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INTRODUCTION

£ %

Most estate planners recognize that there are two (ax systems, one for the
informed and anc z?zzzf for the uninformed. The same rule is also applicable for those who

use creditor protection strategies as compared to those z?*{; do not. The tax and asset
protection {(including éﬁg orce) benefits which can be derived through a well-conceived
family wealth planning structure as compared to an unplanned arrangement are
substantial.

"}T’?z‘msf%? Tax Savings Opportunities. Since federal unified transfer tax
brackets start at 37 % for the first dollar taxed and reach 55% (and 60% if the surcharge
is applicable) and the generation skipping transfer tax is imposed at the highest estate tax
bracket {(currently 55%) for each giﬁﬁ?i&éﬁ skipped for all non-exempt transfers, the
stakes are high. The ?é}%gifijf’ to significantly erode the imposition of these somewhat
punitive taxes by engaging in %é}giﬁs ated estate planning maneuvers has been expressed
as follows:

can
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"The fact that any substantial amount of tax is now being
collected can be attributed only to i axpayer indifference to
avoidance opportunities or a lack of aggressiveness on the
part of estate planners in fszg}i@i ting é";ﬁ loopholes  that
exist....For those who do not want to coniribute their estates

to the government (or to charity), there is an zzzz;:szsggi% array
of strategies for moving wealth from one generation ié
another outside the purview of estate and gz% taxation.”
Cooper, "A V §a§=§a§*§: Tax? lew Perspectives on
Sophisticated Estate Tax Avoidance,’ '?’? Col. L. Rev. 161,
164 (March i;%’?’?},

"In fact, we haven’t got an estate tax, what we have, you pay
n estate tax if you want to; if you don’t want to, you don’t
have to.” Statement of Prof. A. James Casner, Hearing
before the House Ways and Means Comm., 94th Q{;ﬁg;g 2
Sess., pt. 2, 1335 (1976).
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Asset Protection. Because of the general litigious nature of our society
coupled with the increasing success plaint %é;?g are %5%%}‘?%?? i the 1
divorces, creditor protection should be an integral portion : S
would be a reasonable observation that although there is a genera éi%ﬁ%ﬁ of paying taxes,
paying to the federal fisc would be generally more palatable for most than paying a
judgment creditor or a divorce settlement.
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Goals of Modern Estate Planning'

Preserving Control. Typically, for family planning and psychological
purposes, it 1s essential that control be retained by the senior family members during their
lifetimes. Upon the death of the senior fami §§ members, most clients wish to shift
control into the hands of the members of the oldes %: surviving generation and, all other
things being fif:gzai enable the oldest surviving generation to be the favored class with

respect to enjoying the use and benefits of the transferred property (i.e., children are
generally favored over grandchildren).

Cont {é held in a fiduciary cag af*iif will not be disturbed by either the
duciary’s personal creditors or the %}éﬁéfiﬁg ary’s creditors.

jorgs

The goal of preserving control in the hands of senior family members while
shifting the tax consequences %@z’:ﬁ those individuals is usually easily obtainable.

For example, managerial control can be given by trusteeship arrangements
or by making the desired %i‘iéi‘%@éiﬁgi (including the transferor), or an entity *@%m, he or
%%s: controls, a general partner in a limited partnership

Control over the disposition of the property may be given to a person
through a broad special power of appointment in a trust document, 2}; %2 without
adverse tax consequences. The power holder need not even be a beneficia

Moreover, neither the fiduciary’s creditors nor the creditors of power
holders can disturb these principles.

‘The following si;iii}iéiiﬁ from what I consider to be the classic treatise on the
exploitation of the transfer tax system, summarizes the goals of sophisticated gift giving,

"It has always been worthwhile, and is now virtually essential, for %‘* superior
estate planner to recommend more than simple, )‘éf‘gég%zé orward gift-giving. Where
the estate planner has traditionally earned his fee is in é;ﬁsmﬁizgi} g NE O more
of three Si}?éiﬁikﬁiﬁﬁ goals in gift-givin ng -- prese erving continuing control of and
benefits from the transferred property in the hands of the az?éfz%i ?@{ggizzﬁg or
avoiding the need to pay immediate gift tax on the transfer, and passing on more
value than meets the taxable eye in the transfer.” %‘Zi{} oper, 5% Joluntary Tax?

New ?f:;‘%&féy” on Sophisticated Estate Tax Avoidance,” 77 Col. L. Rev. 161,
171 (March 1977). The goals of modern estate planning are somewhat broader.
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and deferring the imposition of tax,
nd i?i e generation skipping transfer tax
One of the key weapons in an
taking advantage of valuation

("GSTT"), is an integral part of family wealt
estate planner’s arsenal is to accomplish %;%zs
strategies and leveraging opportunities

Tax Savings. Reducing, avoiding
primarily income taxes, gift taxes, estate {3,‘%53\ an
plan ing.
e goals by

Since 1976 we have been taxed under a unified estate and gift tax structure
whereby gifts and transfers at death are aggregated and transfers taking place at death are

. 1
treated as the last gift.

The punitive GSTT is imposed in addition to the estate and gift taxes on the
same fransaction. ?%; rate is the highest estate and gift tax bracket, currently 55% (after
the exemption of $1,000,000) for each generation skipped.

