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DYNASTY TRUSTS: BENEFICIARY CONTROL,
NON-TAX BENEFITS, LEVERAGE AND

OPPORTUNITY SHIFTING STRATEGI ES1

By
Steven J. Oshins, Esg.

I ntroduction

A. Most estate planners recognize that there are two tax systems, one for the informed and
another for the uninformed.

B. The same nle is true for those who use creditor protection strategies as compared to
those who do not.

C. The tax, asset protection and divorce protection benefits that can be derived through a
wedl-concelved family wedth plan as compared to an unplanned arrangement are
substantial.

D. With proper planning, a structure can be created for the benefit of one's descendants
that can insulate the family wedth from creditors and erode the impact of the transfer
taxes on vast wedth, and that can then be enjoyed and controlled by the family into

perpetuity.

E Theintegration of awell-gructured life insurance program is an important element of this
wesdlth planning process.

1 The mogt effective wedth shifting devices are often survivorship sendtive, such
as GRATs and QPRTSs, in that if the grantor does not survive a selected term
edate tax incluson will result. Fortunately, the survivorship risk can be hedged
by the acquistion of life insurance. If the transferor survives the term, and the

! This outline was originaly based on Richard A. Oshins and Steven J. Oshins, "Protecting & Preserving
Wedlth into the Next Millennium,” Trusts & Estates (Sept. and Oct. 1998). The authors of that article
would like to thank Professors Jerry A. Kasner and Stanley M. Johanson for their valuable guidance and
commentsin reviewing that article. All additions and modifications to this outline subsequent to that article
are the sole responsihility of Steven J. Oshins.



assats transferred produce the economic result anticipated, the transferor wins
on the technique. If the transferor does not survive the term, the insurance



exempt from the generation-skipping trandfer tax ("GST tax").

4, This will perpetudly avoid the impodtion of trandfer taxes for successve
generations.

D. This outline has as a basic premise the philosophy that any gift or bequest should be
made in trugt unless the size of the trandfer does not justify the expense of setting up a
trust.

1 The transfer of a gift or bequest in a trust can confer more benefits upon a
beneficiary than the beneficiary would have received if the property had been
conveyed outright.

2. Rather than provide an exhaudtive andysis of the myriad uses of trudts, this
outline generally addresses the concept that trusts should be the vehicles of
choice for dl dispogtions to individuds, and in most indances should form the
centerpiece of the estate plan.

3. For mature, competent family members who would receive the property
outright were it not for the benefits that can be derived through the receipt of
property in a trus, the trust would be designed to give the primary beneficiary
the functiond equivdent of outright ownership, including undisturbed control
over the property.

4. Indeed, many candidates for this type of planning would be unwilling to create
such a dructure unless the trust benefits are coupled with the ability of the
primary beneficiary or beneficiaries to obtain control over the trust property
virtudly tantamount to outright ownership.

5. A portion of this outline will focus on such a trugt that will be referred to as a
"Beneficiary Controlled Trugt.”

E This adility to improve a gift or bequest by arranging that the transfer be made in trug,
paticularly a flexible Beneficiary Controlled Trudi, is too often dismissed without a
careful and skilled analysis of the enhanced benefits obtainable through the trust vehicle.

1. Notwithstanding the dua tax and asset protection benefits that trusts can
provide, many planners and their clients eschew the opportunity to take full
advantage of trustsin the estate planning process.”

* See Malcolm A. Moore and Jeffrey N. Pennell, "Survey of the Profession I1," U. Miami 30th Inst. on
Est. Plan, Ch. 15 (1996).



2. To the knowledgeable, experienced estate planner, it is evident that most
clients, and many of their advisors, are not fully aware of how trusts work, nor
are they aware that if drafted skillfully, trusts are not the inflexible vehicles that
restrict the beneficiary's enjoyment of the property that many perceive.

3. To the contrary, in the hands of a proficient draftsman, trusts are extremely
flexible arrangements that can help the family cope with various problems, both
anticipated and unanticipated, that have occurred or may occur in the future.

4. Customized design of the trust can in dmost every instance achieve the client's
gods, even where it is desired thet virtualy al mgor decisions be lodged in the
hands of the trust beneficiaries.

5. Sophidticated drafting in this instance includes incorporating provisons that are
often counterintuitive to most estate planning practitioners.

a This gpproach often involves, among other things, negating the prudent
person rule and expanding the permissble invesments to include
virtualy everything imaginable that the beneficiary/trustee would acquire
individudly.

b. Traditiond trust language usudly precludes the types of invesments that
aBeneficiary Controlled Trust encourages.

C. For example, a non-contralling interest in aclosely held businessis often
a recommended asset for funding a Beneficiary Controlled Trug,
paticularly where the ingtdlment sale to a defective trust technique is
employed.

F. A surprisngly large number of wedthy estate owners and persons who are otherwise
adute in budness and finance do not recognize the wedth planning opportunities
avalable to them, nor do they redize the potentiad diminution of family assets that can be
unnecessarily and irretrievably lost through exposure to both the wedlth transfer system
and the failure to use creditor protection Strategies.

1 A properly structured irrevocable trust can avoid this exposure.”

® Note, however, that the Mississippi Supreme Court recently ruled in Sligh v. First National Bank of
Holmes County, No. 96-CA-00033-SCT, 1997 Westlaw 620799 (Miss. Oct. 9, 1997), that a beneficiary's
tort creditors could reach a spendthrift trust for damages arising from gross negligence. Mississippi thus
became the only state to recognize a common law exception to the spendthrift trust doctrine, dthough a
few states, such as Louisiana and Georgia, have certain statutory exceptions. See Charles D. Fox 1V and
Rosalie Murphy, "Are Spendthrift Trusts Vulnerable to a Beneficiary's Tort Creditors?," Trusts & Estates
(Feb. 1998). Soon after this case was decided, it was reversed by the enactment of a new state statute.



To maximize the god of kegping wedth within the family unit, the trust should be
a dynadtic trugt, designed, funded and managed in a manner that will enable the
trust to grow rapidly and avoid trandfer taxes for severd generations, preferably

into perpetuity.

This philosophy should be followed provided it is condgstent with the objective
of providing comfortably for the trust beneficiaries.

Under this tax avoidance strategy, the trustee should be encouraged to acquire
ases for the "use' of the beneficiaries rather than funding the individuas
persona acquisition of assets.”

G. The trust should be designed in such a way that digtributions are permissible, but
operationdly it is anticipated that they should not be made in the absence of a
compelling reason to make them.

1. By retaining property in trus, the assets will not be subject to creditors of the
trust beneficiaries or diminishment in adivorce.

2. The trust corpus can form a "family bank” or "asset pool” for the use of the
descendants (and, if desired, the spouse) of the creator.

3. As areault, the beneficiaries will have the use and enjoyment of the property
without transfer tax problems or creditor exposure.

4, The bendficiaries individudly (or by utilizetion of assets in trugts not protected
by the GST tax exemption) should be expected to absorb mog family
expenditures such as food, schooling and vacations.

5. Additiondly, the exempt funds should generdly not be expended on
consumable assets, such as clothing, automobiles, etc., Snce use of protected
funds in this manner would be wasteful.

H. In addition to providing tax savings and creditor and divorce protection, trusts are

extremdy ussful and under-utilized for nontax purposes as well. It has been stated
that, "[i]t is indeed a rare client who should not at least serioudy consider the use of a
trust for some circumstances, even if only to cover contingencies that ought to be

® See Richard A. Oshins, "Some Viable and Effective Estate Planning Alternatives in a Section 2036(c)
Atmosphere, Including The Megatrust™ " Richard A. Oshins and Lawrence Brody, 1989 NY U Institute
on Federal Taxation; "Megatrusts™" --Representation Without Taxation," University of Southern California
42nd Institute on Federal Taxation; Richard A. Oshins and Jonathan Blattmachr, "The Megatrust™': An
Ideal Family Wedlth Preservation Tool," Trusts & Estates (Nov. 1991).



anticipated.”

Satisfying the Goals of Estate Planning

A.

In examining the desires and goas for mogt families, there are Sx primary ingredients
that should be incorporated into their family wedth plans: (1) control, (2) tax savings,
(3) asset protection, (4) taking advantage of leveraging techniques and exploiting the
vauation process to maximize the foregoing, (5) flexibility, and (6) providing for liquidity
at desath.

1.

Control.
For family planning and psychologicd purposes, the senior family members
typicaly desreto retain control during their lifetimes.

a

Upon the deeth of the senior family members, most dients wish to shift
control into the hands of the members of the oldest surviving generation
and, dl other things being equa, endble the oldest surviving generation
to be the favored class with respect to enjoying the use and benefits of
the trandferred property (i.e, children are generdly favored over
grandchildren).

The god of presarving control in the hands of senior family members
while shifting the tax consequences from those individuds is usudly
eadly obtainable.

For example, managerid control can be secured by trusteeship
arrangements whereby the primary beneficiary is the trustee and, if co-
trustees are employed, the primary beneficiary has control over the
selection of such other trustees.

Control over the disposition of the property may be given to a person
through a broad specia power of appointment without adverse tax
CONSequences.

These powers and controls would inure to the successor primary
beneficiary (typicdly a the demise of the predecessor primary
beneficiary), subject to adjussment by an exercise of a power of
gopointment if the prior primary beneficiary wishes to dter this
arrangement.

" See Edward C. Halbach, Jr., "Trusts in Estate Planni ng," The Probate | awyer, Summer 1975. Prof.
Halbach's contributions to trust planning are consistently insightful and pragmatic, and we recommend any
of hiswritings on the topic for your reading.

6



f.

The powerholder need not even be a beneficiary.

s} Moreover, neither the fiduciary's creditors nor the powerholder's
creditors can disturb these principles.
Tax Savings.

Reducing, avoiding and deferring the impostion of taxes, including income, gift,
edate and GST taxes, isan integra part of family wedth planning.

a

Some edtate planning techniques can be beneficid to dl taxes. For
example, a gift of a patnership interest can shift both income and
wedth.

On the other hand, certain transactions may be beneficia under one tax
but counterproductive under another tax. For ingtance, a gift of low
bas's assats will reduce the trandfer tax burden but only at the income
tax cost of not receiving a basis step-up at death. This Stuation often
involves a ddicate baancing of the tax consequences, time-vaue-of-
money factors (paticulaly where multi-generational trusts are
involved), and the dtitudes of the parties, to achieve optimum tax
savings consstent with overdl family gods.

As a generd rule, mogt clients are motivated to create trusts by the
ggnificant trandfer tax savings that can be achieved.

This concept was often illustrated prior to the increase in unified credit
(now known as the "applicable credit amount” under the Taxpayer
Redief Act of 1997) by the example where husband and wife each had
an estate worth $600,000. Under this example, the use of a bypass
trudt, rather than an outright disposition to the surviving spouse, would
save $235,000 in federd estate taxes, assuming no gppreciation or
depreciation.

The staggered increases in the unified credit (or applicable credit
amount) will result in an increase in the amount that can be sheltered
from tax by the use of a bypass trust. In 2006, when the applicable
credit amount is fully phased in, $2 million will be &ble to be sheltered
from tax, resulting in asaving of $345,800 by using atrust.

The stakes are high since federd unified transfer tax brackets sart at
37% for the first dollar taxed and reach 55% (and 60% if the 5%
surcharge is applicable) and the GST tax is imposed a the highest
edtate tax bracket (currently 55%) for each generation skipped for al
non-exempt transfers.



The ability to dgnificantly erode the impogtion of these somewhat
punitive taxes by engaging in sophiticated estate planning maneuversin
conjunction with the trugt vehide is substantid. Thus, from a family
wedth planning standpoint, advisors generdly focus on avoiding the
trandfer tax sysem. The mogt effective technique to accomplish that
result isto use adynadtic trudt.

Prior to the impodtion of the GST tax, Prof. James Caser, in
illugtrating the vast potentia of generation-skipping trusts to circumvent
the trandfer tax system, dated to the House Ways and Means
Committee, "[i]n fact, we haven't got an edtate tax, what we have, you
pay'gan edate tax if you want to; if you don't want to, you don't have
to.'

