Asset Protection

Family Wealth Protection
And Preservation

The coordination of FLPs and trusts can provide opportunities to create
an asset pool that may benefit the creator's descendants into perpetuity

amily wealth planning has un-
Fdergone an extensive meta-

morphosis aver the last sever-
al vears resulting in greater
emphasis on mulligenerational tax
and family planning with significant
creditor protection overtones. The fo-
cus of tax planning has increased in
scope in the transfer tax arena, prin-
cipally due to the relatively high
bracket range in the estate and gift
tax area and the imposition of the
punitive generation skipping trans-
for tax (GSTT). Income tax planning,
on the other hand, has received re-
duced attention primarily as a re-
sult of the compressed rate schedule
and the judicial and legislative re-
duction of income tax planning op-
portunities.

Although it always has been a
worthwhile consideration, asget pro-
tection and liability planning, as part
of the business or estate plan, is re-
ceiving much more attention than in
the past due to the increasing Hti-
gious nature of our society and the
significantly greater success rate
plaintiffs are enjoying. Traditional
tax planning arrangements with ap-
propriate modifications work well in
this new plarnming environment and
are not only compatible with asset
protection techniques, but each en-

hances and solidifies the benefits of
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the other. This article examines two
principal traditional wealth trans-
fer tools, trusts and family lmited
partnerships, and concludes that the
integration of protecting wealth from
creditors is a logical extension of tra-
ditional business planning, income
tax planning and estate planning ar-
rangements.

Accomplishing the dual objectives
of asset protection and tax planning
also is consistent with the added fea-
tures of permitting enormous flexi-
bility to meet changing eircum-
stances and being ahle to select the
individuals or entities which have
control of the family wealth for gen-
erations.

Daring both tax planning and as-
set. protection planning three prin-
ciples should be kept in mind.! First,
as a general proposition, tax conse-
quences follow property ownership.?
Although this general observation is
subject to a variety of exceplions,
such as with “defective” or grantor
trusts® and the family limited part-
nership rules,? creative design and
use of certain tax planning tech-
nigques can geparate the tax conse-
quences from ownership resulting in
extremely favorable benefits for the
family unit. Second, swnership can
be separated from control without
disturbing either the tax conse-
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quences set forth in the general rule
or the property rights vested in the
owner of the assets. Third, control
held in a fiduciary capacity is not
reachable and will not be disturbed
by either the fiduciary’s personal
creditors or the creditors of the ben-
eficiary.

Modern Estate Planning

Sophisticated business and estate
planners must ordinarily deal with
three principal objectives of their
clients when structuring business
and estate planning arrangements:
control, tax planning and ereditor
protection.

Control. Typically, for family plan-
ning and psychological purposes, it is
desirable and essential that control
be retained by the senior family
members during their lifetimes,
Upon the death of the senior family
members, most clients wish to shift
control into the hands of the mem-
bers of the oldest surviving genera-
tion and, all other things being equal,
enable the oldest surviving genera-
tion to be the favored class with re-
spect to enjoying the use and benefits
of the transferred property (i.e., chil-
dren are generally favored over
grandchildren).

The goal of preserving control in
the hands of senior family members
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while shifting the tax consequences
from those individuals is usually eas-
ily obtainable. For example, man-
agerial control can be given by
{rusteeship arrangements or by mak-
ing the desired individual (including
the transferor), or an entity which
he or she controlg, 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, typically with-
out adverse tax consequences. The
power holder need not even be a ben-
eficiary. Moreover, neither the fidu-
ciary’s creditors nor the creditors of
power holders can disturb these prin-
ciples.

Tax sqvings. Reducing, avoiding
and deferring the imposition of tax,
primarily income taxes, gift taxes,
estate taxes and the GSTT, is an in-
tegral part of family wealth plan-
ning. One of the key weapons in an
estate planner’s arsenal is to accom-
plish these goals by taking advan-
tage of valuation strategies and
leveraging opportunities.’