Value Manipulation. "Passing on More Value Than Meets the Taxable
Eye.” The ability to manipulate value to achieve tax savings within the family unit
presents unique opportunities for the tax practitioner,

Asset Protection Planning. Although it has always been a worthwhile
consideration, asset protection and liability planning is becoming a more integral part of
the business and estate planning processes. Traditional tax planning arrangements with
appropriate modifications work well in this new planning environment and are not only
compatible with asset protection techniques, but each enhances and solidifies the benefits

of the other,

Flexibility. Flexi %ﬁé i} to meet changing family needs and changing laws,
particularly tax laws, has iﬁ{f sed in scope, especially due to the increased focus on

multigenerational tax and family planning.

Providing for Liquidity at Death. Many years ago Ben Franklin made the
observation that there are two certainties in life - death and taxes.” F calt
persons it is death which causes the largest tax

provisions must be made to deal with that eventuality.

*See Cooper at fn 1, p. 3.

“It has been stated that the major difference between death and taxes is that death

doesn’t get worse each time Congress meets. It also appears that there now are three
certainties — death, taxes and tax reform.

¢
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Just like %3 fact that none of us relishes the idea of gro 23{155 old, we all
realize that it sure beats the alternative. None of us enjoys buying life insurance, but in
most instances it also is far superior to the alternative. {ag,g illiquid estate, beneficiaries
who need economic assistance, eic.)

ol

Traditionally, life insurance has been acquired for (i) estate creation and (if)
estate preservation. However, with new products and planning iiﬁ??iiﬁi life insurance
may also be arranged to provide lifetime benefits, such as tax deferred g;’*{}%%f’ﬁ}.



THE ULTIMATE ESTATE PLAN

Most of Us, If We Are Completely Candid,
Want an Estate Plan Whereby We:

B Have Access to the Income From Our
Property Until Death

® JHHave Our Assets Available for Our Use

® Can Decide Later Who Will Receive the
Property at Our Death (or Earlier if We
Decide to Give It Away) and How They
Will Receive It

® Can Manage and Control Our Property
Until Death

® Can Have Our Property Protected from
Creditors, Including Spouses in the Context

of Divorce

B (Can Save Taxes



The Philosophy.

THE ULTIMATE ESTATE PLAN

primary beneficiary is a
for both tax and creditor protection purposes.

follows:

far more valuagble

Receiving property in a trust which is controlled by the
commodity than receiving property outright

This concept has been expressed as

"In planning for any major gift or inheritance that is to go to

a fully mature,

has

competent family member, the donor/testator
an opportunity to enhance the gift or inheritance by
providing the beneficiary with a

trust to shelter that property

from future taxes and creditor claims — somethi ing the

beneficiary cannot do for himself,
the most prevalent reason for having a trust.

goal is

In my view, this shelter

In modern times, a trust created by someone other than the
beneficiary can be a vital shelrer (i) from at least some of the
beneficiary’s taxes, (ii) from the beneficiary’s g&ég{}rg, and

(111) from the beneficiary’s potentially dissident spou e *‘Eg
alimony, property, or an undue share on the i’}ii’ ciary’s
death.

In terms of the trustee arrangeme gi "i}f such a shelter trust —

for a fully mature, competent fam
?G‘i i%‘g«z:z %C?@‘S&E?% be gé%é‘? ast

C?@%i@é 77

%Q?{Eéi

" Tf‘ﬁ%i»é, S€§€ ction,

Sawﬁ\%wﬁ and

Removal: Way to Blend E%?@ﬁi%ii With Family Control," 23

U. Miami on Estate

Such a "trust m
taxes, ié leavy

U e
e
.m«“iﬁ?‘”
2 O
“”“\iwiw

I Itisalso aprote
ciary’s spouse as a po

Better
r than outright,

Planning, Ch. 4 at 44033
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Thus, where the trust’s creator has no wish to protect t '%
beneficiary against himself — he is a fully mature, compete
family member (whether spouse, child, or grandchild of t
donor/testator), it is not only appropriate but essential to gz&s
that primary beneficiary maximum control over his trust and
trustees, limited only to the extent necessary to achieve those
shelter goals.” Keydel, supra.

wo« {“D

The "Pipe Dream" Trust. Many years ago the fertile mind of Los Angeles
attorney John R. Cohan coined the concept of the "Pipe Dream Trust.” John stated,
"Naive clients, if they are completely candid, will say that they want a gift that helps

eir Q%‘z%éé?ﬁ?i and saves taxes. However, they also want a chance to use the property
themselves in case of éé*’%fgz?; desire management power over the trust estate, and wish
to decide later when the children will receive the property.” Drafting California
Irrevocable Trusts, John R, Cohan, ed., ‘S L

Indeed, such a trust would %}8 a "pipe dream” for anybody who makes a gift
to the trust. For any non-grantor beneficiary of this structure, a beneficiary controlled
trust is the ultimate estate plan. A ;}f{}g’zﬁ?ig structured beneficiary controlled trust set up
by anyone other than the beneficiary can give the beneficiary all of the rights, benefits
and enjoyment {;? {}iﬁ;?éé’ii ownership plus save taxes and shelter the trust assets from
creditors and divorce awards.