These sentiments were echoed by Prof. George Cooper, who opined
that, "[t]he perpetud generation-skipping trus may have been the
ultimate estate planning scheme for those who had the foresight to
establish one"”

Under Chapter 13 of the Internd Revenue Code of 1986, each
taxpayer may cregte atrust exempt from the GST tax with $1 million or,
if married, $2 million. Pursuant to the Taxpayer Rdief Act of 1997, the
GST tax exemption will increase by inflation each year, rounded down
each year to the nearest $10,000.

The viscerd reaction to this relatively modest exemption in planning for
large edtates is that the statute puts the kibosh on the effectiveness of
this arrangement as a means of accumulating massive wedth that would
avoid the impogition of the transfer tax system.

The contrary result will accrue for those families who aggressively
engage in sophigticated wedth shifting strategies.

Indeed, the effectiveness of the GST tax provisons can be negated
usng many of the techniques discussed herein and, over time,
knowledgeable egtate planners can finesse the current tax laws, thus
ggnificantly mitigating the intent of the Satute.

8 Statement of Prof. A. James Casner, Hearings before the House Ways and Means Comm., 94th Cong.

2d Sess. pt. 2, 1335 (1976).

° George Cooper, "A Voluntary Tax? New Perspectives on Sophisticated Estate Tax Avoidance,” The

Brookings Ingtitute (1979), p. 58.



Although trusts can also save income taxes, these savings have been
subgtantidly reduced by the compression of the persond income tax
brackets, the enactment of the kiddie tax, the present unfavorable trust
income tax brackets and other legidative changes. However, most
practitioners are unwilling to assume that the current income tax laws

will remain unchanged.

The use of adiscretionary trust will enable the trustee to react favorably
to any changes in the income tax dructure. Furthermore, in many
ingances, by forum shopping and selecting a state without an income
tax, net income tax savings can be achieved despite the unfavorable rate
schedule of trust accumuletions.

Asset Protection Planning.
Although it has dways been a worthwhile consderation, asset protection is
becoming amore integrd part of the business and estate planning processes.

a

Indeed, because of the genera litigious nature of our society, coupled
with the increasing success plaintiffs are enjoying and the proliferation of
divorces, creditor protection is often the motivating factor and, from
some clients perspectives, an essential element in the planning process.

Although there is a generd didike of paying taxes, paying the IRS is
generdly more paaable for most people than paying a judgment
creditor or adivorce settlement.

In addition to the traditiona estate planning techniques used to pass
wedth to the desired persons with a minimum of taxes and costs, the
killed advisor will counsd his or her clients with respect to structuring
the family wedlth in a manner that will render it undesirable, unattractive
and unreachable by creditors, including spouses in the context of
divorce.

The planner might consder asking the dlient - "What have you done to
protect your children's and other descendants inheritances from
divorce, creditors or bankruptcy?!

With more marriages in the United States ending in divorce than by
desth, and with the increased atention being given to asset protection
drategies, this query is often a maerid motivating factor in having the
client immediately move forward with the estate planning process.

An irrevocable trust, set up by someone other than the beneficiary,
provides the ultimate in creditor protection.



s} As the asset protection maxim goes - "If you don't own it, nobody can
take it away from you."*°

h. Higtoricdly, the generd rule has been that the creator of the trust can
dictate who may receive the beneficid enjoyment of the property and
the extent and circumgtances under which this enjoyment may be
obtained.

I. Asareault, unless trust property is distributed to a beneficiary, it will be
protected from the beneficiary's creditors.

J. Creditors have made some inroads into that generd rule in cases
holding that where the bendficiary had certain controls, such as
extending the term of the trust™ or the ability to change trustees, the
creditor protection may be lost.”?

k. If this trend continues, we can expect protective legidation to be
enacted and forum shopping to come within the aegis of planning in
contemplation of such legidation.

l. In anticipation of variances in state laws with respect to the rights of
creditors to access a trust despite a formidable spendithrift provison, the
trust draftsman should incorporate a jurisdictionskipping dause in the
trust indenture enabling the trust to be moved to a more favorable
venue.

m. An example of the protection that can be obtained using a spendthrift
trust set up by a third party can be found in Doksansky v. Norwest
Bank, NLA.* In this case, the former spouse of a trust beneficiary
brought a claim for past due child support againgt the debtor’s interest
inatrust set up by the debtor’s father. The trust authorized the trustees
to make digributions to the debtor and his issue as the trustees
determined to be in the best interest of the beneficiaries. The court held
that because the debtor could not require the trustees to make

19 Howard D. Rosen, 810 T.M., Asset Protection Planning, BNA Tax Management Portfolio at A-1.
! Hatsfield v. Lescher, 721 F.Supp. 1052 (E.D. Ark. 1989).
12 |n re Baldwin, 142 B.R. 210 (Bankr. S.D. Ohio 1992); In re Herzig, 167 B.R. (Bankr. E.D. Va 1994).

Hopefully these cases will prove to be anomalies. Otherwiseit could lead to the egregious result that one
discretionary beneficiary who goes bankrupt could infect the entire family's wesdlth.

13 Doksansky v. Norwest Bank, NLA., 615 N.W.2d 104 (Neb. 2000).
10



digtributions to satisfy his debt, his interest could not be reached by his
former spouse.

4, Valuation and L everaging.
The combination of dynadtic trusts with vauation discounts and leveraging
techniques crestes the cornerstone of the advanced estate plan.

a The ability to manipulate vaue to achieve tax savings within the family
unit presents unique opportunities for the tax practitioner to exploit the

transfer tax system.
b. Such a course of action has been referred to as an "Edtate Planner's
Dream."*
5. Flexibility.

An essentid ingredient in formulating an estate plan is to provide flexibility to
meet changing family needs and changing laws, particularly tax laws.

a The need for a flexible plan increases in scope where the focus of the
estate plan is multigenerationd in design.

b. A trust provides far greater flexibility than an estate plan under which
property istransferred outright.

C. For ingtance, the ability to didtribute income directly to a beneficiary ina
low income tax bracket is far more flexible and tax efficient than having
a high bracket individua receive income, pay tax and then make a
taxable gift.

6. Providing for Liquidity at Death.
Although nobody relishes the idea of growing old, we dl redize that it sire
bests the dternative.

a Nobody enjoys buying life insurance, but in most ingances, it is far
superior to the dternative (e.g., illiquid estate, beneficiaries who need
€conomic assistance, etc.).

b. Life insurance has traditiondly been acquired for (i) estate creation and
(ii) estate preservation.

C. However, with new products, such as variable life, and new planning
techniques, life insurance dso may be aranged to provide lifetime

14 See Cooper, fn. 9, at p. 47, supra.
11



benefits, such as tax-deferred growth.

d. With the proliferation of large life insurance policies and the increased
atention given by the Service to Crummey powers of withdrawd,
planners must be more cregtive with regard to the funding mechanisms
that will achieve transfer tax-free status for the proceeds of these large
policies.

V.  Settingthe Table

A. During the embryonic portion of the estate planning process, a procedure that we
generdly explore with clients is to set forth the ided estate planning structure that the
dient might want if it were obtainable.

B. With the clients participation, we list the rights that the clients want in their property.

C. The concluson generaly reached is that most of us, and most of our clients, want to

own our wedlth whereby we:

1 Will be able to manage and control our property until our deeth;

2. Will have access to the income from our property until our desth;

3. Will have our assets available for our use and enjoyment until our deeth;

4, Will be able to decide who will receive aur property at our degth (or
during our lifetime if we were to give it away), and in what form they will
recaveit;

5. Will have our property protected from creditors, including our spouses
in case of divorce; and

6. Will save taxes.

D. It would ke reasonable to assume that the foregoing list contains dl of the rights in
property that anyone would desire.
1. However, such a structure would indeed be a "pipe dream"® if set up for

onedf.

> Many years ago the fertile mind of John R. Cohan coined the concept of the "Pipe Dream Trust." See
Drafting Cdlifornia Irrevocable Trusts, John R. Cohan, ed., 18.11. The evolution of asset protection as an
essential ement of family wealth planning has led us to expand John's concept to include that important

portion of the plan.
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2. Thefirgt four eements of the structure are inherent in outright ownership.

3. On the other hand, it iswdl recognized that an individua cannot design and fund
a vehicle for himsdlf that would enable him to access, enjoy and manage his
assets and aso obtain the desired creditor protection and tax relief.

4, If the client were to create such atrust for himsdlf, it would be a grantor trust for
both income and estate tax purposes, and the existence of the trust would be
ignored by the Service.

5. From an asset protection perspective, under the laws of most states, creditors
of the grantor can reach the maximum amount the trustee can pay from the trust,
even though the trustee, in the exercise of his discretion, does not want to pay
anything to the grantor/beneficiary, and even though the gantor/beneficiary is
unable to compd such adigribution himsdf.

6. As areault, creditor protection would not be achieved under the laws of these
states.

7. Alaska, Delaware, Nevada and Rhode Idand alow the grantor to set up an
asset protection trust with the grantor as a discretionary beneficiary.

Notwithstanding the foregoing, as will be seen later, a trust can be set up by a third
paty that is classfied as a grantor trust as to the beneficiary, thus enabling the
beneficiary to move assats into the trust through transactions with the trust.  In such
ingtance, the beneficiary will be able to control, use and enjoy trust assets that were
formerly the beneficiary's assets, without exposing the formerly owned assets to ether
transfer tax or the beneficiary's creditors.

V. The Pipe Dream Becomes a Reality

A.

If anyone other than the trust beneficiary were to set up an irrevocable trudt, the trust
could be dructured to provide the beneficiary with dl of the sx dements of the
otherwise proscribed estate plan discussed above.

Accordingly, the estate advisor must plan with the property prior to its transfer to the
beneficiary in order to provide the beneficiary with tax and creditor protection benefits,
aresult that the recipient cannot obtain for himself.

V1. Extending and L everaging the Benefits

A.

If one accepts the thesis of this outling, that placing property in a well-structured trust
will enhance the wedth trandfer and result in greater tax and non-tax benefits being
obtained with outright ownership, then the naturd extension of such philosophy isthet in

13



designing and implementing the trust, the following objectives dso should be sought:

1 Extend the duration of the trust for as long as possible. In many casesthis can
be accomplished through forum shopping by selecting a trustee or co-trusteein
ajurisdiction that does not have arule againg perpetuities,

2. Sdect ajurisdiction that will not impose state income taxes on the trust
earnings,

3. Take advantage of funding techniques that leverage the $1 million GST
tax exemption; and

4, Deflect the income tax liability away from the trust so that the trust can
grow tax-free. This can be accomplished by causing the grantor or trust
beneficiary to be taxed on trust income.

B. Although the trust design should permit discretionary digtributions, operationdly the trust
should be managed so that distributions are not made unless there are compdlling
reasons to do so, such as the incurrence of severe adverse income taxes.

C. The digribution and investment philosophy should be guided by the fact that any
digtributions from the trust will stunt the growth of the trust and move assets from a tax
and asset protected environment into an area that is exposed to both the beneficiary's
transfer taxes and creditors.

D. Trusgts domiciled in most states are limited in duration to lives in being at the
cregtion of the trust plus 21 years. This limits the trusts to gpproximately 90 to
120 years.

E The gates which ether do not have a rule againgt perpetuities or which alow
the trust agreement to opt out of the rule againgt perpetuities are Alaska,
Arizona, Delaware, 1daho, lllinois, Maine, Maryland, New Jersey, Ohio, Rhode
Idand, South Dakota, Virginia and Wisconsin.  Although not a perpetua Sate,
Florida has a 360-year rule againg perpetuities.

VII. TheBeneficiary Controlled Trust Concept '

A. Most of our clients want to leave their property to their loved ones outright, provided
that at the time of the gift or bequest the desired recipient is cgpable of managing the

property wisdly.