At times, an estate planning pro-
cedure is beneficial to all taxes. For
example, a gift of a partnership in-
terest can shift both income and
wealth. On the other hand, certain
transactions may be beneficial un-
der one tax but are counterproduc-
tive under another tax. For instance,
a gift of low basis assels will reduce
the transfer tax burden but only at
the income tax cost of not receiving
the basis step-up at death. The latter
cireumstance often involves a deli-
eate balancing of the tax conse-
quences, time-use of money factors
and the attitudes of the parties to
achieve optimum tax savings con-
sistent with overall family goals.

Assget protection. In addition to the
traditional estate planning tech-
niques used to pass wealth to the de-
sired persons with a minimum of
taxes and costs, the skilled advigor
will counsel his or her clients with
respect to structuring the family
wealth in a manner that will render
it undesirable, unattractive and un-
reachable by creditors, including
spouses in the context of divorce.
This undertaking can be aceom-
plished in a manner whereby the ap-
propriate family members will have
maximum control and benefits from
the property.

To the extent possible, assets
should be insulated from creditors.

For example, a spendthrift provision
in a trust will accomplish this result.
With regard to other assets, such as
accumulated wealth owned outright,
tax planning will be more difficult
and resirvicted. Moreover, total insu-
lation from creditors may not he pos-
sible, and thus strategies which will
protect the assets should be consid-
ered. For instance, a family limited
partnership (FLP) can convert de-
sirable assets into unattractive as-
sets, and perhaps a liability, in the
hands of an unfriendly participant
such as a ereditor.

Divide And Conquer

The proper use, structure and com-
bination of multiple entities is the
very essence of modern day family
tax and wealth planning to accom-
plish family security.b Generally, the
two most effective techniques to ac-
complish these goals are trusts and
family partnerships and, when prop-
erly combined, often form the heart
of family wealth planning.

The use of an FLP to fragment in-
terests within the family unif, in-
cluding trusts for family members,
enables the planner to create two
values for family wealth, one for the
family unit where the value stays in-
tact, and another which is artificial-
ly depressed for both wealth trans-
mission and asset protection
purposes, This distinetion is founded
on the supposition that a harmenious
family can be expected to act for the
benefit of the family unit as a whole.
F'his anticipated unity can be golidi-
fied by the judicious selection of con-
trol mechanisms such as trustee-
ships, voling rights, and fiduciary
removal rights, which may be cus-
tomized to comply with the desires
of the client. On the other hand, a
fragmented portion of the family
wealth will be depressed as to third
parties, including the IRS ({for trans-
fer tax purposes) and potential cred-
itors.

Although the variations of the
structures are limited only by the
imagination of the architect, this ar-
ticle will concentrate on two of the
most formidable variations of these
vehicles, the FLT and the Mega-
trugt. SM?

Asset Protection Planning
Many individuals are concerned
about the legitimacy of both tax and
assel protection planning. The type
of restructuring advocated in this ar-

ticle is not tax fraud, nor does it sug-
gest that transfers which would be
fraudulent under the bankruptey law
be undertaken. Tt contemplates only
legitimate estate and business plan-
ning which should be considered
when arranging the structure of any
business or éstate planning venture.

With respect to the right to tax
plan, the following statement by
Judge Learned Hand sets forth the
legal and moral right to avoid tax-
o8

We agree with the Board and
the taxpayer that a transac-
tion, otherwise within an ex-
ception of the tax law, does not
lose its immunity, because it is
actuated by a desire to avoid ...
taxation. Anyone may so ar-
range his affairs that his taxes
shall be as low as possible; he
is not bound te choose that pat-
tern which will best pay the
Treasury; there is not even a
patriotic duty to increase one’s
taxes.8

To some, asset protection planning
has a rather sinister connotation.
However, business and estate plan-
ning has incorporated asset protec-
tion arrangements for many years.
Corporations and limited partner-
ships have as a primary motivating
force insulation of the shareholders
and limited partners from liability.
The increasingly popular limited li-
ability company? also is used for as-
get protection purposes. Otherwise, a
simple partnership will accomplish
the same purposes.