The Creditor Protection. A discretionary trust with an independent trustee
has been described as "...the ultimate in Qé‘”ﬁé%ii}z and divorce claims protection — even
in a state that restricts so called ifs;}ﬁﬁéi%?i% trusts” — since the %}w ficiary %zzzz*ﬁsa,;f has
no enforceable rights against the trust.” Keydel, supra at $409.1. In other words, if you
don’t own it, nobody can take it éfém you. The creator of the trust sets the E : as {o
who may benefit from the trust.



fokaf g % T W

e
ey

}
o e} LI

Wy a3
i

ke

o

I
e e 1Y

253 oot
3y

g

"Ly

Loy

oy

LE e

"L

o
e e

g

{3

I
(]

Ofx
b

Tiirs
5

%
(Y

w4

L

it

3
a
N

15
,._

i

4,

1

>

i
-

&
W
ar

v

3o ot

wh

(i)
o
s

A4
A

ot




CLES

25,080

ART

]

s
ot

[k

A
Ak

8.2

-y B B e B by
el b 82w gt o
. £

g
= w0
)

k.
af A

womr Y

G 8
TE gy e
fri

oy A0
v

%

R B )
Lo

o
Dl
e

s

WA

w

"]

5 s e
ey L R e

wdood

¢
¢

P



YOUR RIGHTS IN A TRUST

WITHOUT EXPOSING THE ASSETS
TO ESTATE TAX
a8 Income for Life
a Principal — for Health, Education, Support

and Maintenance
| "S5 or 5" Power

"Use" Concept — Trust Assets May Be Used by
Trust Beneficiaries for Any Purpose

g Special Power of Appointment — Right to Give
Property to Others

®  Ability to Rewrite the Trust

= Ed Halbach — "A Power of Appointment
Is Also..."

B Trustee — Management

Independent Trustee — Can Confer Additional
Benefits and/or Increase Tax Benefits and Creditor
Protection

12



TWEAKING THE TRUST

Income Taxation of Trusts

® General Rule

® Defective Trusts — IDIT
Avoid Mandated Distributions
"Use" Concept

Require That Beneficiaries Be Productive
Members of Society

Revocable/Irrevocable Trust Concept

Security of the Trust Enables Beneficiaries to
Defund Their Estates

Multiple Trustee Arrangements

Trustee Removal and Replacement Rights (Rev.
Rul. 95-58)

i3



ECONOMICS

B ASSUMPTIONS: $1 Million; Trust Lasts 120 Years
And Earns 8%; 55% Transfer Tax Every 30 Years

B No Trust — $420,436,792

B  Dynastic Trust — $10,252,992,943

Annual After-
Tax Growth

6.00%
7.00%

8.00%

9.00%
10.00%
11.00%
12.60%

Value of Megatrust

After 120 Years

$ 1,088,187,748
$ 3,357,788,383
$ 10,252,992,943
$ 30,987,015,749
$ 92,709,068,818
$ 274,635,993,245
$ 805,680,255,013

Value of Property
If No Trust

$ 44,622,499
$ 137,690,310
$ 420,436,792
$ 1,270,661,315
$ 3,801,651,253
$ 11,261,792,198
$ 33,037,925,957

14



CONCEP

I' OF
"FAIR MARKET VALUE"

Gift Tax Regs. — Estate Tax Regs.

"Willing Buyer — Willing Seller" Definition

B  Willing Buyer
B Willing Seller

® Neither Being Under Any Compulsion to
Buy or Sell

® Reasonable Knowledge of the Relevant
Facts

® Hypothetical Transaction

Trusts and Estates (Dec., 1990) — Average
Discount = 71.45%



CONCEPT OF "FAIR MARKET VALUE" —
"WILLING BUYER — WILLING SELLER" CONCEPT

Estate tax regulations.

"The fair market value is the price at which the property
would change hands between a willing buyer and a willing
seller,neither being under any compulsion to buy or to sell
and both having reasonable %ﬁf%}%ééga of relevant facts.”
(Emphasis supplied) Treas. Reg. §20.2031-1(b).

Gift Tax Regulations.

"Section 2512 provides that if a gift is made in property, its value at
of the

the date ¢

value of the property is the price at which such property
change hands between a %’i%%gg buyer and a willing seller, n

h

being under any compulsion to buy or to sell, and bo
reasonable knowledge of relevant facts.” Q‘Emg}%aﬁ% supplie

Reg. §25.2512-1.

v

c gift shall be considered the amount of the gift. The
ould
ithe
Ving
) Treas.

by

]

¥
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OPPORTUNITIES AVAILABLE TO EXPLOIT
VALUATION UNCERTAINTIES

"Value is what you make it, while appearing initia iéa to be an
overstatement, often is an accurate description of the e
planning to minimize tax consequences of iﬁi?ﬁ’*f&iﬁi% fransactions,
including gifts, installment sales, multiple %iﬁ%iﬁ*’*is or investment entities,
and the shifting of asset-building opportunities.” (Emphasis supplied) Fiore,

n qm

"Ownership Shifting to Realize Family Goals, Including Tax Savings,” 37
N.Y.U. Inst. on Fed. Tax, Sec. 38 (1979).