16 See Frederick R. Keydel, "Trustee Selection, Succession, and Removal: Ways to Blend Expertise with
Family Control," 23 U. Miami Ingt. on Est. Plan., Ch. 4 (1989).
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1. For these dients trusts, possbly combined with various estate planning
maneuvers to increase the sze and growth of GST tax exempt truds, are
generally recommended in place of straightforward, outright transfers.

2. As to those clients who want to pass on their wedth so that the preferred
beneficiaries (typicdly members of the oldest then living generation) obtain the
enjoyment of the property in a manner as close to outright ownership as
possible, with possible trade-offsin order to increase flexibility, tax and creditor
benefits, a Beneficiary Controlled Trust should be consdered.

The Beneficiary Controlled Trust is designed to provide the primary beneficiary with dl
of the rights, benefits and control over the trust property that he would have had if he
owned it outright, in addition to tax, creditor and divorce protection benefits that are not
obtainable with outright ownership.

The ability to derive more benefits in a trust than one would obtain with outright
ownership without giving up control leads one to wonder why trusts are not the vehicle
of choice in virtudly every estate plan and why Beneficiary Controlled Trusts are not
used ingead of outright transfers in dmost every indance in which the transferor
otherwise would be inclined to gift or bequesth the property outright.

The Beneficiary Controlled Trust concept isfairly smple.

1 It is a trust where the primary beneficiary ether is the sole trustee or has the
ability to fire any co-trustee and select a successor co-trustee.

2. Typicaly, control of the trusteeship is coupled with a broad specia power of
gppointment that can have the effect of diminating any potentid interference by
remote beneficiaries.

3. Because the primary bendficiary/trustee possesses the ability to eiminate al
participation in the enjoyment of the trust assets by secondary and remote
beneficiaries, the latter will not be inclined to interfere because their rights could
be eliminated.”’

The use of a Bendficiay Controlled Trust accomplishes or enhances dl sx of the
desired components of the estate plan.

1 From a beneficiary’s perspective, the beneficiary can be given more benefitsin a

7 Congress is well aware of the fact that a trust can be designed in such a manner whereby "...the
intervening generation could be given the equivalent of absolute ownership of trust assets through powers
of appointment and trust powers." Cooper at p. 56, referring to testimony given by Prof. A. James Casner
to the Ways and Means Committee.
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trugt than he could obtain with outright ownership.

2. For the client who would transfer property to the objects of his bounty outright,
it is difficult to reconcile not making the trandfer to a trust that the primary
beneficiary controls, since the primary beneficiary can control the trust virtualy
without limitation and interference from any secondary beneficiaries and dill
receive the tax and creditor benefits of the trust vehicle.

3. As discussed below, a trust designed with control in the hands of the primary
beneficiary (and secondary beneficiaries who become primary beneficiaries
upon the demise of the primary beneficiary), coupled with a speciad power of
gppointment that would enable the primary beneficiary to cut out acomplaning
secondary beneficiary, should be free of interference and thus is the singularly
most important component of the estate plan.

F. Obvioudy, not dl clients share the foregoing philosophy, and sometimes circumstances
preclude or suggest that al power not be lodged in a beneficiary.

1 For such dlients, the estate plan should be designed to take into account and
reflect the specific variaions and desires of the client to accomplish his or her
objectives.

2. Illugtrations of circumstances where the client would not sdect a Beneficiary
Controlled Trust include stuations where the beneficiary is ether legdly (eg., a
minor) or practicaly (eg., inexperienced, dissbled, lacking judgmenta skills,
etc.) incapable or unable to assume manageria responghility; where the client
wants to limit the beneficiary's enjoyment of the property, enabling others to
enjoy and share in the wedlth; or where the client wants to limit the beneficiary’s

power of disposition over the property.

3. In such ingtances, atrust, athough not a Beneficiary Controlled Trust, should be
cong dged, even for trandfers in which tax condderations are not a substantia
factor.

18 |Interestingly, when queried as to whether or not a trust should be considered for a young couple with a
young child or two and few assets which, including life insurance, might total between $100,000 and
$200,000, most clients and advisors we have asked have responded that atrust isinappropriate. We
respectfully submit that the majority answer isincorrect; even here atrust is the best vehicle. Theredl
question is whether the cost of setting up the trust and the remote possibility that the trust would be used
justify its creation. Certainly, if the parents were to die prematurely with young children, having atrust in
place would be preferable to any other adternative.
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VI1I1. Designing the Beneficiary Controlled Trust

A.

Once it has been decided that a trust should be used, the design of the trust to achieve
and maximize the desired results becomes important.

1.

In its amplest structure, the trust could be designed whereby the beneficiary
would be the sole trustee and have the right to any or dl of the income, plus
access to principd limited to hedth, education, support and maintenance, plus a
broad specia power of appointment during life and/or at desth to anyone other
than the beneficiary, his creditors, his etate, or the creditors of his estate.

However, in most ingtances this trust variaion is not recommended because
greater flexibility, tax benefits and creditor protection can be obtained using a
discretionary Beneficiary Controlled Trust with multiple trustees.

By using friendly, independent trustees (or specid trustees who could act under
appropriate circumstances), certain powers can be woven into the trust
agreement that could not exist if there were no independent trustees.

This is so because powers that are rather innocuous in the hands of an
independent trustee would cause tax and creditor problems if lodged in the
hands of a beneficiary/trustee.

The primary factors that should be consdered in designing the Beneficiary Controlled
Trust are:

1.

I ncome.
Mogt trust scriveners draft trusts that pay out dl of the income.

a This course of action moves the income from atax and asset protected
arenato onethat is exposed.

b. Didtributions from the trust restrict the growth of the protected trust and
are counterproductive from both a tax and creditor protection

perspective.

C. For transfer tax purposes, distributions will increase the beneficiary's
estate.

d. In addition, the retention of income in the trust will hdp the trust

beneficiariesin accomplishing their own estate planning gods.

e If income is retained in the trudt, the trust will grow credting a large
accessible fund for the primary beneficiary of the trust.

17



Based upon the security of the expanded trust fund, the primary
beneficiary can establish an aggressve gifting posture and defund his
own estate more rapidly and to agreater extent.

In fact, as aresult of the assets being beyond the reach of creditors, the
trust offers greater comfort and security than outright ownership affords.

From a creditor protection perspective, a trust that provides for a
mandatory payout of the income may give creditors the ability to access
the right to receive the income. ™

Therefore, dthough trust corpus is shielded from creditors, some of the
asset protection benefits inherent in the trust vehicle will be logt.

In such instance, depending on state law, a court could either direct a
sde of such right to income or direct that the income be pad to the
creditor until the debt is discharged.”

By diminating a beneficiary’'s enforceable rights, his creditor's rights are
aso diminated.

Alternatively, for maximum creditor protection, a discretionary trust
should be used.”*

The use of a discretionary trust, where distributions are subject to the
absolute discretion of an independent trustee, has been described as™...
the ultimate in creditor and divorce clams protection - even in a state
that redtricts so cdled * spendthrift trusts - snce the beneficiary himsdf
has no enforceable rights against the trust."?

Many dients will not accept anyone other than the intended
beneficiaries as a fidudiary, notwithstanding the benefits and flexibility
that a non-bendficiary fiduciary can offer, even if the "sranger™ is thelr
best friend.

In such ingtance, the primary beneficiary should be the sole trustee
subject to an ascertainable standard since there is no proscription in the

¥ See IRSv. Orr, 84 AFTR2d 99-5390, 1999 WL 486613 (CA-5, 1999).

20 Seott, 2 Trusts 147-147.2 (2d ed. 1956).

?! See discussion under Satisfying the Goals of Estate Planning - Asset Protection Planning, supra.

%2 Keydd, fn. 16, supra, at §409.1.
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edtate tax laws that prevents a Beneficiary Controlled Trust from being
designed as a discretionary trust. That route should be selected rather
than the dternatives of sdecting an outright digpostion or a trust that
digtributes dl the income.

Such atrust could authorize the beneficiary/trustee to distribute income
and principa to himsdlf based on the ascertainable standard of hedlth,
education, support and maintenance without taking into account his
other assets.

Under IRC 82041(b)(1)(A), the use of the ascertainable standard
would prevent estate tax inclusion as a generd power of appointment.

If this option is selected, the draftsman should dso include a clause
prohibiting the beneficiary/trustee from making distributions that would
discharge hislegd obligations.

The trus dso should include specid powers of appointment for
maximum flexibility. An inter vivos power would engble the
beneficiary/trustee/powerholder to make didtributions to secondary
beneficiaries by exercise of the power, thus avoiding gifts of his or her
interets in the trust.

The income tax consequences of the foregoing arangement are
uncertain. They are governed by IRC 8678(a), which provides that a
non-grantor beneficiary will "...be trested as the owner...of atrust with
respect to which such person has a power exercisable soldly by himself
to vest the corpus or the income therefrom in himsdf,..." or has
previoudy released the power and retained a power which, under the
principles of the rest of the grantor trust rules, would subject the grantor
to treatment as the owner thereof. For inter vivos discretionary trusts,
where the trustee/beneficiary is a person described in IRC 8672(c) (a
trusee who would normdly cause the grantor to be taxed), if
digributions are limited by an ascertainable standard, the grantor will
not be taxed solely because the trustee/beneficiary has the power to
dlocate income to himsdf (and others).”

The effect of IRC 8678(a) on a discretionary trudt, that is not otherwise
taxed to its creator, under which a trustee has the power to make
digributions to himsdf subject to an ascertainable sandard is uncertain
as between the trust and the beneficiary.

% |RC §674(d).
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However, the prevaling view agppears to be tha ".. a
trustee/beneficiary will not be taxed under Sec. 678 if digribution is
made pursuant to an ascertainable standard...(because) (t)he legidative
history of that section indicates that it was not intended to gpply unless
the trustee has an unrestricted right to make digributions to himself or
herself ***

Alternatively, there is support for the podtions that ether the trust
beneficiary would be treated as the owner™ or that the beneficiary
would not be taxed "...except to the extent that income could have been
digtributed under that standard (relating to health, education, support
and maintenance)."°

To avoid uncertainty as to the income tax consequences, and to
increase flexibility and creditor protection, it is generdly advisable to use
aco-trustee” if that option is acceptable to the client.

Use of an independent co-trustee is generdly acceptable when one
redizes that the grantor may have broad remova and replacement
powers as long as the replacement trustee is not a "related or
subordinate party" as defined in IRC §672(c),”® or, dternatively, such
power may be lodged in the hands of the beneficiary.”

2. "Use" concept.
The basc philosophy of this outline is that a transfer of property in trust
improves the value of the property to the trust beneficiaries.

a

The corollary of that thess is that digtributions from the trug, in the
absence of a compdlling reason to make digtributions, such as onerous
income tax consequences, should be avoided.

" Roy M. Adams, "Ask the Expert," Trusts and Estates, (Sept. 1996).

% Keydd, fn. 16, supra, at §406.3.

% Howard M. Zaritsky and Norman M. Lane, Eederal Income Taxation of Estates and Trusts, 2d Ed.

§12.02(1).

%" Keydd, fn. 16, supra, at §404.

8 Rev. Rul. 95-58, 1995-36 |.R.B. 16.

29 | TR 9746007.
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The consequence of making distributions would be to move wedth from
atax and creditor protected environment into one that is exposed.
Because of the dynagtic nature of the trugt, the adverse effect of such
leskage would be greetly magnified. See Exhibit A which illusratesthe
dramatic difference leskage of 1% makes in compounding income over
120 years.

It is anticipated that the investment pattern would be desgned to enable
the trust to redize and optimize its god of avoiding transfer taxes and
creditor exposure for multiple generations.

The trustee should be encouraged to acquire assets that are expected to
gopreciate in vaue for the "usg’ of the beneficiaries, rather than funding
the individud's persond acquigtion of the assets.

The right to "use" the trust assets may be for any purpose and need not
be limited by an ascertainable standard without coming within the
genera power of gppointment proscription contained in IRC §2041
even though the decison to dlow the use is in the hands of a person
acting in the dud capacity of beneficiary and trustee. Rather than being
a power of gppointment, use of the trust assets would be &kin to a life
estate.