In estate planning, the most obvi-
ous asset protection technigue is the
use of trusts and reliance upon
spendthrift provisions to inhibit cred-
itors from reaching the trust prop-
erty prior to its actual distribution.

Family Limited Parinership

“Asset protection planning may be
simply described as the process of
organizing one’s assets and affairs
in advance so as to guard them from
loss by reason of some future fiscal
calamity.”!? Because of the expand-
ing concern for potential future le-
gal liability, creditor protection is
new becoming a more integral as-
pect of a properly designed and in-
tegrated business or estate plan. Al-
though ereditor protection is a4 new
and evolving ares, the predominant
approach of protective asset plan-



ning attorneys invelves the use of a
FLP or a series of FLPs as the pri-
mary vehicles to hold assets. One
leading expert in assef protection
has concluded: “As asset proteclion
toolg, the limited partnerships real-
ly reign supreme. The single greatest
~ proclamation in recent years fo my
own estate planning clients, is that
the limited partnership is without
peer in the asset protection area.”1!

The concept of a FLP as an asset
protection tool is quite simple and
straightforward. It is designed to
take advantage of Sec. 703 of the Re-
vised Uniform Limited Partnership
Act, which provides that a judgment
creditor’s remedy against the interest
of a pavtner is limited to a charging
order against the limited partner-
ship interest. Therefore, the credi-
tor enly is entitled to distributions
made from the partnership, and not
the partnership interest itself. Be-
cause the general partner, who is
controlled by a family member, de-
termines the amount and timing of
the distributions from the partner-
ship, the personal judgment credi-
tor receives an asset of relatively lit-
tle value. Since the judgment
creditor does not become a substi-
tute limited partner,’? the creditor
has no vote or participation in man-
agement, or right, to any information
regarding partnership transactions,
nor is he or she even entitled to in-
gpect the partnership books. More-
over, the general partner will con-
tinue to control the partnership
assets and is entitled to receive a
- reasonable salary for such services,

The ultimate deterrent and nega-
tive feature for the judgment credi-
tor, however, is that, for income tax
purposes,® obtaining a charging or-
der results in the ereditor being
treated as the owner of that portion
of the partnership interest. There-
fore, the judgment creditor must pay
tax on the pro rata share of the in-
come earned by the partnership,
even though such income is not dis-
tributed to him or her. This exposure
to tax on phantom income has been
appropriately referred to as “KO by
the K-1.714

Irr light of this problem, in many
instances it would be reasonable to

conclude that the holder of a charg--

ing order may have an interest of
perhaps negative value in situations
where the partnership interest is
held within the confines of a close-
ly-held family situation. Thus, the

practical result of creating a FLP,
even if funded in its entirety with
freely marketable assets, is the con-
version of a desirable asset into one
which is unattractive and maybe
even undesirable, Creditors and oth-
er non-family members often will be
best advised not to be involved in
such an entity.

The use of multiple FL.Ps is rec-
ommended from both a tax planning
perspective and an asset preserva-
tion and protection point of view. In
the context of tax planning, it makes
gense to isolate assets which are
more productive for gift giving pur-
poses. For example, assets which are
expected to increase significantly in
value are generally considered the
type of assets one would transfer
when embarking on a gift giving pro-
gram. Assets which generate signif
icant taxable income alse are often
the subjects of lifetime gifts. Wast-
ing assets, on the other hand, may
deserve creditor protection in a FLP
vehicle, but are less likely fo be the
subject of an aggressive gift giving
program, Therefore, they should be
segregated into a separate FLP.

In the context of protective asset
planning, a distinetion must be made
between “internal” and “external”
protection. Lawsuits against the
partnership will result in external
protection, i.e., the partners are pro-
tected. Additionally, the use of mul-
tiple FLPs will protect the assets in
all partnerships except for judgments
against the partnership which has
committed the wrongful act. Law-
suits against the partners individu-
ally will result in complete internal
protection, and the external protec-
tion of the partners through the lim-
ited charging order remedy.