p—

"Valuation Discounts (The Strange Case of Disappearing Value). All
non-cash gifts or transfers at death subject to estate and gift taxation must
of course be valued, and an e if‘a{}fémem?} ;}m&mézfﬁ technique for
reducing taxes on these transfers is to ex i t valuation uncertainties.
Aggressive tax lawyers have developed a ge of valuation stratagems
which cuts deeply into the estate and gift id% %}asi They have succeeded
to a shocking extent in winning judicial approv al of these ?iﬁifﬁﬁggis and
Internal Revenue Service acquiescence in them. As a consequence, it
appears possible, with a bit of advance ;‘:ﬂ%ﬁﬁiﬁ& to have %fg;ﬁ fer taxes
apply to as little as one-third of the real value of p?@g}ﬁ*{i}f tra 5{ rred by

“m

(w

gift or bequest. The remaining value simply disappears for transfer tax
purposes thanks to %fai ition discounts.” Cooper, l% Voluntary Tax? New
Perspectives on Sophisticated Estate Tax Avoidance,” 77 Col. L. Rev. 161,

195 (March 1977).

"An Estate Planner’s Dream."” The abil nanipulate value even within

g’z}%i‘%ﬁ unit in order to obtain valuation discounts ??gifjﬁ‘if% a unique opportunity for

x planner. This situation has been called an "estate planner’s dream.”

s%?%}?i of all, the courts and even the
representing the government allow for thes
where the allowance makes absolutely sense from the
viewpoint of intelligent estate and gift tax :

example, blockage may be a genuine afs:}%}iﬁﬁé for r someone
who is actually forced to unload a ma
distress sale, but what r elevanc aﬁé}&

%zas*zg uch need? ?%’%2&% f voti
nority éﬁ erest may be a su

mt”w:‘:;w
e

=
51’“
&
o)
m
Wm

§€} a family corpor 35%@?1 but 1t %zaféé %z s the same meaning
to the partial owner of a corporation whose spouse owns



enough additional stock to provide control. Problems of
marketability, costs of flotation and restrictions on disposition
may bother someone who plans to sell stock, but for the
owner of a chunk of a family business which he intends to
keep, these matters may be beside the point. Indeed, in many
Cases, S0~ f:ii%%é valuation discount factors may actually
enhance the value of stock to the owner, as in the case of a
restriction on disposition which is part of reciprocal
restrictions on other sharehol é{: . Yet, in case after case, the
courts apply these factors, gseﬁzz%&gi? oblivious to the special
family circumstances in which the valuation is being made.
The ultimate result is an estate z}iazz;z@ 's dream..." Cooper,

" A Voluntary Tax? New Perspectives on Sophisticated Estate
Tax Avoidance,” 77 Col. L. Rev. 161, 197 (March 1977)
{Emphasis supplied).

Discount Range 40% - 85%. "Most family businesses (including a
family’s financial assets) will be valued lower than at their liquidation
value, if the owner’s only likely way of receiving a return on his investmen
is through that business’ cash distributions. This is because in a family
business the family generally invests most of the earnings back into o the
%?&31%26‘% rather than distributing them to the owners. If the bulk of the

ﬂ"“‘“l*

nings of a business are utilized internally, then a purchaser gf an owner’s
z*‘%i@? st in that business, who does not acquire lig {iﬁ%é}ﬁ control, will pay
a lower price than would be the case if there sx d a higher distributable

yield. On the other hand, if a prospective 1 ggff;i; aser of a %g%zm%g interest
can acquire § 1qu uidation control, then he will pay a higher amount, because
he is then put 2; position to acquire those internalized earnings. Tax case
law has %gig,%é hed that the difference between liquidation value and the
capitalized distributable cash flow value may be substantial. Gener: %é;

courts in the %zg% decade have found that the éiff%fﬂﬁcfg in thes
depending upon the distributable cash of the b
40% to 85%. Stated differently, if a f:iéﬁ*;zz
control of a family business, his or her interest in the @Eié?g}ﬁiﬁ may %52;
a value which is 40% to 85% lower than could be the case if the client does
have izg;zz?ég%é@ﬁ control.” S. Stacy Eastland, ’?%g, Art of Making Uncle
Sam Your g%;ﬁigﬁ e Instead of Your Senior Partner: Using Partne 5 1
Lieu of Life Insurance Trusts to Hold Insurance agé Other H

)
w0
ik

[
oo

Discounted Cash Flow Concept. "An FLP should be formed
as a term-of-years partnership under the Act. Ifan FLPis a

i8



term-of-years partnership, a limited partner may not withdraw
before the end a}% he term. A general partner of a term-of-
years g}gf{ﬁgfg%zig has the power to withdraw at any time prior
to the end of the term, but a withdrawal by the general
partner will breach the partnership agreement. A general
partner who breaches the partnership agreement is liable for
damages, ... z%% m-of-years partnership specifically provides
that the FLP is to continue to the end of i its term; thus, the
remaining general partners may continue the FLP. ii there
are no remaining general partners, the FLP can be
reconstituted and continued if all remaining partners ::zgz‘f:z in
writing and they appoint new general ?ﬁ?iﬁ%f{ﬁ}. Thus, if
there are multiple general partners and all partners agree, the
FLP can be reconstituted and continued upon t ?%6 event of
dissolution.