The trust ingtrument, particularly where a Beneficiary Controlled Trust is
the vehicle of choice, should contain specific language that permits
investment in assets such as homes, artwork, jewery, and business and
investment opportunities (whether speculative or not), that have
ggnificant gopreciation potentid.

This course of action is generdly viewed by purists as being the
antithess of traditiond trust invesments, but is consgent with the
philosophy of the Beneficiary Controlled Trust in that the trust wrapper
is employed solely as an enhancement to provide bendfits to the trust
beneficiary without meaningful restrictions.

Since the beneficiary would have unrestricted investment power had he
recelved the assets outsde of the trust, it would be consigtent with
coming as close to outright ownership as posshle to permit broad
investment powersingde of the trust.

The beneficiaries individudly (or by utilization of assets in truds not
protected by the GST tax exemption) are expected to absorb most
family expenditures such as food, schooling and vacations.

Additiondly, trust funds should generdly not be expended for
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consumable assets since use of protected funds in this manner would be
wadteful.

If the trust were to acquire and own assets such as the beneficiaries
busnesses and homes, it would indeed be rare that an otherwise
functiona beneficiary could not fund the foregoing family expenditures
and consumables with property outside of the trust.

In fact, it is reasonable to conclude that if a beneficiary could not so
provide, the trugt dternative would be even more desirable as a creditor
protection shield.

In order to further protect the beneficiary, rather than making
digtributions to the beneficiary, the trustee should make secured loansto
the beneficiary so that the trudt, rather than the beneficiary's creditors,
would have priority in case of bankruptcy.

Special power of appointment.
A broad specid power of appointment is often given to the primary beneficiary
of atrug, paticularly if itisaBeneficiary Controlled Trust.

a

A power of gppointment is a desirable ingredient in most trusts because
it adds flexibility, and permits the trust to be modified in order to ded
with changesin the law or family circumstances.

Its importance increases when the trust is dynadtic because there is a
greater possihility of change in family circumstances, laws, particularly
tax laws, etc.

For many clients, the power of appointment is, and should be, an
essentid ingredient of the plan.

They may not be inclined to proceed with their planning in its absence
because of aconcern of interference by acomplaining beneficiary.

The use of a specid power of gppointment enhances the objective of
using a Beneficiary Controlled Trugt in that it provides added control in
the hands of the primary beneficiary.

For example, by giving the trustee broad latitude in investing, including
high risk/reward opportunities, it can be anticipated that some
transactions will fall.

If there were no trugt, there would be no accountability to more remote
descendants.
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h. By coupling the power of gppointment with broad discretionary powers
in the hands of the trusteg/beneficiary, the result would be that the
truseg/beneficiary would have the functiond equivdent of no
accountability with respect to the trust.

I. As Professor Ed Halbach has often stated, "[a] power of gppointment is
also apower of disappointment.”

B If the creator of the trust desires to provide the beneficiary with rights
that are as close to outright ownership as possible, the powerholder can
be given the power to gppoint the property in favor of anyone, in trust
or outright, other than himsdlf, his estate, his creditors or the creditors of
his estate® without causing estate inclusion.

K. A concern often voiced by dynadtic trust candidates and some of their
advisors is that they don't want to be irrevocably locked into a trust
arrangement forever.

l. A power of appointment that can be exercised by making outright
digtributions, thus terminating the trust, can easlly finesse that perceived
problem.

IX. Opportunity Shifting®

A. One of the best, yet often overlooked, techniques to avoid the transfer tax system isthe
shifting or deflecting of the opportunity to earn income or generate wedlth from the client
to others, including trusts.

1. For planning purposes, it is far smpler, less risky and more tax efficient to shift
the opportunity to create wedlth at the inception of an undertaking than to move
wesdlth once vaue has matured and has become substantia.

2. The shifting of an opportunity does not involve a transfer and therefore finesses
the trandfer tax.

3. In its Smplest form, if a person were to refer business, customers or clients to
another person, or give some gratuitous advice to the other person, no one
would think a transfer subject to the gift tax has occurred. Those activities

% |RC §2041(b)(1).

3! See Steven J. Oshins, "Opportunity Shifting: A Life Insurance and Estate Planning Technique," Journal
of Financial Service Professionals (May 1999).
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10.

11.

happen frequently.

Smilarly, the shifting of abusiness or investment opportunity is not an event that
gives rise to the impaogtion of a gift tax, even if the result is detrimentd to the

referring party.

Thus, when anew business is formed, a new product is being developed, a new
location is being consdered, or the family has an invesment opportunity, a new
entity should dso be formed, and some or dl of the equity interests offered in
the new entity should be placed in irrevocable trugts.

In many ingtances, the "seed" money is negligible to enddle the recipient of the
opportunity to acquire a ggnificant interest in a venture that can reasonably be
predicted to explode in value.

Moreover, a referring family member can determine how much of the
opportunity to shift, and can structure the entity accordingly.

Thus, the entity design can include a scenario whereby the opportunity provider
obtains complete control of the new venture even though he or she owns only a
smdl diver of it®

For example, control of the generd partner of alimited partnership or holder of
the only share of voting sock in a corporation or limited liability company will
obtain such aresult.

A capitd gructure whereby the opportunity shifter receives control of the entity
will subject to the trandfer tax sysem only the interest owned and not the
opportunity "transferred.”

In addition, a such time as the retained interest is ultimately transferred, it
should be taxed at a mere fraction of what the interest redly meansto its owner.

B. An often-cited illustration of the opportunity shifting strategy occurred where the senior
members of the Lauder family, which owned the Estee Lauder Company, shifted the
oppor‘[unity33 to devdop the successful Clinigue and Aramis products down a

generdi

on.

%2 Cooper, fn. 9, supra, & p. 19; Owen G. Fiore, "Ownership Shifting to Realize Family Goals, Including
Tax Savings," 37 NYU Ingt. on Fed. Tax., Sec. 38 (1979); Owen G. Fiore, "Estate and Vaue Opportunity
Shifting Through Installment Sales, Private Annuities and Interest-Free Loans,” U. Miami 13th Inst. on

Est. Plan., Ch. 7 (1980).

% Cooper, fn. 9, supra, at p. 20.
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Had the senior Lauder family members desired control, the new entity could
have been dructured whereby the senior Lauders owned a 1% controlling
interest in the entity.

Moreover, additiond tax and creditor protection benefits could have been
obtained had the wedlth shifting opportunity been given to truds for the benefit
of their children, Leonard and Rondd, and their descendants rather than to them
outright.

The Lauder-type plan is not an isolated ingance, but only one illugration of the
opportunity shifting concept.

1.

2.

Indeed, these planning opportunities occur often.

The problem is that very few of these potentid vaue shifting possibilities are
exploited in the red world.

This inaction is probably due to severd factors, including that many opportunity
shifting Stuations are not recognized; to a large degree there is indifference on
the part of many planners and their clients, and dso possbly because the
concept is more one of common sense than being a technical legd planning
device tha would likedy be the subject of articles, speeches and other
professond training.

Further, since this is a drategy for moving wedth outsde the scope of the
trandfer tax system, it is usudly aso not the subject of cases or rulings unlessan
error was made.

The reason little attention is given by the IRS to this type of undertaking isthat in
most ingances where opportunity shifting occurs there is no reporting of the
transaction snce thereis no "trandfer” that necessitates the filing of atax return.

Thus, it is reasonable to assume that much of this planning is not a result of
drategizing, but rather is the result of wedthy people just usng some common
sense without recognizing that thelr actions have favorable estate planning
results.

Hopefully, they will recognize the beneficid implications of such actions and thet
the recipient of the wedth generating activity should be an irrevocable trust.

There are a number of Stuations in which this type of tax-free, intrafamily diverson of
wedlth is often overlooked.

1

For ingtance, assume that a child wishes to go into the same business as his
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parents, just like the Lauder children. Rather than join the parents, irrevocable
trusts can be set up to hold a newly formed entity, and the parents can refer
some of their companies business to the trust-owned entity.

2. A griking illugration of this occurs in the Stuation where both the parents and
children are developers, and the parents wish to retire during the next few years
and pass the business to their descendants. A direct transfer often has costly
tax implications.

3. With proper advance planning, the tax bite can be mitigated or negated through
the process of referrals by the parents to the children's trust-owned entity.

4. This will have the dud effect of bdlooning the vdue of the trust while
concomitantly reducing the value of the parents entity, perhgps over time even
to zero, negating the necessity of sdlling or gifting the parents entity to the trust.

E An impressive varidion of the opportunity shifting Strategy exists where the child's trust
owns a collateral business to which the parents may refer business.

1 To illudtrate, assume that the owner of aretal business wants to shift wedth that
would inure to his own benfit if the estate and business planning process is not
undertaken.

2. The business owner could set up trudts for the benefit of his descendants (and
perhaps his spouse) that forms an entity to do ingtalation, repairs and warranty
work on products sold by the retail business.

3. The business owner would refer customers to the trust-owned entity for the
service work.

4, Additiond sources of collatera fees could be generated by having a trust-
owned entity (separate from the ingtdlaion and repar shop for liability
purposes) acquire, own and lease furniture, equipment, or an office building to
the busness.

F. The fact patterns under which opportunity shifting Strategies can be employed are
extendve and are virtudly limited only by the imagination of the planner as long as the
planner and/or client have been sendtized to the existence of the technique and its
effectiveness as atax avoidance and creditor protection device.

G Not only does the use of multiple entities make sense from a tax planning perspective,
but it also provides asset protection benefits.™

% Richard A. Oshins, "Family Wealth Protection and Preservation,” Trusts & Estates (February 1993).
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1 Clients often want to keep things smple and put their businessinto asingle large
entity. 35On the other hand, they often can be more effective usng multiple
entities

2. From an asset protection standpoint, using multiple entities protects the assets of
al entities other than the entity where the liability occurred.

3. On the other hand, a Sngle integrated entity subjects al of the entity's assets to

any liahility.
X. Getting an Advanceon Your Inheritance
A. Edtate planners tend to look down generations for planning purposes.

1 Typicdly, the only upstream inquiries made as to the economic Stuation of the
parents are (i) whether the client anticipates an inheritance that should be taken
into account in planning the client's estate, and (ii) whether the client may need
to provide support for a parent in case of an unusua order of deaths.

2. Planners often overlook inquiring as to whether the client's parent has the ability
and inclination to fund atrust for the client's benefit.

3. Even persons of somewhat modest means can often come up with, and are
willing to part with, sufficient seed money for a predictably "hot" investment or
business venture, such as a new business entity that will be designed to receive
referrals from a present successful business, or another opportunity shifting
scenario.

B. An extraordinary opportunity exists by looking up a generation as part of the planning
process.

1 When the client is about to embark on a new venture or has an investment
opportunity with sgnificant potentia, consderation should be given to having the
client's parent(s) create and fund atrust for the client.

2. Money placed in a dynastic Beneficiary Controlled Trust funded by the dient's
parent(s) would provide the "seed" money for any such anticipated business
venture or investment.

3. As long as the client is not the origind source of the "seed" money, that course
of action would result in the transaction being recast as a trust created by the
client under the step transaction or agency theories, the normal rules of taxation

* Fiore, fn. 32, supra; Oshins, fn. 34, supra.
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should apply and the existence of the trust should be respected for both tax and
asset protection purposes.

Thus, the client can contral the trust by being trustee, and can benefit from the
trust assets as the primary beneficiary.

An even more potent planning opportunity exists where the senior generation
sets up a Beneficiary Defective Trugt, aconcept discussed later in this outline.

XI. The Defective Trust Concept

A.

A trugt tha is taxed to the grantor is commonly known as a "grantor trus" or a

"Oefective trugt.”

1. A trust that violates one or more of the provisions contained in IRC §8673-679
is a defective trust for income tax purposes.

2. If atransfer to atrust is not a completed gift, the trust is defective for gift tax
purposes.

3. A trug tha is includible in the grantor's edtate is defective for edtate tax

PUrpOSES.