The distinction hetween the inter-
nal and the external protection 1s il-
lustrated as follows. Assume A and B
are operating a business in the form
of a limited partnership with a cor-
porate general partner. iIf X obtaing
a judgment against the partnership
of $600,000 and the partnership is
worth $250,000, X can satisfy his or
her judgment internally against the
net partnership assets of $250,000. X
cannot satisfy the shortfall against
the assets owned by A and B indi-
vidually because a limited partner-
ship shields the external assets held
by the individual limited partners
from liability. If either A or B indi-
vidually was a general partner, the
personal assets of that general part-

ner would be subject to the internal
liahilities of the limited partnership.
On the other hand, judgment credi-
tors of either A or B individually
would be limited to the charging or-
der remedy against the assets of the
limited partnership, and would have
no recourse against the partnership
agsets. In sum, creditors of the part-
nership itself have only an internal
remedy limited to the assets of the
partnership, and creditors of the in-
dividual partners have the limited
remedy of a charging order, subject-
ing them to the risk of receiving
phantom income in accordance with
Rev. Rul. 77-137. If A and B have
more than one business venture,
each should be in a geparate lHmit-
ed partnership in order to insulate
all unexposed entities from the cred-
itors of the exposed entity.

Tax Consequences

The role of the FLP in family
wealth planning has changed sig-
nificantly over the years from a tech-
nique which was principally income
tax motivated to an arrangement
which is generally designed to etfec-
tuate transfer tax savings through
the ability to transfer interests, of-
ten through annual exclusion gifts,15
which are subject to valuation dis-
counts. This procedure enables the
family to achieve significantly larger
transfer tax savings than are avail-
able by transferring cash or making
similar gifts. In addition, the abili-
ty to retain managerial rights by con-
trolling the general partner is an-
other feature which further enhances
its desirability. Retention of control
in this manner will not cause the
transferred property to be included
in the transferor’s estate. )6 Similar-
ly, Chapter 14 does not apply mere-
1y due to the fact that the gifts were
non-voting or were minority infter-
ests. 17

As a general proposition, transfer
taxes are imposed on the “fair mar-
ket value” of the property trans-
ferred. For transfers by gift of prop-
erty which do not have a readily
ascertainable market value, the
Treasury Regulations provide that
the value “ ... is the price at which
such property would change hands
between a willing buyer and a will-
ing seller, neither being under any
cornpulsion to buy or to sell, and both
having reasonable knowledge of the
relevant facts.”18 Use of this hypo-
thetical formula, when coupled with




the assumption taken in the regula-
tions that the parties are unrelated,
can significantly reduce the value of
gifts and to a large extent erode
much of the impact of the transfer
tax system. These discounts reflect
the fact that if the interest being val-
ued does not have voting control or a
readily available market, prospec-
tive buyers would be discouraged
from acquiring such interest with-
out a discount, particularly when
buying into a family controlled enti-
ty. The ability to manipulate value
and exploit the valuation uncertain-
ties, even within the family unit, in
order to ebtain valuation discounts,
presents a unique opportunity for
the skilled advisor. This situation
has been referred to by one com-
mentator as an “estate planner’s
dream.™? Another author has sum-
marized the opportunities available
to the tax planner to exploit the val-
uation uncertainties by stating,” Val-
ne is what you make it,” while ini-
tially appearing to be an
overstatement, often is an aceurate
description of the effective use of
planning to minimize tax conse-
quences of intrafamily transactions,
including gifts ... ™20

A transfer of easily valued assets,
such as publicly traded securities,
into a FLP converts the liquid asset
with an easily ascertainable value
into a non-liquid asset. Transfers of
non-controlling interests in the FLP,
even if made within the family unit,
subject the transfers to the afore-
mentioned valuation process which
assumes a hypothetical sale between
unrelated parties. Valuation dis-
counts generally applied to transfers
of limited partnership units include:

1. minority interest dis-
counts;

2. discounts for lack of mar-
ketability; and,

3. restrictions on disposition
of the assets.

