family generally enters into an agreement with the charity to enable the charity 
to sell its partnership interest to the family, thereby being relieved of the transfer restrictions. 
The time and terms the purchase are specified in the agreement. Frequently, this purchase 
is to be made on behalf of the donor's family by an irrevocable trust for the benefit of some 
or all family members. 

° Any distributions by the partnership are made to all partners pro rata. 

By this technique, various planners have sought to achieve several objectives, including (but not 
limited to): 

Conferring a significant economic benefit on the charity involved. 

° Securing a sizeable income tax deduction under Section 170 for the transfer of partnership 
interest to charity. 

° Producing cash flow for the donor in the form of general partner fees. 

° Producing cash flow for the charity (and to a much smaller extent, the donor) in the form of 
distributions of partnership profits. 

. Avoiding recognition by the donor of capital gains tax on the charitable limited partner's 
allocable share of the proceeds of any sale of assets by the Partnership (whether or not those 
proceeds are distributed to the charity). 

° Substantially reducing the estate of the donor subject to estate tax upon his or her death, since 
the charity's limited partnership interest is not included in the donor's taxable estate upon his 
or her death. 

A partnership is not a permitted S Corporation shareholder. Consequently, funding a family 
partnership with shares of an S Corporation would terminate the corporation's S election. 
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E. Other planners have claimed additional "benefits"-from their particular twists to the technique: 

II. 

Most notably the ability to transfer the partnership to the donor's heirs at a substantial 
discount from fair market value. 

° Some have argued that the partnership can rival the charitable remainder unitrust in the 
amount of cash flow produced for the donor. 

We are highly dubious of these claims. 

ANALYSIS 

These transactions raise several tax issues: 

A °  Is the economic substance of each part of the transaction and of the entire transaction (assuming 
completion of all steps contemplated by the parties) consistent with the charitable deductions claimed 
by the donor? This issue has several different faces. 

Donors who transfer limited partnership interests to charity are claiming charitable 
contribution deductions under Section 170 and 2522 for the fair market value of that interest. 
The difficulty is in determining the amount of that fair market value. 

° Commentators have argued that in some permutations of the charitable family partnership 
technique, the value of the partnership interest transferred to charity is being vastly 
overstated. 

They point out that, according to some promoters, it is contemplated that the donor 
will absorb the lion's share of partnership cash flow leaving the charity with a paltry 
cash flow from the partnership for a few years, and then the charity will sell its 
partnership back to the donor's family at a steep discount. 

b °  If those contemplated features are part of the transaction, they must be taken into 
account in determining the value of the interest transferred to charity. Such features 
would result in significant discounting in the value. 

11, Indeed, many of the features of the overall transaction were invented by creative planners in 
order to reduce the level of discounting applicable in valuing the partnership interest. 

. Do the planning benefits to the donor or his or her family mean that the charitable gift is not 
the product of detached and disinterested generosity and is, therefore, not deductible as a 
charitable contribution against income or gift tax? 

It is very difficult to answer this question, either in the affirmative or the negative, 
without making assumptions about whether there are unstated terms to the 
transaction. 

(1) If the gift to charity is made only because there is an unstated term of the 
deal that the donor will be able to soak up all partnership cash flow and 
the donor's family will be able to buy the partnership interest back without 
paying its full value, the answer is that the transfer is most likely not a 
charitable gift and is not deductible. The result is devastating for the 
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b° 

donor, because the transfer of the partnership interest to the charity is not 
a deductible charitable gift and is, therefore, subject to gift tax. 

(2) On the other hand, if the donor makes the gift knowing that if he overpays 
himself as general partner his charitable limited partner's board can (and 
may be obligated by fiduciary obligation to) sue him for breach of the 
general partner's duty and that the charity may decline to sell the 
partnership interest to his family (or to anyone else) and that if the family 
tries to buy the interest it will have to pay the same price any third party 
would pay, as determined by appraisal, the answer is that this is a 
charitable gift similar to any gift of an interest in a family owned 
enterprise. The result is that the gift is deductible against gift and income 
tax. 

At least one critic of these transactions has argued that if it is contemplated that the 
donor (or donor's family) will reacquire the partnership interest, the transaction 
does not qualify as a charitable gift, even if  the donor's family will pay full fair 
market value to the charity for the parmership interest. This argument appears to 
be overstated. 