If a donor is willing to give up liquidation control of
usiness unilaterally and %é’i‘%i“&é would share it with his
y (the donor and the family m % TS toge ig%;a share the
i gii{};} control rights), the zqa;éziim value of the
almost irrelevant. The relevant {:gazﬁéiz@ﬁ becomes,
iﬁf distributable cash flow of the business? ...Once
ome gg};gf@ ﬁzgi the éﬁii‘;%ﬁ{éiﬁé aés fii}% of the
LPw é i:a, determining factor in establishing the valuation
of a partnership interest, an 3;%;}?3 ser will use the
capitalization method for establishing fair zzzgféf* value. '5%}
value of the partnership interest will be valued n the hands of
the donee rather than in the hands of the donor.” Thomas {f

Baird, "A Drafting Guide to the Family Limited Partnership.'
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FAMILY LIMITED PARTNERSHIP
(FLP)

Principal Vehicle to Obtain Discounts
Definition of "Partnership"

Converting a Desirable Asset Into An
Undesirable Asset

E A, B and C Form an Entity
> Minority Interest Discount
> Marketability Discount
> Concept of Discounted Cash Flow

®  Choice of Entity



FAMILY LIMITED PARTNERSHIP

THE JOHN AND MARY DOUGH
FAMILY LIMITED PARTNERSHIP

I
i
I

JOHN DOUGH = 1% GENERAL PARTNER

MARY DOUGH = 1% GENERAL PARTNER

JOHN DOUGH = 49% GENERAL PARTNER

MARY DOUGH = 49% GENERAL PARTNER

GENERAL PARTNERS HAVE ALL THE CONTROL AND
ARE PERSONALLY LIABLE

LIMITED PARTNERS HAVE NO CONTROL AND
ARE NOT PERSONALLY LIABLE




RENCE BETWEEN ESTATE
TAX AND GIFT TAX

g Tax Inclusive vs. Tax Exclusive
B [Estate Tax — Pay Tax on the Tax

B 122% — 55%—27%% Bracket [Examples
to Follow]

Appreciation — 7.2% Per Year for 10 Years —
Tax is 244% of Original Value

B Impact of GSTT — $4,938,272 Needed to Pass
on $1,000,000

L In Whose Hands Is the Property Valued?

B [Estate Tax — What Decedent Owned at
Death

B Gift Tax — Measured by What Each
Donee Receives

B Rev. Rul. 93-12

B Assume 50% Discount — 27% % Bracket



DIFFERENCE BETWEEN ESTATE TAX

AND GIFT TAX

B Example #1:

B Want to Transfer $1,000,000 Business at

Death

$2,222,222

X 55%

$1,222,222

$1,000,000

Needed in Estate

Tax Rate

Estate Tax Paid to IRS

Business to Children

B TAX IS 122% OF VALUE OF BUSINESS

v
L



DIFFERENCE BETWEEN ESTATE TAX
AND GIFT TAX (Cont’d.)

B Example #2:
®  Want to Transfer $1,000,000 Business By
Gift

$1,000,000 Business to Children

X 55% Tax Rate
$ 550,000 Gift Tax Paid to IRS

B TAX IS 55% OF VALUE OF BUSINESS



DIFFERENCE BETWEEN ESTATE TAX
AND GIFT TAX (Cont’d.)

B Example #3:

B  Want to Transfer $1,000,000 Business in
Non-controlling Interests to Children

B Assume a 50% Valuation Discount

$1,000,000 Business to Children

$ 500,000 Gift Tax Value After
Valuation Adjustments

X 55% Tax Rate
$ 275,000 Gift Tax

®  TAXIS 27.5% OF VALUE OF BUSINESS



ESTATE/GIFT TAX VARIATIONS —
TRANSFER TAX ADVANTAGES OF GIFTING

Tax Inclusive vs. Tax Exclusive. The estate tax is a tax inclusive fax,
while the gift tax is a tax exclusive tax. For estate tax purposes, the tax is zm;&g}ﬁﬁé on
both the property transferred and the tax itself. In contrast, the gift tax is imposed only
on the value of the property transferred.

Under the estate tax, $1,000,000 subject to tax in the 55% bracket would
result in a $550,000 tax and $450, 000 passing to the beneficiary, a tax of 122% on the
trans %ffﬁé property.

Under the g: ift tax, using the same $1,000,000, a transfer of $645,000 could
be made to the beneficiary resulting in a fax of $355,000.

In Whose Hands Is the Property Valued? See, Pennell, "V a‘iggﬁﬁﬁ
Discord:  An Exegesis of Wealth Transfer Tax ifazmz@ﬁ Theory and Practice,” U.
Miami 30th Inst. on Est. Plan., Ch. 9 (1996). Another m ﬁm ariance between z%zé estate
and gift taxes is illustrated by the facts of Rev. Rul. % 12. In that ruling, 20% gifis of
stock were made to each of the donor’s five children. Each g ii was valued as a separate
minority interest gift. Had the same transfers taken place at death, because the decedent
owned 100% at death, the stock value for transfer tax inclusion purposes would not have
received a minority interest discount.