These valuation inhibitors can be
described as follows:

Minority interest. The minority in-
terest discount concept recognizes
the fact that when an interest in a
-clogely-held entity, such as a part-
nership, is being valued and such in-
terest does not have voting control,
buyers may be reluctant to purchase
the interest. A minority interest
holder is unable to influence invest-
ment policy, compel distributions or

force liguidation. Congequently, the
minority interest is worth much less
than its pro rate share of the under-
lying asset, In fact, in the absence of
a minority interest holder having a
contractual right to dispose of his or
her interest, such interest may be
virtually worthless to him.

As we have previously concluded
in our discussion on asset protection,
such an asset may even have an ad-
verse economic effect, For instance,
consider the plight of a non-control-
ling partner, such as a limited or a
minority partner, of a partnership
which has taxable income ailocated
to such partner, but which either
makes no distribation or makes dis-
tributions insufficient to pay the tax
gencrated by the income. The owner
of a nen-controlling interest poten-
tially faces the same harsh income
tax result as a judgment creditor
who obtains a charging order against
a partner. The visceral reaction is
that the judgment creditor is in a
worse position than a nen-control-
ling shareholder since the judgment
creditor does not even possess the
rights of a partner such as the right
to inspect the partnership beoks, ete.,
nor is he or she owed a fiduciary duty
by the controlling partner or part-
ners. Conversely, the judgment cred-
itor need not enforce the charging
order against the partnership. The
partner may be locked in without the
opportunity to dispose of the asset
due to restrictions on disposition,
transfer tax exposure, and income
tax recapture exposure.

Marketability. The lack of mar-
ketability discount concept recog-
nizes the fact that inferests in close-
ty-held entities are less atiractive
and have fewer potential purchasers
than similar publicly traded entities.
The discount relates to the inherent
jack of flexibility in getling in and
out of investments with no ready
market. The concepts of lack of mar-
ketability and minority interest dis-
counts are often confused, used in-
terchangeably and consolidated
together to define a situation where-
in closely-held interests would be dif-
ficult to sell at a price that is com-
parable to that at which publicly
held interests are sold.

However, they are two separate
and distinet discounts.2! The lack of
marketability discount is more en-
compassing, since it is applicable to
both minority and majority holdings.

Restrictions on disposition. When

persons form an entity, they often
place limitations on the disposition of
the interests of the co-owners. They
want to be selective and restrictive
as to who their associates will be,
limiting the successor co-owners to
persons with whom they feel they
can deal comfortably. This is espe-
cially true in'a family situation.
Therefore, it is extremely reasonable
and legitimate to incorporate severe
restrictions in the partnership agree-
ment with regard to transfers, par-
ticalarly as it relates to non-family
members. The concept of discounts
based upon restrictions on disposi-
tion recognizes that such restrictions
create a deterrent reducing the abil-
ity of the willing buyer and willing
seller to strike a deal. Most family
held entities are structured where-
by transfers to non-family members
are restricted. “I'TThe natural ineli-
nation of a family to restrict owner-
ship interests in their investment or
business ventures to parties of their
choosing operates to secure a very
helpful and significant discount from
value for transfer tax purposes.”2?

One way to restrict transfers is by
giving a right of first refusal to the
remaining partners. Since the buyer
would have to wait to see if the op-
tion will be exercised, the two ele-
ments of time and uncertainty would
inhibit buyers and, therefore, bear
upon the value of the partnership in-
terest. Moreover, the purchaser
might reasonably assume that the
option would not be exercised only
if the arrangement were benefieial
to the seller. A prudent buyer would
factor into the equation the fact that
the existing partners might have in-
formation bearing on the value of the
entity that a non-participant would
not have. Thus, the hypothetical buy-
erin the valuation process would dis-
count his or her offer. Often part-
nerships are created whereby the
rights of first refusal are designed
to be extremely favorahle to the re-
maining partners, thus increasing
the significance and magnitude of
the valuation reduction,

Another popular drafting approach
is simply to preclude all transfers to
persons outside of the specified class
of transferces (oxcept perhaps with
the consent of all general partners),
which class might include only lin-
eal family members or trusts for
their benefits, A provision restrict-
ing outsiders from the class of per-
mitted transferees, reflecting the




natural desire to relain the benefits
and control of family enterprises
within the family unit, when coupled
with the valuation reduction oppor-
tunities for transfer tax purposes,
also enhances the arguments against
the creditor who may argue that, the
partnership arrangement was a
sham to defraud creditors.