(1) See, for example, Palmer v. Commissioner, 62 USTC 684 (1974), in 
which the court approved a charitable contribution in which the donor 
contributed stock to his foundation and then as foundation ,president 
accepted an offer from his controlled corporation (of which he was 
president) to redeem the shares. The government argued that the alleged 
gift of stock to the foundation was "illusory, incomplete, and transitory." 
The court recognized that the donor intended from the outset to have the 
foundation sell its shares back to his corporation, but it held, "The only 
question is whether he really made a gift, thereby transferring ownership 
of the stock prior to the redemption. Even though the donor anticipated 
or was aware that the redemption was imminent, the presence of an actual 
gift and the absence of an obligation to have the stock redeemed have been 
sufficient to give such gifts independent significance." 

(2) In family limited partnership transactions, a sale of the partnership interest 
by the charity back to the donor's family does not invalidate the gift IF 
two conditions are satisfied: 

(a) 

(b) 

The charity must be free to retain the interest until the partnership 
is dissolved if it desires or to sell its interest to any buyer 
permitted under the partnership agreement and to ask any price 
the charity wishes; AND 

If the charity elects to sell to members of the donor's family, that 
sale must be concluded at the fair market value of the interest 
being sold. 

(3) Stated another way, if the donor does not retain a right to reacquire the 
partnership interest u if any reacquisition is at the discretion of the charity 

and if any reacquisition is at fair market value, the authorities tend to 
support charitable gift treatment. 

417 
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Be Will each part of the contemplated transaction withstand the possible application of the intermediate 
sanctions excise taxes 5 of Section 4958 of the Code and its proposed regulations? 

If the intermediate sanctions rules apply, an excess benefit transaction will produce a tax 
liability of 25 percent of the excess, payable by the donor. Further, the donor must "correct" 
the transaction by returning the excess to the charity. The second layer of tax on an 
uncorrected excess benefit transaction equals 200 percent of the excess. Thus, violating 
those rules can result in excise taxes in the amount of up to 225 percent of the excess value 
to the donor from transactions with the charity. This could include indirect transactions with 
the charity conducted through the partnership. 

, The key question is whether the donor is a "disqualified person" with respect to the charity, 
as that term is def'med in proposed Treas. Regs. Section 53.4958'3. The donor may be a 
disqualified person if: 

The donor is (or within five years has been) an officer, director, or family member 
of an officer or director; or 

bit Depending on all facts and circumstances, the donor may also be considered a 
disqualified person if he or she is the charity's founder, is a substantial contributor 
(perhaps by virtue of the gift of limited partnership interest), has managerial 
authority over the charity or a discrete segment of the charity, has authority to 
determine capital expenditures, budget, or compensation, or earns compensation 
measured as a percentage of revenue from activities of the charity that the donor 
controls. 

It is not a simple matter to determine whether the intermediate sanctions rules will apply in 
a given situation. The application or avoidance of these rules is a highly fact specific analysis. 
In the end, it is likely that the intermediate sanctions rules will apply in some circumstances 
and will not apply in others. 

, To illustrate how easy it is to fall within the parameters of the intermediate sanctions rules 
consider the following examples of situations, moving from the obvious to the sublime, 
where the donor may be a disqualified person directly or indirectly: 

b .  

Example 1: Donor is also on the goveming Board of Charity X which is the 
recipient of the limited partnership interest. 

Example 2: Donor's grandson-in-law is on the governing Board of Charity X 
which is the recipient of the limited partnership interest. 

C. Example 3: Donor is on the advisory Board of Charity X which is the recipient of 
the limited partnership interest. 

d .  Example 4: The limited partnership interest transferred to Charity X constitutes 
significant asset value on Charity X's balance s h e e t -  say 60 percent. 

Complete treatment of the intermediate sanctions rules is beyond the scope of this outline. The 
starting point for an examination of these rules is proposed Treas. Regs. Section 53.4958-1 through 
53.4958-6. 
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C °  

Example 5: Donor transfers the limited partnership interest to Charity X. Donor 
has no affiliation to Charity X but is a Board member of a Type I supporting 
organization which funds a significant portion of Charity X's programs. 

Example 6: Donor is a life member of the Board of Trustees with no voting power. 
Donor attends most of the Board meetings. 