For estate tax pu ?g}@sss, the ass et i5 %ai ed by determining the decedent’s
specti is ¢

interest in the property irres
i

The estate tax is an excise tax on the privilege of transferring property. For

purposes of computing the gross estate, ;%z{f tax is imposed upon what the decedent owned
at death without fbgaz‘{i to the fact that the asset may be fragmented and passed to sev §§%§
beneficiaries. "The estate tax is a tax. i?ﬁg}i}%ﬁ—é on the privilege of tr: ?sféi‘?iﬁi? property,
not a tax on z;;;i ;m é g {;? receiving property.” Ahmanson Foundation v, United States,
674 F.2d 761, 768 (9th Cir. 1981)

For gift tax purposes, the value of interest transferred is determined by what
a hypothetical w iézgg buyer would pay for it. iéﬁ;%;fé Sza%;gg v. Land, 303 F.2d 170 (5th
Cir. 1962). The gift is measured by what each donee receives rather than the aggregate

of all transfers made by the donor. Rev. Rul. 93-12.
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"Unlike the estate tax where the tax is imposed on an
aggregation of all the decedent’s assets, the gift tax is
imposed on the property passing from the donor to each
donee and it is the value of that property passing from the
donor to the donee that is the basis for measuring the tax.
Thus, where a donor makes simultaneous gifts of property to
wiltiple donees, the gift tax is imposed on the value of each
separate gift.” TAM 9436005.

Example: Assume an estate owner is in a 55% marginal transfer tax
bracket and wants to transfer a business worth $1,000, {‘% 00 to the estate owner’s five
children. The following will illustrate the significant savings which can be derived by
taking advantage of the benefits of a current gifting program as contrasted by holding the
property until death.

(a)  Estate tax route — bequest of five 20% interests to the children:
$2,222,222 - included in taxable estate
(1,222.222% - estate tax
$1,000,000 - net to children

o

is 122% of the value of the property transferred. If the
business grew at 7.2% a year for 10 years, it would double in value,

fat)

requiring that the $4,444,444 be in the estate in order to pass on the
business to the ¢ %; %ﬁz The tax would be 244% of the original

(b)  Gift tax route — transfer to one beneficiary illustrating tax inclusive
vs. tax exclusive:

$1.000,000 - gift
550,000 - gift tax
$1.550,000 - amount needed to make gift

The tax 15 55% of the value of the property transferred.

(¢)  Gift tax route — gift to five children combining valuation discounts
(assume 50%) with tax inclusive vs. tax exclusive concept.

b
-



$500,000 -

z?**’ (five 20% interests

U“»@

o

275,000 - géﬁ tax

The tax s 2 f the value of the property being ?%ﬁ%?éﬁ‘{?é
Since all the i%z § inure to the %‘zeﬁaéi of the ég;ga,f:% the gift

tax will be % % of the estate tax, which will be paid on the
appreciated ¥3§s %i business if death occurred in 10 years.
($275,000 vs. 5‘523;@@344@;

e“m "\3
Wa
., LM»R

Impact of Generation Skipping Transfer Tax ("GSTT"). Significant
additional benefits can be derived by transferring the property into a trust exempt from
the GSTT. A "defective” exempt trust will leverage the benefits even further.

Caveat: A non-exempt trust can have an extremely punitive result.

Example: Suppose an estate owner wishes to pass the business in trust to
a child for life with remainder after the death of the child to a grandchild. Assume that
there 1s no appreciation (otherwise, the problem would be accentuated) and that the estate
owner’s $1 million GSTT exemption has already been used. The estate owner w@zﬁé
need to start %fé%:%z $4,938,272, computed as follows:

$4.938.272 - in donor’s taxable estate
(2,716,050 - FET at 55%
$2,222.222 - net to frust

The distribution to the grandchild is "tax exclusive,” similar to the
estate tax. Therefore:

$2,222,222 - taxable termination subject to
GSTT

(1,222.222y - GST tax

$1,000,000 - to grandchild net of all transfer
tax®

“See Professor Stanley M. Johanson’s (of the University of Texas) excellent outline,
"Estate Planning for the Very Rich.”
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PLANNING IN THE RI

AL WORLD

What Does A Closely Held Business Really
Represent?

Most Clients Do Not Want to Part With
Control

Most Clients Do Not Want to Pay Any
Substantial Gift Tax

Dual Objectives

® Take Advantage Between Estate and Gift
Tax Systems

® Not Pay Substantial Gift Taxes
Guaranteeing Success
®  Survivorship Feature

B Heads I Win — Tails I Win

31



INTENTIONALLY DEFECTIVE
RREVOCABLE TRUSTS (IDIT)

Conventional Wisdom — Avoid Grantor Trust
Status

Trusts Usually Taxed as Separate Entities

Intentionally Violate Grantor Trust Provisions:
IRC Sections 671-679

IDIT — Grantor Is Treated As "Owner" of
Trust Property for Income Tax Purposes but
Not for Transfer Tax Purposes

®  Grantor, Not Trust, Pays Income Tax On
Trust Earnings

B Rev. Rul 85-13 — IRS Rules That
Transactions Between Grantor and Trust
Are Ignored