Family control discount. Many ap-
praisers in computing the discount
for a transfer of a non-controlling in-
terest in a partnership will base a
great deal of their analysis upon ju-
dicially reported conchusions, often
using a rather mechanical approach
in arriving at their determinations.
Such an analysis, in many instances,
is flawed, and the client will not re-
ceive the appropriate discount {o re-
flect the true “fair market value” of
the interest being transferved.

The goal in the valuation process
to comply with the federal estate2s
and gift?* tax statues is to determine
the true “value” of the properiy
transferred. Because such determi-
nation is susceptible to various anal.
yses, the government has ereated the
arbitrary formula whereby both the
Estate Tax and the Gift Tax Regu-
lations employ hypothetical?s and
unrelated buyers and sellers in the
equation, “... both having reagonable
knowledge of relevant facts”6 in an
atlempt to arrive at the “value” of
what is being transferred,

Although the buyer and seller in
this transaction are presumed to be
hypothetical, the identity and rela-
tionship of the other parties, as well
as the provisions of the partnership
agreement, are not hypothetical.
Those facts not only are relevant, but
they are information that a veason-
able and prudent buyer would be
aware of, and take into account in
evaluating the economics and rigks of
the transaction. The Tax Court rec-
ognized that the analysis should take
mnto account the identity of the other
parties and all other facts when it
stated: “... The hypothetical sale
should not be construed in a vacu-
um isolated from the actual facts
that affect the value ... in the hands
of the decedent.”7

There is a significant difference

between buying into a family con-

trolled entity and buying into one
where the other partners are truly
independent and none of whom have
either real or effective control, This
distinetion is important and hags a
dramatic effect on the value of the

interest. Certainly, it would be an
integral factor of a negotiated deal
and, accordingly, should be reflect-
ed for transfer tax purposes.

The partnership agreement is also
extremely meaningful in valuing a
non-controlling partnership interest.
All of the provisions advocated and
used by asset protection Jawyers in
the structure of FLPs are designed
to enhance the asset protection at-
tributes of the partnership and re-
duce the value in the hands of third
parties. For instance, if the partner-
ship agreement has broad discre-
tionary language enabling the man-
aging partner in a family-controlled
partnership to withhold distribu-
tions, the hypothetical buyer, who is
aware that he or she is a stranger to
the other partners, would be receiv-
ing something of more speculative
value than would be received if the
partnership agreement. provided for
annual distributions of all net in-
come. Since the hypothetical buyer
is presumed under the applicable
regulations to “have reasonable
knowledge of the relevant facts,” he
or she would reduce the purchase
price to account for such potential
exposure.

Asset protection lawyers have rec-
ognized the problems and frustra-
tions which an unfriendly third par-
ty intervenor would encounter when
faced with a controlled family part-
nership. It is time that, the appraisal
community, the IRS and the courts
recognize and take into account that
the limited rights of a non-family
member coupled with the potential
phantom income exposure renders
such an interest extremely undesir-
able.

While il is true that the area of
protective asset planning is relatively
new and there have recently been
some inroads in protecting Jjudgment,
creditors?® under the present envi-
ronment in the creditors’ rights are-
na, no reasonable and prudent per-
son would buy into a FLP without a
suhstantial price concession, if he or
she would buy at all. Even the most
cynical advisor (as to the viability of
asset protection procedures) should
recognize the reduced incentive for
a judgment creditor to proceed where
the assets ave in a FLP setting. At
the very least, the purchaser should
anticipate the possibility of an ex-
pensive and protracted litigation
which under current law may not re-
sult in his or her receiving anything

of value. The judgment creditor
would be less inclined to'pay the nec-
essary legal fees for such a risky
chance of suceess. As a result, there
is a realistic opportunity for a quick
and favorable settlement.