Since the grantor trust rules are different for income tax purposes than they are for
transfer tax purposes, grantor trust exposure for either income tax purposes or transfer
tax purposes or both depends upon which Code sections are being violated.™

1.

Notwithstanding the foregoing, this outline will use the term "defective trug” to
refer to trusts that are defective solely for income tax purposes.

Thus, as used herein, atransfer to a trust that has grantor status for income tax
purposes will be a completed gift and outsde the estate for estate and GST tax
purposes.

The fact that the grantor trust rules do not work in pari materia crestes some extremely
atractive planning opportunities.

1.

In designing a trust to obtain the benefits discussed heren, it is imperative that
the "defect” sdlected to secure grantor trust status for income tax purposes does
not result in incluson in the grantor's etate.

3% Randall D. Roth, "The Intentional Use of Tax-Defective Trusts," U. Miami, 26th Ingt. on Est. Plan., Ch.

4 (1992).
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D.

E

It is dso important that the violation affects both ordinary income and corpus
and will infect the entire trust and (not just a portion of the trust) with the result
that the grantor (or other person) will be treated as the owner of the entire trust
and will be taxed on, and report, dl items of income, deductions and credits on
his return.*’

Jugt asit is dedrable in GST tax planning that trusts be entirely exempt or entirely non
exempt, Sngular income tax status for atrust is dso strongly recommended.

1.

If atrust has hybrid tax consequences, in many instances planning is restricted
because the consequences of an action may have partidly postive results and

patidly negative results.

Dud tax treatment may also create an accounting nightmare. Condder, for
example, Letter Ruling 9034004 which isilludrative of the Service's position on
the proper way to compute the income tax consequences with respect to the
lapse of apower of withdrawa for atrust that is otherwise not defective.

a The Service ruled that not only is there a pro rata grantor trust exposure
to the powerholder asto the amount lapaing, but that such exposure will
increase each time awithdrawa power lapses.

b. In order to avoid this cascading trangtion in tax reporting, it isimportant
that separate trusts be created if the funding would otherwise result in
different income tax consegquences.

It is sometimes aso advisable not to have more than one grantor for each trugt if
the trust is defective. For example, husband and wife should not both be
grantors of the sametrust. In such instance, on the death of one spouse, grantor
trust status will cease to the portion of the trust previoudy "owned" by the
decedent, resulting in hybrid income tax treatment theresfter.

The tax benefits of creating a defective trust are:

1.

By paying the tax on the trust income, the grantor is making the functiona
equivaent of atax-free addition to the trust for both gift and GST tax purposes.

a This benefit was stated by Prof. Ed Habach as follows "[A] settlor
sometimes wishes to be taxable on trust income that is neverthdess
payable to an adult child whose tax bracket is comparable to thet of the
seitlor. By paying the income tax that would otherwise be charged to
the child, the settlor makes what amounts to an additional transfer to the

3" |RC 8671.
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child each year without having an additiondl taxable gift.”*

Because Ed's article was written two years prior to the enactment of the
current GST tax, he did not discuss the beneficid GST tax implications
that are even more dramatic than the gift tax benefits because the
benefits grow exponentidly. To illudrate, consder a trust funded with
$1 million that earns ordinary income of 10% per annum and thet both
the trust and the grantor (or another person who would be treated as
the owner of the trust for income tax purposes) are in the 40% income
tax bracket. If the trust paid the tax, the effective growth rate of the
trust would be 6% per annum. If, however, the tax were paid outside
of the trugt, the growth rate would be 10% per annum. After 30 years,
the trust would grow to $5,743,491 if the trust paid the tax, and to
$17,449,402 if the trust were defective. (See dso Exhibit A illustrating
the enormous difference even 1% makes where there is tax-free
compounding over an extended period.)

2. By paying tax on the trust income, the grantor will reduce his own taxable estate
by the tax paid. Any potentid growth on the "tax" money not paid will inure to
the benefit of the trust rather than increase the wedlth of the grantor.

a

The Service appeared to take the postion severa years ago in a
controversid private letter ruling™ that if the grantor was not reimbursed
for tax he paid on account of income earned by the trudt, a gift would
be made for the taxes paid. In the ruling, reimbursement was required
by the trust indenture. Thus, the conclusion reached by the ruling was
proper. By not enforcing hisright to rembursement, a gift was made by
the grantor.

The ruling, however, contained some dicta that indicated the Service
dso fdt a gift would have occurred if the trust did not contain a
rembursement provison. In reaction to drong criticism, the Service
recanted on that postion, issuing a privae letter ruling deleting the
controversia language.®

3. By dedgning the trus as a grantor trudt, it will qudify as a permissble
shareholder of an S corporation.™

¥ 630r. L. Rev. 381, 384 n. 11 (1984).

% TR 944033.
40 TR 9543049.

L IRC 81361(c)(2)(A)(i).

30



Transactions between the trust and its "owner" are not recognized for income
tax purposes.”

a

Thus, techniques such as ingalment sdes of non-controlling intereststo
the trust work wdl in this tax environment.

In addition to the enormous tax planning opportunities avalladle, the
ability of the trust owner to ded with the trust itself is a vauable festure.
This enables the trust owner to access cash earned by the trust in
exchange for individudly owned appreciated assats without the
impaodgition of tax on the transaction.

A defective trust should be able to acquire a life insurance policy on the life of
the owner without subjecting the policy to the "trandfer for value® rule that would
otherwise expose the policy proceeds to income tax.

a

Since for dl intents and purposes the existence of the trust will be
ignored for income tax purposes, this transaction should fal within one
of the exceptions to the transfer for value rule™ and should be treated as
asdeto theinsured. Moreover, if athird party, such as the insured's
spouse, owned the palicy, the spouse could sl it to a trust that is
defective as to the insured.” By contrast, if the insured's spouse had
gifted it to the trust and was a beneficiary of the trugt, the transaction
would be trested as a transfer with a retained nteredt, resulting in
inclusion in the estate of the insured's spouse.®

The trander tax results of Crummey powers of withdrawd are quite
familiar to estate planners, particularly through experience obtained in
working with irrevocable life insurance trusts.

On the other hand, little thought or atention has been given to the
income tax consequences of such powers. Unfortunately, even though
Crummey powers have been used for over thirty years, the income tax
consequences of these powers in many ingances are uncertain. In part,
this lack of clarity is as aresult of a drafting error in IRC 8678(b), and

42 Rev. Rul. 85-13, 1985-1 C.B. 184.

* |RC §101(8)(2)(B).

* Under IRC §1041(a), transactions between spouses are income tax-free.

5 |RC §2036.
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dso in pat, from the gquesionable interpretation given to IRC
8678(a)(2) by the Serviceinitsrulings.

Severd issues will be discussad in this section, including:

1 The income tax consequences of a trust funded solely with gifts subject to a
power of withdrawa where the trust is not a trust that is dso taxable to the
transferor;

2. The income tax consequences of a power of withdrawa where the transferor is
deemed the owner of the trust under Subchapter J. — Dud grantor status,

3. The effect of the lgpse of a power of withdrawa; and

4, The effect of the cessation of grantor trust status as to the transferor where the
trust is funded with gifts subject to powers of withdrawal.

The Services ruling position over the last severa years has been that where dl transfers
to a trust are subject to a withdrawa power by the beneficiary, the powerholder is
treated as the owner of the trust under IRC §678(a)."°

For any lapses of the power to withdraw, the Service uses a "withdrawa-
recontribution” theory. Thus, according to the Service, for income tax purposes the
Stuation istreated asif the powerholder withdrew the property and then recontributed it
tothetrust. Therefore, grantor trust status usually continues as to the beneficiary.

If, on the other hand, the trust has dud grantor trust status under IRC 8678 and under
one or more of the other grantor trust provisons, it is the Service's postion that the
grantor trust status as to the creator of the trust supersedes the grantor trust status
obtained under IRC §678(a) asto the beneficiary.®

The Statutory Scheme - Generd Rule,

1 Section 678(a) sets forth the genera rule that a person other than the grantor
will be trested as the owner of any portion of atrust for income tax purposes if

% Rev. Rul. 81-6, 1981-1 C.B. 385.

" LTRs 8142061, 8521060, 9034004, 9141027, 9309023, 9311021, 9320018, 9448018, 9625031, 9739026,
9745010, 9809004, 9809005, 9809006, 9809007, 9809008, 9810006, 9810007, 9810008, 9812006,
199935046, 199935047, 200011054, 200011055, 200011056, 200011058, 200022035.

*® |RC §678(b); LTRs 7909031, 8103074, 8142061, 8326074, 8308033, 9141027, 9309023, 9321050 and

9448018.
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that person has the power exercisable solely by himself to vest the corpus or the
income in himsdf,® or if that person has previoudy partialy released or
otherwise modified this power, and after the release or modification retained
such control as would, within the principles of the grantor trust rules with
r%pectsgo the trust creator, subject the grantor of the trust to treatment as the
owner.

A person having a withdrawa right has the type of power described in
8678(8)(1) because such person has the power exercisable soldly by himsdlf to
vest the corpus in himsdlf. Thus, under 8678(a)(1), it is clear that the owner of
a withdrawd power should be treated as the owner during such time as the
withdrawd power is outstanding.

K. Effect of aLapse.

1.

What happens after the power lgpses upon its nonexercise? Now the andyss
shiftsto 8678(a)(2).

The Service's postion is that the powerholder is treated as having partidly
rdeased the power, and that consequently the powerholder remains the
taxpayer after the lgpse™ The Service's position appears to be technically
flaved in that the rulings hold that a "lgpse" of the withdrawa power is
tantamount to a"release” However, they are not identical. A "release’ requires
an overt, affirmative act by the powerholder. A "lapse" isthe result of a passve
nonexercise of the power. For transfer tax purposes, a"lagpse” and a"release”
are not synonymous. Both §2041(b)(2) and 82514(e) recognize that they are
not identical, stating "[t]he lapse of a power...shall be considered ardease of a
power." The income tax provisons (and more specificdly, IRC 8678) do not
contain a Smilar provison. It gppears that the Service is attempting to use a
transfer tax theory, that grantor trust status continues after a power is released,
in the context of the income tax. This interpretation of alapse as being arelease
in such circumstances is without statutory authority and is dubious at best.

The proper “technicd” answer, notwithstanding the Service's postion to the
contrary, appears to be that with regard to a lapsed withdrawa power, IRC
8678(a)(1) does not apply after the power has lapsed, and IRC 8678(a)(2)
should not apply because there was not a partia release (there was alapse).

*|RC §678(a)(1).
% |RC §678(a)(2).

%! Seefn. 47, supra
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In many, if not dl, cases in which awithdrawa right has lapsed, the beneficiary
retains, after the lapse, the right to discretionary digtributions from the trust
which, had the beneficiary been the trust creator, would have caused him to be
treated as the owner under §677(a)(1).* If this is not the case, then to assure
that the trust is defective with repect to the powerholder after the lapse, the
powerholder should be given another grantor trust power.>

L. Multiple Grantors Having Possible Grantor Trust Status.

1.

To muddy up the water even further, IRC 8678(b) provides an exception to the
generd rule that a person other than the grantor will be trested as the owner for
income tax purposes. The heading of 8678(b) states, "Exception Where
Grantor is Taxable" The Service's and most practitioners belief isthat 8678(b)
overrides the 8678(a) genera rule with respect to trusts funded with Crummey
gifts.

The datute, however, provides that the genera rule of 8678(a) "...shal not
apply with respect to a power over income..." (emphasis supplied). A Crummey
power is a power over principd, not income. When the statute is read literaly,
the 8678(b) exception should not apply to the generd rule of §678(a) that
addresses the power to vest both "...the carpus or the income..." (emphasis
supplied) in onesdlf. The problem with thisiis that the Committee reports make
it gpparent that the language of 8678(b) contains a drafting error and thet it was
intended to ded with a power over income and corpus, echoing the language
contained in 8678(a)(1).> This drafting error has been left uncorrected since
1954.