CVENUE RULING 85-13

"Because A is treated as the owner of the entire trust, A is
considered to be the owner of the trust assets for federal
income tax purposes. . In this case, A is considered to be
the owner of the promissory note held by the trust.
Therefore, the transfer o 1?2{; Corporation Z shares by Tto A
is not recognized as a sale for federal income tax purposes
33@{;31;5@ A 1s both the maiisf and the owner of the promissory
note. A transaction cannot be recognized as a sale for federal
income tax purposes if the same person is treated as owning
the purported consider: 5@3 both before and after the
transaction.” (Citations omitted.) Rev. Rul. 85-13, 1985-1
C.B. 184.
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INTENTIONALLY DEFECTIVE
RREVOCABLE TRUSTS (IDIT)

Planning — Combine the Concepts We’ve
Learned

® Family Limited Partnership
®  Valuation Discounts
®  Trusts (Particularly Dynastic Trusts)
L EXAMPLE:
®  $10 Million Business
B  Income 10% Per Annum
B Sell 40% Interest to IDIT
® 50% Valuation Discount
® Promissory Note: Interest Only Plus

Balloon )

34
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BENEFITS OF SALE TO IDIT

Estate Tax Savings

B (Converts Interest From Part of a Control
Block

E Note Worth Discounted Fair Market Value
Is In the Estate

Interest in Entity Sold Is Frozen — Leaky
Freeze

No Income Tax — Rev. Rul. 85-13
Leveraging of $1 Million GST Exemption

By Paying Tax, Grantor Making Functional
Equivalent of Tax-free Gift

Paying Tax Reduces Grantor’s Estate

Cure Poorly Drafted Trust



GRANTOR RETAINED ANNI
TRUST (GRAT)

A GRAT Is An Irrevocable Trust In Which the
Grantor Makes a Gift and Retains An Annuity
for a Term of Years

Value of the Gift for Gift Tax Purposes Is the
Value of the Asset Transferred to the Trust
Minus the Present Value of the Retained
Annuity

Structure the Retained Annuity So Its Value Is
Almost Equal to the Value of the Transferred
Asset — Therefore, the Gift Is Close to Zero

Transaction Is Very Similar In Structure to the
Sale to an IDIT Technique

Limitation: No Generation-Skipping
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COMPARISON OF NOTE SALE

TO IDIT VS. GRAT

Interest Rate in Structuring Transaction —
Favors IDIT

IDIT — IRC §1274 — e.g., 3-9 Years
Federal Midterm Rate

GRAT — IRC §7520 — 120% Federal
Midterm Rate

Lower the Rate — Less to Grantor — More
Taxfree to Beneficiaries

Survivorship Feature — Favors IDIT

GRAT — Must Survive Term or Trust
Assets (Including Post-Transfer
Appreciation) In Taxable Estate

IDIT — Only Value of Note in Estate.
Post-Sale Appreciation Escapes Transfer
Tax

GSTT — ETIP (Estate Tax Inclusion Period) —
Favors IDIT

IDIT — Immediately GSTT Exempt
GRAT — Can Only Allocate At End of
Term — Inefficient for GSTT Planning —
Unless Remainderman Sells Remainder
Interest



Taxable Gift — Favors IDIT

GRAT — Gift — Example 5 of Treas. Reg.
§25.2702-3(¢) — Rev. Rul. 77-454
IDIT — No Gift Involved — Sale for FMV

Payment Structure — Favors IDIT

IDIT — Note Structure Flexible, All
Principal Can Be Back Loaded, Right to
Prepay

GRAT — Annuity Payments Cannot
Exceed 120% of Amount Paid During
Preceding Year, Payments Fixed at
Inception

By Delay, Income or Growth on Retained
Payments Inure to Trust Rather Than
Grantor

Gift Tax Exposure — Favors GRAT

IDIT — If Note Less Than FMV, Gift
Made

GRAT — Can Finesse Gift Tax by
Expressing Annuity As Percentage of FMV
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SALE OR GIFT AND
LEASEBACK ADVANTAGES

Medical Equipment Is Protected From
Creditors of the Professional Corp., Doctors
and Trust Beneficiaries

Equipment Is No Longer Part of Taxable Estate

Equipment Lease Is Ideal for Installment Sale
Technique

Ability to Continue to Use the Equipment

43



OPPORTUNITY SHIFTING

Shifting the Opportunity to Generate Wealth

Large Wealth From Little "Seed" Money

Referrals and Advice Are Not Taxable Events

Estee Lauder — Aramis and Clinique

Other Examples: (1) Auto Dealers, (2)
Manufacturers, (3) Store Owners — New
Locations, (4) Builders and (5) Equipment

Look Up A Generation — "Advance on My
Inheritance"
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"CRUMMEY" — "DEFECTIVE":

EXTREMELY EFFECTIVE
a Planning — Combine the Concepts We’ve
Learned

® Defective Dynastic Trusts

®  Wealth Shifting Strategies
> Opportunity Shifting and/or
> IDIT — Note Sale and/or
> Lease Arrangements

Defective As To Beneficiary

B JRC 8678 Person Other Than Grantor
Treated As Owner
B Effect of "Crummey" Power
> Grantor Does Not Violate Grantor
Trust Rules
> Dual Violations — IRC §678(b)
> Effect of Cessation of Dual Violations
LTRs 9026036; 9321050