Even if the Donor is not a "disqualified person" with respect to the intermediate sanctions 
rules, the charity must none-the-less be concerned and diligent in avoiding the private benefit 
rules. Providing a substantial impermissible benefit to any private individual is a source of 
concern. Unlike the intermediate sanctions rules which target "insiders" and provides for 
sanctions short of revocation of tax-exempt status, the only remedy for violation of the 
private benefit rules is revocation. The charity must, therefore, be cognizant of excess 
benefit no matter who is involved. 

Is the transfer of partnership interest to the charity a partial interest gift for which income and gift tax 
charitable deductions are disallowed by Sections 170 and 2522(c) of the Code? If so, the result is not 
only disallowance of the income tax write off, but also that the value transferred to the charity will be 
subject to gift tax payable by the donor. 

Here, again, the answer appears to depend on the assumptions one makes about unstated 
terms of the transaction. 

° 

If one sees this transaction as one in which the donor retains the partnership cash 
flow (via unreasonable compensation), retains the right to use charitable assets for 
personal purposes without payment of full consideration, and/or retains the right to 
reacquire the partnership interest upon payment of less than full value, one will see 
this as a partial interest gift transaction that fails to qualify for deductions against 
income or gift tax. 

bo On the other hand, if one sees this as equivalent to any gift of an interest in a family 
business, where the donor may continue to be involved with the business but must 
deal with all shareholders or owners of the business on an arm's-length basis, one 
is likely to conclude that this is a transfer of the donor's entire interest in the 
transferred partnership interest with no strings attached and to conclude that this is 
a deductible gift. 

The IRS has ruled that a gift of stock by a donor who retained voting rights or who 
simultaneously transferred to a family member the right to dividends is an impermissible 
partial interest gift that does not qualify for deduction. Rev. Rul. 81-282, 1981-2 C.B. 78 and 
Rev. Rul. 83-45, 1983-1 C.B. 233. 

° There are no cases or rulings addressing the partial interest issue in a charitable family 
limited partnership setting. The IRS has not asserted that a giit of limited partnership interest 
is a partial interest gift by virtue of a retained general partner interest. Similarly, the IRS has 
never ruled that a gift of a closely held business interest is converted to an impermissible 
partial interest gift by virtue of an employment arrangement producing reasonable 
compensation for the donor. On  the other hand, it appears that the IRS has never ruled 
favorably on these issues. 

419  
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4. On this issue, most advisors have relied on analogies. 

For the IRS to hold that reasonable compensation arrangements make gifts of 
partnership interest into partial interest gifts, it would have to invalidate all gifts of 
corporate stock by employees and especially by controlling shareholders. Watch 
out Bill Gates. 

b° One might wonder whether the IRS might treat gifts of limited partnership interest 
as nondeductible partial interest gifts (due to the retained right to manage the 
partnership by virtue of the general partnership interest). However, such a position 
would also logically require that all charitable gifts of minority stock positions by 
controlling shareholders are similarly invalidated by the retained ability to control 
the company. 

Unfortunately, the available authorities leave little more than logic to guide us in the possible 
application of the partial interest gift rule to family limited partnerships. However, that logic 
tends to lead to the conclusion that the gift of limited partnership interest is not a forbidden 
partial interest gift UNLESS the donor retains some untoward power to benefit from the 
corporation in a fashion for which he or she does not give full consideration. Most charitable 
giving advisors have been willing to recommend charitable gifts of limited partnership 
interests, at least in circumstances unburdened by what has become the negative connotation 
associated with so-called charitable family limited partnerships. 6 

Consider for a moment a hypothetical gift of a significant number of shares in Microsoft by 
Bill Gates to Charity X. Assume that the gift of stock is of a minority interest in the 
company. Assume also thatat the time of the gift, Bill informs Charity X that he will take 
a salary that is m by anyone's standards - -  VERY large! Charity X is also advised that 
Charity X will have essentially no say in the day to day affairs of Microsoft m basically, 
Charity X will vote on significant items such as the sale of substantially all of Microsoft's 
assets, mergers, liquidation, etc. m however, it is a minority shareholder and cannot control 
those decisions. Further, Charity X is informed that there are intercompany loans or even 
loans to Bill that are outstanding. Bill informs Charity X that he will still continue to award 
significant stock options to himself and others. Bill indicates that Charity X can sell all or 
portions of its stock holdings to third parties or even back to him in the future. Further, Bill 
admits that a significant motivation for making this gift is that he wants to avoid the allocable 
share of gain on sale of the stock, while retaining the ability to run the company, earn the 
salary, and benefit from the loans. 