Treas. Reg. 81.671-3(b)(3) does, however, define income as taxable income
(which includes capitd gains) rather than fiduciary accounting income (which
does not include capital gains).®

Therefore, if one respects what the Committee reports and Treasury

%3 See LTR 9311021.

%2 Under IRC §677(a)(1), the grantor is treated as the owner of atrust if the trust income, without the
approval or consent of an adverse party is, or in the discretion of the grantor or a non-adverse party, or
both, may be distributed to the grantor or the grantor's spouse.

% See H.R. Rep. No. 1337, 83d Cong., 2d Sess. (1954); S. Rep. No. 1622 83d Cong., 2d Sess. (1954).

% See Ferguson, Freeland and Ascher, Federal Income Taxation of Estates, Trusts and Beneficiaries,
at 88.16.3.
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Regulations say (and what Congress appears to have intended), the result
would be that the trust should be taxable to the grantor.™ If one believes what
the dtatute says, the 8678(b) exception should not gpply and the Crummey
power should be governed by 8678(a), thereby resulting in the trust being
taxable to the beneficiary for capital gains purposes.

M. Cessation of Trangferor's Grantor Trust Status When Using Crummey.

1

The traditiond route in making annua excluson giftsin trust isto creste asingle
pot trust with multiple powers of withdrawa. Many of these trudts are cregted
to hold life insurance and, according to the Service, are grantor trusts even

though Crummey powers of withdrawal are granted.”

If atrudt is funded with gifts subject to a power of withdrawal, but is otherwise
defective as to the grantor under IRC 8678(b) and one or more of IRC 88673
677, an issue arises as to the proper income tax treatment of the trust after the
trust is no longer defective as to the grantor. Thisissue will arise at the desth of
the grantor or upon another event, such as alapse or release of the grantor trust
powers.

In Letter Ruling 9026036, the beneficiary of the trust was given a power of
withdrawa for a period of 30 days.  After the lgpse of the power, the
beneficiary retained a power over the trust that would have caused it to be
defective as to him had he been the grantor. The grantor of the trust dso
retained a power over the trust that caused it to be defective as to her. The
Service ruled that upon the death of the grantor, the beneficiary would be
treated as the owner of the income and corpus of the trust for income tax
purposes. The Service did not give any reasoning for this concluson. Letter
Ruling 9026036 was withdrawn by the Service in 1993 and replaced with
Letter Ruling 9321050.

Letter Ruling 9321050 revisited the same facts as Letter Ruling 9026036. This
time, however, the Service ruled that the beneficiary would not be trested as the
owner of the income or the corpus of the trust for income tax purposes. Again,
the Service failed to provide any reasoning. The conclusion reached in Letter
Ruling 9026036 seems to be more logicd and proper than the holding in Letter
Ruling 9321050.

As a practica matter, the reversa of the Services postion will stop most
practitioners from treating the beneficiary as the owner for income tax purposes,
unless and until there isjudicid resolution to the contrary.

% See L TRslisted in fn. 47, supra

" See LTRslisted in fn. 48, supra.
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a Congderation might be given to sructuring the trust so that it could
accommodate sdes if the Service changes its postion or the postion is
rejected by the courts or, preferably, by adopting one of the strategies
discussed in the section of this outline relating to Beneficiary Defective
Trusts.

b. Since most Crummey trusts are used for the acquigtion of lifeinsurance,
Separate trusts could be set up for each powerholder and used for
ingalment sdes of gppreciated assets if after the policy matures, the
daus of the law is that there is grantor trust trestment as to the

beneficiary.
XII.  IRC 8678(a) - Beneficiary Defective Trusts
A. A draegy that in many ingtances can exceed the benefits of the traditional defective
trus (i.e, where the donor pays the tax) is a trust arangement where the

donee/beneficiary istrested as the owner of the trust income under IRC 8678(a).

1 The result could be accomplished by funding the trust solely with gifts subject to
apower of withdrawal, provided that the trust is not a trust that would be taxed
to its creator.

2. In such instance, the powerholder, who is treated as the owner, will have atrust
with which he or she can transact, tax-free, and take advantage of the same
edtate planning opportunities the grantor would have in atrust defective asto the
creator.

3. Moreover, atrust defective as to the beneficiary may offer superior benefits in
that the powerholder/beneficiary may be the trustee and aso enjoy the benefits
of the trust assets.

B. Under this scenario, the gifts need not be limited to the annua exclusion in order to

obtain IRC §678(a) treatment.

1.

As long as the beneficary is given a power of withdrawa over the entire
contribution, the entire trust would be defective asto the beneficiary.

If the gifts were subject to a hanging power of withdrawd, the beneficiary
would have edate tax incluson only to the extent of the amount hanging a his
death.

All lapsed amounts and appreciation would not be includible.

Because the funding will be done with "hot" assets, the lapses should occur
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rapidly under the 5% "safe harbor” rule permitted by IRC 82514(e).

This proposed dternative can combine both the advantages of defective trusts and the
enhancements that are generdly inherent in trugts.

1.

For ingtance, assume that a wedthy client has a business opportunity that he
predicts will be successful. The client suggests, and his parent agrees, that the
parent set up and fund atrust for the client and his descendants.

The trudt is structured as both a Beneficiary Controlled Trust and a Beneficiary
Defective Trust. The dlient can (i) manage and control the trust assets as the
trustee; (ii) be the primary beneficiary of the trugt; (iii) have a broad power of
gopointment to give the property to anyone other than himsdlf, his edate, his
creditors or the creditors of his estate; and (iv) make income tax-free ingtalment
note sales to the trust.

The trust assets would be transfer tax exempt as well as divorce and creditor
protected.”

Under the right fact pattern, it gppears that over time the transfer tax exposure of many
wesdlthy estate owners could be virtualy eroded using this strategy.

1.

The income earned by a new venture (through opportunity shifting) could be
used to acquire wedlth presently owned by the estate owner, income tax-free,
taking advantage of leveraging techniques such as ingalment note sales of nort
controlling interests.

Both the new venture and the acquired interests can provide cash flow to
acquire assets presently owned by the client personally.®

%8 Some states prohibit self-dedling by atrustee. However, forum shopping can resolve any such
imbroglio. The trust draftsman should include awaiver of the self-dealing proscriptions which would
attach under normal fiduciary standards. It is aso advisable to use an independent co-trustee to give the
transactions an additional element of independence.

9 It is arguable that a beneficiary could be treated as the grantor of the trust for creditor's rights purposes
as aresult of alowing his power of withdrawa to lapse. However, the better and more logical view is that
the beneficiary should not be treated as the grantor unless the beneficiary actually makes a transfer to the

trust.

% Care must be taken not to tie the cash flow from the asset sold into the purchase equation so as to
trigger the application of IRC §2036(a).
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E. A vaiation of thefacts contained in R. Cromey®" may well offer the ided estate plan.

1 Mr. Crowley was the CEO of City Federd Savings and Loan Association,
which generated ancillary income in the form of agppraisa fees insurance
commissions and absiract and title policy commissions.

2. These collaterd business opportunities were shifted to a partnership (later
incorporated) comprised of Mr. Crowley’s four minor children. Mr. Crowley’s
oldest son, Robert, while in college and law school, was employed to handle the
work and was paid asdary.

3. The remainder of the income inured to the benefit of the ancillary entity.
4, The Tax Court held that the income tax burden would be shifted to the children.

5. Although Crowley was an income tax case, presumably it aso stands for the
proposition that no gift tax would be incurred.

6. Many estate owners have stuations smilar to Mr. Crowley’s, where a small
amount of “seed” money, coupled with referrds busness or investment
opportunities, can generate a Sgnificant cash flow.

F. To illudrate the foregoing, assume a savvy businessman has an opportunity to develop a
new product, open a new location, create a collatera business, or make a favorable
investment that requires a $200,000 capital contribution.

1 The businessman's parent is able to supply the seed money and sats up a
dynadtic trug, giving the busnessman a hanging power of withdrawa over the
entire contribution, but providing that the power will lapse as to the greater of
5% or $5,000 per annum.

2. Under IRC 8678(a) the beneficiary will be taxed on dl of theincome.

3. If the beneficiary dies prior to the full lapse of the power of withdrawd, the
amount that could have been withdrawn at the date of desth would be includible
in the businessman's estate.®

4, If we assume that the favorable business opportunity grows to a vaue of
$500,000 in the first year, $1 million in the second year and $2.5 million in the
third year, the portion of the $200,000 annualy lapsing would be $25,000,

6134 T.C. 333, CCH Dec. 24, 1998 (1960), acq., 1961-2 CB 4.

%2 IRC §2041(b).
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$50,000 and $125,000 respectively based upon 5% of the trust each year, so
that the businessman's estate tax exposure would end after three years.

Under this arrangement, the beneficiary can aggressively defund his estate based
upon the security of the trust Since the trust can be designed to give him control
and use of the very assats he origindly owned.

The result of this arangement should be transfer tax neutra as long as the client
received fair market value for the property sold.*

G. In structuring Beneficiary Defective Trudts, the following should be kept in mind.

1

2.

The trust should be made defective only asto one beneficiary.

Each trust can have more than one beneficiary, but the power of withdrawa for
each trust should be limited to one beneficiary.

If gifts subject to a power of withdrawa are made to more than one beneficiary
in asingle trug, the trust would be defective as to each beneficiary in proportion
to the vaue of the property subject to that beneficiary's power of withdrawa.

If the trust is not wholly defective as to only one beneficiary, then sales by the
beneficiaries to the trust will be partialy income tax-free and partialy subject to
income tax.

In addition, adverse income tax problems can result in a transaction with the
trust where the trust would have gain, such as in an ingtance where the trust
makes a payment with an appreciated asset.

Thus, having multiple "owners' of the trust for income tax purposes reduces
flexibility and in many instances is incompatible with the sale to a defective trust
technique.

XI11. Leveraging the Generation-Skipping Transfer Tax Exemption

A. Smilar to the drategies tha are commonly used to leverage the estate and gift tax
exemption, the $1 million GST tax exemption is leveraged using a combination of
vauation discounting techniques.

B. The regt of this outline will focus on some of the most powerful leveraging techniques
available to the practitioner.

% |RC 882036 and 2038.
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C. In order to further enhance the benefits obtained by using a generation-skipping trugt,
the term of the trust should be extended for aslong as possible.

1 Most states have arue agang perpetuities that limits the duration of trusts. The
rule againgt perpetuities typicadly dates that a trust must vest no later than
twenty-one years after the death of dl lives in being who are living when the
trust becomes irrevocable.

2. Severd dates do not limit the term of a trust. In these dtates, a trust can
continue forever. It isnot essentia that the grantor live in any of these datesin
order to take advantage of these favorable laws. All that is generaly necessary
is that at least one trustee resides in the desired state and that there is sufficient
activity in that Sate to give it jurisdiction.

3. If the client is not inclined to bring one of these dates perpetuities laws into
play, careful sdlection of measuring lives in a wdl-drafted perpetuities savings
clause (e.g., descendants of the grantor's parents, or the grantor's grandparents,
dive when the trandfer is made) can virtudly assure that the veding for
perpetuity purposes will not occur for over 100 years. Since vesting will not
result in tax, the transfer tax on the trust assets will be postponed further into the
future until the desth of the vested beneficiary.

4, It is difficult to imagine a more superior estate plan than one tha gives the
primary beneficiary the control over the trust assets a each generationd levd,
without the assets and their accumulated income and growth ever being subject
to estate, gift or GST taxes, and which provides creditor and spousa protection
forever.

D. All other things being egua, the trust vehicle can be further enhanced by domiciling the
trust in a state with no ate income tax.

E Many trusts are drafted so that they are defective for income tax purposes.

1. As long as the trugt is defective, no immediate income tax benefits will be
derived from domiciling the trugt in a sate with no income tax.