& Pipe Dream Realized
Don’t Mix Apples and Oranges (LTR 9034004)

L Look Up A Generation



TCRUMMEY" — "DEFECTIVE"
IRC 8678 states:

"Sec. 678. PERSON OTHER THAN GRANTOR
TREATED AS SUBSTANTIAL OWNER,

{a) GENERAL RULE. - A person other than the
grantor shall be treated as the owner of any portion of a trust
with respect to which:

(1)  such person has a power exercisable
solely by himself to vest the corpus or the income therefrom

(2)  such person has previously partially

released or otherwise modified %gsi& a power and after the

release or modifica @gﬁ ﬁ%zzzﬁs such control as would, within

zt%a principles of sections 671 to é??; inclusive, subject a
grantor of a trust to treatment as the owner thereof

(bp) EXCEPTION WHERE GRANTOR IS
TAXABLE. - Subsection (a) shall not apply with respect to
a power over income, as originally granted or thereafter

modified, if the grantor of f the trust or a transferor (to whom
section 679 applies) is otherwise treated as the owner under
the provisions of i% subpart other than this section.”
(Emphasis supplied.)

Effect of "Crummey" power. An example of the IRS’s ruling position is
found in LTR 9311021, where it stated:

"The primary i}%ﬁgﬁ@é?} is treated as the owner of that
portion of the trust in which his withdra ‘% I g§§§ has not yet
lapsed under section 678(a)(1) of the Code, bec ot his
ability to withdraw any additions to i%z trust. In addition,
upon the lapse of the withdrawal power the primary
beneficiary still has a section 675(4)(C) power over the trust
property because he may, at his option, exercisable in a non-

%

fiduciary capacity, acquire all or any part of the property of

z

the trust by exchanging for it property of equal value. Thus,
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School,

under section 678(a)(2), the primary beneficiary is also treated
as the owner of the trust property for which his withdrawal
power has lapsed. Therefore, the g}ﬁ?‘fié‘aé"’? beneficiaries, A,

B, and C, are treated as the owners of their entire trust, Trust
A, Trust B, and Trust C, respectively, under section 678."

Don’t Mix Apples and Oranges, or you’ll have an accounting nightmare.

"During each succeeding year in which A fails to exercise her
power, A will be treated as the owner of an increasing portion
of corpus of T. For purposes of determining the increase in
her deemed ownership her current withdrawal power for any
particular year will cause an increase in the amount of corpus
which she is treated as owning equal to the ?fﬁéw of the
amount which she could withdraw fmz tiplied by a fraction the
numerator of which is the portion of trust corpus which she
is not already treated as owning and the denominator of which
is the total of trust corpus from which the withdrawal could
be made. Discretionary distributions made by the trustee
from corpus will be treated as coming from both the portion

of corpus which the beneficiary is treated as owning and from
the portion which she is not treated as owning in the same

p
ratio as the fraction mentioned above.” LTR 9034004,

?2}& position is summed up by Professor Jeff Pennell, of

"Computing the Tax Consequences of Lapsing Five or Five

Withdrawal Rights. Private Letter Ruling 9034004 illustrates

the government’s position on the proper computation of the

income tax consequences of the lapse of a five or five
i,

withdrawal right. Citing Revenue Ruling 67-241, 1967-2

C.B. Ezi’é- for the proposition that the powerho i‘z’:;‘ s treated
as the owner of a portion of the trust in the year the power is

%

i
53@@% ’i} the Ruling holds that la § ¢ of the withdrawal
is ;ﬁiazﬁi}sgg to a release for pu g:; ses of section
¥2). If the powerholder is ent ;ﬁ&é 1st income in
future vears, this release generates grantor trust %K;}ﬁggsfs for
the duration of the trust and, according to the Ruling, this
exposure Increases every time a s&@i%zé?ga I power lapses.
Thus, the government %&?;? not treat a new lapse as occurring

Emory Law



with respect to the same five or five portion every year.
Instead, the increase in the portion subject to grantor trust
treatment attributable to a new lapse is computed according to
a formula:

Increase = withdrawable amount X frust portion not vet owned

total trust corpus

To illusirate the computation, assume the taxpayer may
withdraw five percent of the trust corpus every year. In year
I the owned portion would be 5% x 100%/100% = 5%. The
year 2 increase would be 5% x 95%/100% = 4.75% and a
total of 9.75% would be deemed owned by the powerholder

The year 3 increase would be 5% x 90.25%/100% =
45125 %2 and a total of 14.2625% would be deemed owned

by the powerholder. In year 4 the increase would be
4.286875% and the owned portion would increase to
18.549375%, and so on. Under this approach the trust never
would become totally owned no matter how long the
withdrawal power existed and lapsed, although the owned
portion eventually would approach 100%. The government’s
computation is equitable but complicated and the Rulin
underscores the notion that the lapse of a five or five
withdrawal power is not harmless for income tax purposes the
way it appears to be mébz section 2514(e) for most wealth
trans f@{i ax purposes.” Pennell, "Recent Wealth Transfer Tax
Developments Parts One & Two,"” 1991 CPE Est. Plan.

z

iﬁg};}&éi e Jan./Feb. 1991, p. 98.
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