Does anyone seriously believe that the gift by Bill Gates is a violation of the partial interest 
rules? Yes, Bill retained other shares of stock. Yes, Bill is being paid an enormous fee for 
services. Yes, Bill has a substantial influence on the company's day-to-day operations and 
even the larger decisions, but the Charity has no real influence in these matters. Yes, the 
Charity may end up selling its interest back to Bill or to others. Sound familiar? 

The difference between the gift by Bill of Microsoft stock is that the valuation is determined 
by the stock market, which factors into the value all of the variables mentioned above m 

(- 

S e e ,  for example, Osteen & Hall, Tax Aspects of Charitable Giving, 2d Ed. 2000, p. 193 ("Although 
the Internal Revenue Service no longer takes the position that it is per se inconsistent with a charity's 
tax-exempt status for the charity to act as a general partner, gifts should normally be restricted to 
limited partnership interests"). 
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IIl. 

there are no games on the valuation of the stock. At the end of the day, that is the issue 
valuation m at the time of the transfer of the partnership interest to Charity X and at the time 
Charity X decides to sell its interest. 

PRACTICAL LESSONS FOR THE PLANNED GIVING OFFICER AND ADVISOR 

As with any estate planning technique, the current uses of charitable family limited partnerships have grown 
by a process of addition. What was once a simple outright charitable gift of an interest in a family business is 
embellished by creative planners who add a general partner's fee based on assets, restrictions on transfer, an 
option to sell, possible cash flow guarantees, etc. The question is whether those added features are properly 
taken into account in determining the value of the interest transferred to charity and whether those features 
trigger intermediate sanctions excise tax liability, create a nondeductible partial interest gift, or amount to a 

transaction in which the donor's benefit is such that no charitable deduction is available. 

What are the lessons for the planned giving officer presented with an offer of a gift of an interest in a family 
limited partnership? Is it possible to structure a charitable family limited partnership transaction to produce a 
deductible charitable gift. What features would a defensible charitable gift Of family limited partnership interest 
include? 

A °  A donor should only offer a charitable gift of partnership interest, and a charity should only accept the 
offered gift, if the donor and the charity are confident that none of the several steps of the transaction 
will constitute an excess benefit transaction under Section 4958 of the Code. 

Of coursethe risk of intermediate sanctions liability is largely with the donor. However, a 
smaller excise tax could also apply to members of the charity's board, if they were knowingly 
involved in approving any excess benefit transaction. 

° It is uncertain whether the intermediate sanctions rules apply in the typical charitable family 
limited partnership transaction. 

0 We are not comfortable with a determination that the donor is not a disqualified person. We 
would not consider entering into one of these transactions without expert evidence of 
reasonable compensation and fair market value in any transfer. 

a .  We recommend that anyone involved in one of these transactions assume that the 
intermediate sanctions rules apply to every economic benefit received by the donor 
or members of his f a m i l y -  compensation, sales transactions, etc. 

b° Utilize the procedure set out in the proposed regulations to qtialify for the 
intermediate sanctions rebuttable presumption of reasonableness. See proposed 
Treas. Regs. Section 53.4958-6. This will involve a disinterested decision-making 
body's determination upon adequate evidence that all valuations are fair and 
accurate, that compensation is no more than fair and reasonable, and that any other 
partnership transactions involving the donor or members of his family are 
conducted at fair market value. 

B °  Structure the various parts of the transaction to provide significant economic benefit to the charitable 
limited p a r t n e r -  a benefit that, on a present value basis, exceeds the amount the donor is claiming 
as a charitable contribution. 
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IV. SPECIFIC FEATURES OF NONABUSIVE TRANSACTIONS 

What features would we demand in a proposed transaction to make the gift consistent with current tax law and 
sustainable as a deductible charitable gift? 

A° The partnership is structured with transferability and liquidation restrictions that are customary in 
family businesses. 