2. The benefits will be substantia, however, once the trust is no longer defective.
At that point, in mog indances, the trust will grow date income tax-free,
cregting a sgnificant difference in the size of the trugt as the trust continues to
accumulate into perpetuity.® See EXHIBIT A which illustrates the enormous
difference 1% makes in compounding over 120 years. Such a differentid might

% Some states, such as California, have long-arm statutes that may cause part of the trust to be subject to
state income tax.
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XIV.

be soldly attributable to state income taxes.
Installment Saleto a Defective Trust

A. An ingalment sde to adefective trust in exchange for a promissory note has become an
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sde transaction, the IRS could argue that the company was worth 100 times the vaue
that was used in the etate planning transaction. The gift tax due could be in the tens of
millions of dollars.

D. Fortunately, there are techniques that can be used whenever the transaction involves a
hard-to-vaue asst.

E. Formula Gifts and Sales™

1. Value Adjusment Clauses A vaue adjustment clause provides for either an

increase in the price of an asset or areturn of a portion of the transferred asst if
the vaue of the trandferred asset is determined to be greater than anticipated at
the time of the transfer. However, this generdly does not work because it is
againg public policy since it is a condition subsequent which would have the
effect of undoing a portion of agift.”

2. Value Definition Clauses Unlike a vaue adjusment clause which attempts
to take advantage of a condition subsequent to avoid atransfer in excess of that
which is contemplated, a vaue definition clause defines the vaue of the gift or
sde a the time of the transfer. Therefore, an adjustment on arevauation by the
Sarvice will be uphed and will amply cause an adjusment of the interests
alocated between the transferor and transferee.

F. “Defined Value” Sale — Reddue to Charity, One technique is to use a “defined
value’ sdeto the defective trust with aresiduary amount passing to a charity.

1 For example, the client could assign an X% limited partnership interest to be
dlocated $Y worth to the defective dynasty trust and the rest (whatever amount
that may be) to a charity.

2. Soon after the assgnment to the trust and charity, the trust can purchase the
charity’s interest for fair market vaue in an independent transaction. |If the trust
purchases the interest, the entire interest will be owned by the trust. Thisisthe
preferred result.

% See McCaffrey and Kalik, “Using Valuation Clauses to Avoid Gift Taxes” 125 Trusts & Estates 47
(October 1986); see dso McCaffrey, “Some Tips on Tax Tuning Gifts,” 137 Trusts & Estates 87 (August
1998). See dso the discussion in Sale to a Defective Trust Compared to GRAT, supra.

" See Comm'r v. Proctor, 142 F.2d 824 (4th Cir. 1944), cert. denied, 323 U.S. 756 (1944); Estate of
Gordon Mcl endon v. Comm'r., T.C. Memo 1993-459; Ward v. Comm'r, 87 T.C. 78 (1986); Harwood v.
Comm'r, 82 T.C. 239 (1984), affirmed, 786 F.2d 1174 (9th Cir. 1986); TAM 9309001; TAM 9246007;
TAM 9133001; TAM 8549005; TAM 8531003. But see King v. United States, 545 F.2d 700 (10th Cir.
1976) which is the only reported case in which a value adjustment clause was accepted.
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G.

Cdl and put rights should be drafted into the partnership agreement to protect
dl patiesinvolved. The family limited partnership can redeem the interest from
the charity or the charity can put the interest to the partnership under these
provisons. However, this result is not as favorable as having the trust make the
purchase.

The interest should be purchased from the charity after the charity has had
sufficient time to do its due diligence.

The IRS doesn't have any incentive to audit the transaction since the resduary
amount passes to charity. And since the charity’s interest is sold to the trust
before the transaction is reported on atax return, the transaction is fixed at that
time, except for the amount of the charitable deduction. If the IRS increases the
vaue of the interest on audit, the client’s charitable deduction is increased!

“Defined Value” Sale — Reddueto GRAT. Another technique is to use a“defined

value' sdeto the defective trust with aresduary amount passing to a GRAT.

1.

For example, the client could assign an X% limited partnership interest to be
dlocated $Y worth to the defective dynasty trust and the rest (whatever amount
that may be) to aGRAT.

The GRAT would be zeroed-out using a Walton GRAT™ so that the value of
the gift isasmdl fraction of the value of the asset transferred into the GRAT.

Because of the sdlf-adjugting nature of a GRAT with an annuity payment drafted
as a percentage of the initid principd, the potentid gift tax lidbility is minimized.
For example, if the vaue of the trandfer isincreased by $100 million on audit, a
GRAT which is zeroed-out s0 thet the value of the gift is 1% of the vaue of the
asset would minimize the additiond gift to 1% of $100 million, or $1 million.

The gift tax due on the $1 million gift is amdl redive to the otherwise $55
million gift tax that otherwise could have been due had the GRAT safety net not
been used.

XVI. Income Tax Consequencesat Death of “Owner.”

A.

B.

Upon the desth of the person who is treated as the “owner” for income tax purposes, if
the promissory note is ill outstanding there is an issue as to whether the owner must

recognize gain.

The issue arises as a result of the converson of the defective trust to a non-defective

" See discussion under Walton GRAT, supra.



trust.

C. The commentators who believe that gain must be recognized™ do so under the rationale
of Treas. Reg. §1.1001-2(c), Ex. (5), Madarin™ and Rev. Rul. 77-402.”

1 Under each of these authorities, the grantor creates a trust in which the grantor
is treated as the owner for income tax purposes. Each year, the grantor uses
the deductions attributable to the trust assets to offset income on the grantor's
persond tax return. When the defective trugt is going to begin producing
income that will be reported on the grantor’s return, the trustee renounces the
powers over the trust that caused it to be defective so that it becomes non
defective. Under each of these authorities, at the time the trust becomes non-
defective, the grantor must redlize gain (or loss) to the extent the liabilities
exceed the adjusted basis.

2. These authorities are not directly on point, however. Since the possible income
tax triggering event in the sale to a defective trust transaction is deeth, authorities
providing an analysis with respect to other triggering events do not necessarily

oply.

3. TAMs 200010010 and 200010011 had smilar holdings under a different fact
pattern. In these TAMS, two-year GRATs borrowed from other trusts to make
the annuity payments. The GRATS terminated after the two-year term. The
Service, citing Treas. Reg. 81.1001-2(c), Ex. (5), noted that the grantor was
discharged of the liability as a result of the termination of the GRATs. They
ruled that the amount of debt incurred by the trust will be included in the
grantor’s amount redlized when the trust terminates.

D. The other view is that death has no income tax consequences and tha the
aforementioned authorities should not apply. ™

1 A concept that Prof. Jerry Kasner has suggested is that the transaction can be
structured so that income tax can be avoided by having the seller dect out of
installment reporting.”

"2 See, e.g., Covey, Practical Drafting, pp. 4365-4367.
”® Madarin v. Comm'r., 84 T.C. 667 (1985).
" Rev. Rul. 77-402, 1977-2 C.B. 222.

" See H. Allan Shore and Craig T. McClung, "Beyond the Basic SUPERFREEZE - An Update and
Additional Planning Opportunities,” Taxes (January 1997).

"® |RC §453(d); Jerry A. Kasner, "Maybe the Cup is Half Empty - Planning for Premature Death,”
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The taxpayer would report the transaction on his return, explain that under Rev.
Rul. 85-13 the gain would not be recognized, that there would be carryover of
basis and that the taxpayer elected to opt out of ingtallment reporting.

In the norma transaction, for example a sade to a non-defective trug, if the
taxpayer dects not to use the ingalment method, the entire gain would be
reported in the year of sde.

Nothing further would be reported at degth.

Because the gain is not recognized by the trugt, being a grantor trust, why would
future years be affected?

It would be reasonable to conclude that each successive year would stand on its
own and if an estate owner were to die in year 10, for instance, we would not
look back to year 1 to see if gain was recognized in determining the trestment
for year 10.

This issue of whether there are income taxes at the sdler's death may be avoided by
having the defective trust pay off the entire note prior to the sdller's desth.

1.

2.

3.

Where practicable, it is advisable tha the note should be paid off with
gppreciated assets so that the assets obtain a new income tax basis in the
sdller's estate.”’

Payment by the trust with appreciated assets is an income tax-free event.”

Unfortunately, the time of deeath is often unpredictable.

Thereis a better solution to avoid the income tax issue a death. The technique that will

avoid this issue is to change the transaction into a low interest loan, as opposed to an

ingtallment sale, by taking afew extra steps. Rather than structuring the transaction as a
gift followed by an ingalment sale, the identica result can be achieved (without the
income tax at death issue) by taking the following steps:

1

2.

Make a“seed money” gift to the defective trust.

Borrow money on margin, by credit line, from abank or otherwise. The money

Outline (1998).

" IRC §1014.

8 Rev. Rul. 85-13, 1985-1 C.B. 184.
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5.

can be paid back within aweek, so interest should be inggnificant.

Loan the money to the defective trust for a promissory note with interest
payable at the AFR.

SHl the limited partnership interests or other assets to the defective trust for
cash (i.e,, not for a promissory note).

Use the money to pay back the brokerage, bank or other lender.

XVII. Avoiding IRC §2036 in Structuring the Sale.

A.

One concern in structuring the sdle is that IRC §82036(a)(1) may apply.

1.

Under IRC 8§2036(a)(1), property transferred in which the transferor retains an
interest isincluded in the transferor's taxable etate.

This code section should not gpply if the transaction is carefully structured and
the advisor makes sure the facts surrounding the transaction indicate that it is a
bonafide sde.

Preferably, the funds to pay the note would be generated by another asset.”

Certainly the payment schedule should not follow the income stream earned by
the trust.

Where the transferred asset is the source of payment of the note, the safest
route isto pay off the note prior to death.

Mogt prectitioners believe that, in order to avoid form over substance or sham
arguments that the Service might use, the defective trust should be independently funded
with some seed money.

1.

It appears that 10% has been the rule of thumb that most practitioners have
used as a threshold amount.*

" See, however, Hesch, supra, a p. 116 where the author states that the promissory note sale is outside
the scope of IRC §2036(a). The outline draws an interesting analogy to Comm'r. v. Clay Brown, where
the sole source of funding for a sale-leaseback with a charity was the property sold and the U.S. Supreme
Court ruled that the bootstrap sale would be valid. Thus, he concludes that by analogy such sale should
also be valid for transfer tax purposes.

8 See, however, Hesch, supra, at p. 118 for a more aggressive approach. Jerry takes the position that
independent seed money is not required. He states: "Commentators suggest that the independent funding
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2.

It dso appearsthat this amount will be administratively acceptable®

C. Some practitioners have suggested that you may be adle to avoid the 10% rule bg
having the beneficiaries of the trust personally guarantee the amount owed to the seller.”

1.

Under Private Letter Ruling 9113009, a beneficiary guarantee would be a
taxable gift from the beneficiary both at the time the guarantee is made and at
the time the beneficiary pays the sdller the guaranteed amount.

The Service withdrew a portion of Private Letter Ruling 9113009 in Private
Letter Ruling 9409018. However, the withdrawn portion only dedt with an
unrelated maritd deduction issue.  Thus, the postion that the guarantee is a
taxable gift is il presumably the Service s postion.

A taxable gift to atrugt in which the %uarantor is abeneficiary may have adverse
tax results for income tax purposes,” gift tax purposes,
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and generation-skipping transfer tax purposes. *°

If the trustee of the trust pays the guarantor fair market vaue each year for
guaranteeing the note, then the tax issues above will no longer exist. However,
it is nearly impossble to determine the fair market value. Presumably, the
parties could use the price that a bank would charge. However, this still may not
be accurate.

Note that this still would not comply with the IRS's informa pogtion thet the
trust should have assets worth 10% of the purchase price.

If the trust does not have sufficient independent funding, then the Service may
conclude that the entire trugt, including dl appreciaion, is included in the
grantor's edate as a disguised transfer with a retained interest under IRC
Section 2036(a)(1).

If the trust is included in the grantor's edate, then an attempted early
generation skippi ng trandfer tax exemption alocation will be ineffective. because
of the ETIP rules.®

Thus, for these numerous reasons most practitioners have chosen to avoid using
beneficiary guarantees and have indead chosen to follow the IRS's informa
position that the trust should have 10% independent funding.