B° 

C° 

Donor transfers substantially all of the limited partnership interest to a charitable organization that he 
or she and members of his or her family do not dominate or control. The independence of the charity 
is meant to insure that the charity will vigorously defend its interests. 

The value of the partnership interest being transferred should be determined taking into account the 
transferability and liquidation restrictions written into the partnership agreement. 

For a decade, estate planning advisors have been legitimately using those restrictions with 
the knowledge that they lessen the value of the partnership interest. Values in the range of 
40 to 60 percent of the value of the pro rata share of partnership assets were not unusual. The 
IRS has resisted these valuation adjustments, but the courts have accepted the general 
principle that a restricted interest in partnership assets is worth less than the underlying assets 
themselves. 

. However, the value of the partnership interest transferred to the charity must also take into 
account the other features of the overall transaction. These include the compensation 
arrangement with the general partner, any preferred payments to the charitable limited 
partner, the terms of the put right, and the ability of the eventual possible purchaser to satisfy 
the obligation to purchase the interest from the charity. 

Many of the features of these transactions structured by careful planners are 
designed to add value to the charity's partnership interest in order to reduce the 
discounting effect of the normal restrictions on transferability and liquidation. 

b° Valuation experts have advised that, with the features proposed herein, the value of 
the charity's partnership interest may approximate 70 percent of the value of the pro 
rata share of partnership assets. 

D° The partnership is structured to provide a guaranteed payment to limited partners equal to a stated 
percentage of partnership net asset value. 

E° The partnership is structured to require that if partnership business activities produce taxable income 
that (whether or not distributed) would be unrelated business income to the charitable limited partner 
under Section 512, the partnership is required to reimburse the charity for any resulting unrelated 
business income tax incurred. 

Fo The donor or members of his or her family may not be paid more than reasonable compensation, given 
the quantity of services rendered, the level of expertise brought to bear, and level of responsibility 
bom. In this regard, those who argue that a partnership can produce cash flow rivaling that of a 
charitable remainder trust (where the statutory minimum is five percent of trust asset value) must 
establish that similar businesses are paying five percent or more of asset value for the same level of 
expertise and responsibility as borne by the donor. This, we submit, will be difficult to establish in 
many cases. 
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H °  

Some promoters view the partnership in the same way as they view the charitable remainder 
trust. The charity is basically a passive participant in the charitable remainder trust with 
minor exceptions. Because charitable remainder trusts are subject to the private foundation 
rules, the charity's role is much s i m p l e r -  the charity needs to (1) monitor the Trustee's 
compensation for reasonableness, (2) monitor the investments to assure impartiality and 
prudence, and (3) monitor the activities of the trust to guard against acts of self-dealing. 

o In the partnership area, a more active role must be taken by the charity because the private 
foundation rules do not act as a "stop" mechanism for many of the activities at the partnership 
level. For example, self-dealing rules do not prohibit the donor and his or her family from 
buying and selling assets to the partnership, nor is the donor and his or her family members 
forbidden from obtaining loans from the p a r t n e r s h i p -  actions which would be 
impermissible under the private foundation rules. Thus, a charity must be more proactive in 
its due diligence - -  both at receipt of the interest in the partnership and on an ongoing basis 

to meets its fiduciary obligations to avoid the pitfalls of private inurement and private 
benefit. 

Any borrowing from the partnership by the donor or his or her family (or trusts for the benefit of the 
donor's family or entities owned by the donor or family) must be on commercially reasonable terms. 

We avoid split-dollar insurance plans, which are the economic equivalent of interest free 
loans and are, therefore, not on commercially reasonable terms - -  except as possibly justified 
by the value of services rendered by the donor. 

21 We prefer a normal, interest bearing loan on commercially reasonable terms. A rate of 
interest commensurate with the level of risk is a must. Collateral should be demanded and 
security interests perfected. If there is any lending to the donor or the donor's family, the 
decision to loan and the terms of the loan should be submitted to the intermediate sanctions 
rebuttable presumption process. This rigorous process will insure that the donor is not 
making personal use of partnership assets without paying fair value. 

Because the market for most family owned entities is inherently highly limited, in order to avoid 
massive discounts on the value of the interest transferred to the charity, the charitable limited partner 
must be given some ability to liquidate its interest in the partnership. This ability to sell may be, but 
need not be; limited to be consistent with the purposes of the transferability restrictions in the 
partnership agreement. 

Neither the donor nor the donor's family should have the right to repurchase the partnership 
interest, even for payment of full fair market value. We favor the charity's "put" or option 
to force the donor's family or the partnership to purchase or redeem the charity's partnership 
interest. Under this approach, the charity is not obligated to sell to anyone. 

. This put right is triggered only upon the donor's death (and sometimes upon the death of the 
donor's children). No quick sale back to the donor here. Frequently, the family's ability to 
satisfy its obligation to purchase upon exercise of the put is financed through life insurance 
on the donor's life, which is held in an irrevocable trust isolated from the donor's taxable 
estate. Such f'mancing provides necessary cash to the party obligated to buy, but does not 
relieve that party of the risk inherent in the put arrangement. This should properly be seen 
as a benefit to the charity, providing liquidity for an interest of otherwise limited 
marketability. 
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tl Any purchase must be for at least fair market value of the partnership interest. 

We suggest specifying in the document creating the put right that the purchase price 
will be the greater of (1) the fair market value of the partnership interest determined 
by appraisal applying the valuation principles applicable under Section 2031 of the 
Code, or (2) two times the net asset value of the partnership at the time of the gift 
of partnership interest to the charity. 

b °  The effect isto make certain that no one will purchase the charity's interest for less 
than it is worth. If the donor passes away soon after making the charitable gift, an 
immediate exercise of the put right would yield more than two times the fair market 
value of the charity's partnership interest determined under accepted valuation 
principles. 

WATCH OUT 

Structures that go beyond these elements are at best problematic andat  worst should be seen as possibly 
disqualifying the transaction for the income and gift tax charitable deductions, We are unwilling to use the 
features touted by some promoters: 

A °  Measuring the buyback price by a percentage of fair market value that varies depending on how long 
the charity has held the interest. 

° 

If the charity is to sell any asset (such as its interest in the partnership) to any private party, 
it should do so only if it receives fair market value for such asset either in cash or other 
assets. The charity is obligated by the tax code's proscriptions on inurement and private 
benefit to sell no assets to anyone at less than fair market value. 

. 

There is nothing about the duration of the charity's holding of the interest that correlates so 
directly to the value of the partnership interest. 

B °  Paying general partner compensation that exceeds the price at which comparable services could be 
obtained from unrelated parties. 

° 

We have seen one such transactions in which the promoter claimed that an annual general 
partner's fee equal to 17 percent of partnership asset value couldbe a reasonable fee. 

If  the assets of the partnership consist mainly of investment assets, the fees charged by trust 
companies for the management of trust assets provide a benchmark. Some have argued, we 
think persuasively, that because a general partner is subject to personal liability, he or she 
bears greater responsibility than a trustee and is entitled to greater compensation. The 
question is "how much more compensation?" 

° Watch out for general partner cash compensation that is pushing the limits already and then 
also includes rich employee benefits, such as a split-dollar life insurance plan (which often 
provides the value for a trust for the benefit of family members to be able to purchase the 
partnership interest from the charity). 

C °  Beware of the promoter who argues that the charity would have had nothing without the gift from the 
donor and that anything it receives in the sale to the donor's family is "found money" and 
unquestionably a net benefit to the charity. At the time of the gift, this promoter no doubt intends for 
the donor to claim an income tax deduction for the full value of the interest, undiminished by any 
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VI. 

arrangement to sell it back at a sweetheart price. The inurement and private benefit prohibitions and 
the Section 4958 excise tax on excess benefit transactions do not recognize any exceptions for 
sweetheart sales back to major donors (in fact, such transactions are scrutinized more closely). The 
argument that charity is experiencing a net gain is factually correct but also misplaced, in that it too 
conveniently ignores that the donor may be vastly overinflating the deduction or otherwise violating 
tax law. The law does not use the "net gain to charity" as the def'mition of a proper charitable gift 
transaction. 

CONCLUSION 

It is not possible to dismiss as shams all varieties of these transactions. There are possible structures to these 
transactions that are consistent With applicable tax law, and these structures should not be tarred with the same 
brush applied to the aggressively structured arrangements. What we have found to be the def'ming issue when 
all is said and done is this - -  it simply comes down to proper valuation. Valuation is the real basis for the 
controversy and meeting this issue head-on should determine whether or not this technique is legitimate or a 
sham. 