XVIII. Walton GRAT

A.

A GRAT is an irrevocable trust in which the grantor retains the right to receive an
annuity for a fixed term, a which time the remaning trust assets pass to the
remaindermen, or to trusts for their benefit, without any further gift tax implications®

1.

The annuity payments are quaified interests pursuant to IRC Sec. 2702(b) so
that the vaue of the gift is reduced by the present vaue of those payments.

For maximum leverage, the GRAT is usualy structured so thet the vaue of the
giftisas closeto zero as possble. Thisisreferred to as a zeroed-out GRAT.

% The estate tax inclusion rules under IRC Section 2642(f) would preclude the guarantor/beneficiary from
effectively allocating generation-skipping transfer tax exemption to the portion of the trust over which heis
treated as the grantor until his death. Thus, the time value benefits of an early alocation are logt.

¥ IRC §2642(f).

% |RC §82702(a)(2)(B), 2702(b).
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3. Under Treasury Regulations Section 25.2702-3(e), Example 5, a completely
zeroed-out GRAT is not possble snce Example 5 says that a GRUT (or
GRAT) payable to the grantor or the grantor’s edtate (i.e., a“term” GRAT or
GRUT) is valued as a “shorter of term or lifé’” GRAT or GRUT. Example 5
datesasfollows

“A transfers property to an irrevocable trugt, retaining the right to receive 5
percent of the net fair market vaue of the trust property, vaued annudly, for 10
years. If A dies within the 10-year term, the unitrust amount isto be padto A’s
edate for the baance of the term. A’s interest is a qualified unitrust interest to
the extent of the right to receive the unitrust payment for 10 years or until A’s
prior death.”

4. However, in a case filed December 22, 2000, the Tax Court in Waton v.
Comm'r® declared Example 5 invdid. Thus, a teem GRAT can now be
zeroed-out.

5. Note, however, that the GRAT should never be completely zeroed-out since
the Service may use a public policy argument to dam that the attempted gift is
invaid. The planner should dso factor in possble rounding by the software
program used to caculate the gift. Thus, don't am for a gift of $1.00.

B. The facts of the Walton case were as follows:

1. On April 7, 1993, Audrey Walton (the ex-wife of Sam Walton's brother)
edtablished two subgtantidly identical GRATS, each of which had aterm of two
years and each of which was funded with 3,611,739 shares of Wa-Mart stock.

2. The fair market vaue of the sock on that date was $27.6875 per share.
Therefore, the fair market value of the stock transferred to each GRAT was
$100,000,023.56.

3. According to the provisons of each GRAT, Ms. Waton wasto receive an
annuity amount equa to 49.35% of theinitid trust vaue for the firgt 12-month
period of the trust term and 59.22 percent of such initid vaue for the second
12-month period. In the event that she died before the end of the two-year
period, the remaining annuity amounts were to be paid to her etate.

4, Thisassets of each GRAT were exhausted upon the find payment since dl
income and principa had been distributed to Ms. Walton pursuant to the
scheduled annuity payments. In fact, each GRAT had ashortfall of
$14,465,475.01. Thus, there were no assets |eft for the remainder beneficiary.

% Walton v. Comm'r, 115 T.C. 41 (2000).
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Ms. Wadlton filed a gift tax return reporting eech gift & avaue of zero. The
Commissioner of Interna Revenue issued a notice of deficiency determining that
Ms. Wadton made a taxable gift to each GRAT of $3,821,522.12. Ms. Walton
now concedes on brief that the gift to each GRAT should be $6,195.10.

The exact vadue of the giftsis dill being argued. However, Snce Example 5 was
declared invdid, the gifts should be vaued at some figure equd to or closeto
the value clamed by Ms. Walton.

XIX. Saletoa Defective Trust Compared to GRAT.

A.

The ingtallment sdle to a defective trust technique resembles a grantor retained annuity
trust ("GRAT").

A GRAT is an irrevocable trust in which the grantor retains the right to receive an
annuity for a fixed term, & which time the remaning trust assets pass to the
remaindermen, or to trusts for their benefit, without any further gift tax implications ™

In most respects, the ingtdlment sde to a defective trust technique is superior to the
GRAT technique.

1.

In contragt to the sde technique, one shortfdl of the GRAT is that GST tax
exemption may not be dlocated until the end of the initid term of the trudt, thus
precluding leveraging of the GST tax.

a Under IRC §2642(f), the GST tax exemption may not be alocated
during the edtate tax incluson period ("ETIP"), which is any period in
which the trust would be included in the grantor's edtate if the grantor
were to die, other than by reason of the three-year rule under IRC
§2035.

b. Conversdly, the sde technique does not have an ETIP problem since no
interest in the trugt is retained that would make the trust defective for
estate tax purposes.

A second disadvantage of the GRAT, as compared to the sde, is that the
grantor must survive the initial term for the transaction to be successful.*

% |RC §§2702(a)(2)(B), 2702(b).

%! See David A. Handler and Deborah V. Dunn, “Guaranteed GRATs: GRATs Without Mortality Risk,”
Trusts and Estates (Dec. 1999) for a possible solution.
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If the grantor does not survive the term, it is the position of the Service
that the entire trugt, including post-transfer appreciation, is includiblein
the grantor's estate.”

The sde to a defective trugt technique works even if the grantor dies
immediately after entering into the sales agreement, since discounted
assets are removed from the grantor's estate and replaced by a
promissory note with a face vaue equd to the discounted fair market
vaue of the assets transferred.

Further, in many indances, the tax exposure of failing to survive the
GRAT term will be far more sgnificant than the foregoing. This occurs
where the esate owner makes a transfer to the GRAT of a minority
interest that was part of a control block in the estate owner's hands, but
was subject to a minority discount for gift tax purposes when
trandferred to the GRAT. If the interest is includible in and returned to
the estate due to premature deeth, it will be valued for edtate tax
purposes as part of a reconstituted control block. It does not appear
that the Tax Court’s regjection of the Service's aggregation theory in
Mdlinger (112 T.C. 26 (1999)), Nawel (T.C. Memo 1999-15
(1999)) and Lapes (T.C. Memo 1999-225 (1999)) al of which vaued
separately interests includible under IRC 82044 and another code
section would be extended to valuing separately interest includible under
IRC 88 2033 and 2036.

Because of the differentid in operation between the estate tax and the
gift tax, induson will result in the trandfer being a tax-inclusive transfer
rather than a tax-exclusve transfer, making the result of a premature
desth even more onerous.

3. A third reason the note sale is superior to the GRAT technique is that each
year's annuity payment from the GRAT may not exceed 120% of the amount
paid in the preceding year, and the payment schedule must be set up at the
inception of the undertaking. ™

a

Conversdly, the ingalment sde can be endloaded by Structuring it asan
interest-only note with abaloon payment at the end of the term.

% LTR 9451056. It is arguable, however, that the inclusion should be limited to the amount required to
produce the unpaid annuity. Most commentators on this issue believe that since inclusion is under IRC
82039 rather than IRC 82036, the Service's position is misplaced. For support of this proposition, see Rev.

Rul. 82-105, 1982-1 C.B. 133.

% Treas. Reg. §25.2702-3(b)(1)(ii).
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b. Because there is less leakage of trust assets back to the grantor, the
indalment sde provides grester leverage indde the trugt than the
GRAT.

4. A fourth advantage of the note sde over the GRAT is that distributions from a
GRAT are prohibited to anyone other than the owner of the retained interest.**
On the other hand, the beneficiaries of the defective trust (i.e, the trust that
enters into the sales transaction) can participate in trust distributions and the use
of trust assstsimmediately.

5. A fifth advantage of the note sde over the GRAT is that the assumed rate of
return that can be used for the transaction is dmost dways going to be lower for
the sdle than the rate used for a GRAT.

a The interest rate is dways lower for a note sale with a term of more
than three and not more than nine years since the IRC 81274 rate, the
appropriate rate for the sale transaction, uses the federd mid-term rate
for asde of such aterm, whereas the IRC 87520 rate, the appropriate
rate for aGRAT, is 120% of the federd mid-term rate.

b. If the term of the promissory note is greater than nine years, then the
federd long-term rate is used, which could be greater than the rate for
the GRAT in some circumstances.

D. It has been dated that the GRAT may be preferable to the sde technique if the
transaction involves a hard to value asset.”

1 In the governing instrument, the annuity interests may be expressed as ether a
dollar amount or a percentage of the initia value of the asset transferred.

2. By expressing the annuity as a percentage, the gift tax issueis finessed.® Under
Treas. Reg. 825.2702-3(b)(1)(ii), the GRAT document mugt include a
revauation provison in case the assat gifted to the GRAT is vaued incorrectly.
Any shortfal or overpayment must be paid back with interest. Conversdy,
such a protective provison is not available for anote sae.

% Treas. Reg. §25.2702-3(d)(2).

% Richard B. Covey, Practical Drafting, pp. 4365-4367.

% The opposite approach was used in Estate of J. Howard Marshall, 11 v. Commr., Tax Ct. Docket No.
543-98, where the Service has asserted an additiond gift in excess of $18 million.
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3. Under the holdings of Practar®” and Mcl endon® arevauation clausein asdes
agreement most likely would be ignored. In both Practar and Mcl endan, the
courts held that a revauation savings clause was ineffective in avoiding a taxable
gift, ruling that such a provison was againg public policy.

4. This risk may be mitigated in a variety of ways Fird, and foremod, the
gppraisa must be top-notch and able to withstand scrutiny.  Some lawyers
frame the property transferred in afixed dollar amount to be satisfied by assets
in kind, such as "$X worth of partnership units' or as a fraction of the asset
being transferred.”  Alternatively, some planners use a fixed amount with any
excess going to charity or a foundation, the theory being that there is no
incentive for the Service to audit the transaction since there is no additiond tax -
only alarger portion reverting to charity.'® If thetrust, in an independent am's
length transaction, were to purchase "the charity's intere” for fair market value
down the road, the entire interest would end up in the trust.

5. The foregoing approaches are distinguishable from Practar™® in that they use a
"definition dlausg" rather than an "adjustment dause” The differentid has been
explained asfollows.

"The IRS does not seem to have focused on vauation definition
clauses to the same extent as it has focused on adjustment
clauses. To the extent it has dedlt with them, it has not indicated
an oppodition to their use. These kinds of clauses, to which we
now turn our atention, may be more effective as a means of
reducing the gift tax risk associated with the transfer of hard to
value assets than are adjustment clauses.

"A vauation definition cdause functions by leaving open the
determination of how much property has been transferred to the
purchaser or donee until value has been determined. It may be
diginguished from adjusment clauses because it does not
require a price adjusment or an adjusment in the amount of

%7 Commr. v. Proctor, 44-1 USTC 10, 110, 142 F.2d 824 (CA-4), cert. denied 323 U.S. 756 (1944).
% Egate of Mcl endon v. Comm'r., 66 T.C.M. 946 (1993).

9 See Malcolm A. Moore, "Attempting to Achieve Finality in Potentially ‘Open’ Transactions,” 29 U.
Miami Inst. on Est. Plan., Ch. 13 at 1301.4 (1995).

190 see various writings by Stacy Eastland.

101 Comm'r. v. Proctor, fn. 97.



property transferred.  The transaction is complete, but the
extent of the property sold or given is not fully known.™*

A second benefit in usng the GRAT s that there is specific Statutory authority in IRC
§2702 and adminidirative guidance in the regulations and rulings that can be used to give
the practitioner a better roadmap to follow in structuring the transaction correctly. Since
the sde to a defective trust is not specificaly authorized in the Internal Revenue Code,
there is grester margin for error in structuring the transaction correctly and a lower
comfort level for some clients and practitioners.

XX. Saleof GRAT Remainder Interest to a Dynastic Trust'®

A.

As previoudy mentioned, a GRAT is apopular wedth transferring strategy.

1 Although in mogt ingtances the ingalment sdeis preferable to the GRAT, many
advisors and ther dients prefer the GRAT dternative, even where
multigenerationd pl