If proper valuation principles are applied, the charitable family limited partnership remains a technique worthy 
of consideration by careful estate planners representing sophisticated donors. 
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Case Study: Pigs Get Fed, Hogs Get Slaughtered! 

Just the Facts: 

Local insurance promoter ("Slick Sam") (who recently promoted the reverse charitable split dollar and the "ghoul" 
charitable lead trust techniques), comes to University X with a donor who has never been a contributor to University X 
in the past, but did take a few courses at the University many years before. Donny Donor, has a family business and has 
been contacted by some potential buyers to purchase the business. Donny Donor's CPA and Slick Sam have given him 
the good and bad news - -  a good price for the business is being discussed ($10,000,000), but the taxes will be roughly 
one-third of purchase price ($3,000,000). 

Donny Donor is very unhappy about paying any taxes and has "captured" the vision that being "charitable" can reap 
some substantial tax benefits for him and his family. Donny Donor and Slick Sam come to University X and state the 
following: 

Donny Donor likes the University's mission and wants to make a substantial gift to University X in the form 
of a limited partnership interest in Donny Donor Family Limited Partnership. Donny Donor and his wife are 
the General Partners as to 2% of the partnership and their 2 children are limited partners as to 2% and Donny 
Donor wants to make University X the remaining 96% limited partner. In return, Donny Donor would like for 
the University to name one of its buildings - -  the one housing the Institute for Ethical Studies - -  for the family. 

. 

. 

The terms of the Parmership Agreement does not set any criteria for general partner compensation, but a review 
of the partnership tax return shows that Donny Donor is receiving 12% of net asset value as the measure of his 
annual compensation. Further, Donny Donor has taken out substantial loans from the partnership with terms 
very favorable to Donny Donor (less than market interest, no collateral, long-term payments tied to the life 
expectancy of Donny Donor and his wife). The parmership agreement further provides that any limited partner 
has the right to sell its partnership interest at any time and the purchase price is based on a formula which 
provides that the longer the interest is held by the limited partner, the greater the purchase price. For example, 
if the term of the partnership is 50 years, then if in year 5 of the partnership, University X decides to sell its 
interest, the price will be 5/50 of the net asset value of the underlying assets. 

Slick Sam tells University X that this is a very simple transaction. All University X needs to do is accept the 
assignment of partnership units and the transfer is complete. Because the interest given is a limited partnership 
interest, University X has no liability for owning such interest beyond the value of the partnership interest. 
Unlike general partnership interests which can subject the general partner to the liabilities of the other general 
partners, University X needs only "wait to receive the distribution checks in the mail." 

. University X's Board, which is not very sophisticated, agrees to accept the partnership interest and a dinner is 
held to thank Donny Donor and his wife for the gift and to unveil the placard naming the Institute for Ethical 
Studies building in their honor. Donny Donor's appraiser discounts the interest transferred to University X by 
10% and Donny Donor takes a charitable income tax deduction of $8,640,000. 
[($9,600,000 x 10% = $960,000) ($9,600,000 - $960,000 = $8,640,000)]. 

Shortly following the recognition ceremony, the partnership sells the underlying partnership assets to a third 
party for $10,000,000. Because University X is a 96% interest holder, 96% of the gain from the sale of the 
partnership asset is attributable to the University's interest. The taxable p o r t i o n -  or 4 % -  is all the gain that 
will be taxable from the sale of this business. None of the proceeds of sale are distributed to any of the partners. 
However, Donny Donor continues to receive a substantial "salary" to the extent of 12% of the underlying net 
asset value ($1,200,000). 
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Five Years Later... 

University X has not received any distributions from the partnership. It is beginning a new campaign and needs to raise 
some additional cash. Recognizing that there is little likelihood of receiving any cash near term, University X contacts 
Donny Donor and offers to sell its interest to Donny Donor or the other limited partners. The formula set forth in the 
agreement results in a purchase price of roughly $100,000. Because charity is involved, Donny Donor's children agree 
to purchase University X's interest for $150,000. 

Donny Donor received a $8,640,000 charitable income tax deduction in the year of the gift to University X and yet, in 
year 5 (after the period for required filing of Form 8282 reporting the sale), University X realized only $150,000 on the 
sale of its 96% limited partnership interest to Donny Donor's children. 
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