From a planning and drafting
point of view, consideration should
be given to driafting the FLP where
the design limits the rights and ac-
cess of ereditors, Even if the client
believes that asset protection is not
an important factor, the transfer tax
benefits inherent in such a design
should result in the inclusion of such
protective language in the partner-
ship agreement.

Put Your Money In Trusi2?

The trust vehicle is the most ef-
fective and flexible method of holding
property in American jurisprudence.
It has been stated, “Iilt is indeed a
rare client. who should not consider
the use of a trust for some cireum-
stances, even if only to cover contin-
gencies that ought to be anticipat-
ed.”30 Property owned by a
well-drafted, customized trust can
confer significantly greater benefits
to the trust beneficiaries than the
beneficiaries would devive from out-
right ownership of the property.

We have already examined the
FLP in relation to the three majoy
goals (control, tax savings and cred-
itor protection) of modern estate
planning and have coneluded that
cach goal could be satisfied by that
arrangement. With regard to trust
plaming, the aforementioned three
goals are also easily satisfied for all
beneficiaries other than a granior
who is also a beneficiary.3! A bene-
ficiary is potentially better off re-
ceiving properly in trust than re-
ceiving property outright. The
beneficiary may be given the bene-
ficial enjoyment of the trust proper-
Ly virtually tantamount to outright
ownership without losing any of the
transfer tax or creditor protection
benefits. As a result, a skillfully
drafted trust can confer greater ben-
efits on the beneficiaries (both tax-
wise and for creditor and divorce pro-
tection purposes) than is available
with outright ownership of the prop-
erty.

From a beneficiary’s perspective,
it is difficult to envision any rights
in property that cannot also be pro-
vided in a trust. For instance, in a
“maximum benefit trust” the hene-
ficiary ean be given (1) the right to




the income from, and the use of, the
trust property, (2) the power to with-
draw property for the beneficiary’s
health, education, support and main-
tenance, (3} the right to give proper-
ty to any other person, in trust or
outright, other than him/herseif, his
or her estate, his or her ereditors or
the creditors of his or her estate (a
broad special power of appointment)
and, (4) as trustee, the ability to
manage the trust property, without
the property being includible in his
or her estate. The beneficiary also
can be given an annual, non-cumu-
lative power of withdrawal of up to
the greater of & percent or $5,000;
however, to the extent that the ben-
eficiary has the power of withdraw-
al at death, that portion will be in-
cludible in his or her estate.

A concern often voiced during the
planning process is the possibility
that a remote beneficiary might sue
a trustee-beneficiary. The trust ar-
chitect could solve that problem by
giving the preferred beneficiary a
hroad special power of appointment
which could be exercised to deprive
the complaining secondary benefi-
ciary of any interest in the trust
property. As one of the foremost au-
thorities in trust planning, Profes-
sor Bd Halbach3? has often stated,
“A power of appointment is also a
power of disappointment.”

Additional Benefits

Additional tax and creditor pro-
tection benefits may be derived by
using a discretionary trust, rather
than a maximum benefit trust, with
an independent trustee possessing
the tax sensitive powers, particular-
ly the decision to distribute or retain
income (and principal} in the trust.
Not only is this approach more tax
efficient from an income tax point of
view, but significant transfer tax sav-
ings can also be realized. The trust
income, if retained in a trust pro-
tected from the GSTT and not dis-
tributed, will not be subject to trans-
fer taxes for the duration of the trust.
The use of a discretionary trust with
an independent trustee, whose sole
duties are limited to tax sensitive
decigions, will not meaningtully re-
duce the control of the family trustee,
particularly if a “friendly trust pro-
tector” is used who can remove the
independent trustee. The primary
non-tax sensitive power is manage-
rial control over investments. Such
power may be lodged in the hands

of a trustee, who is also a heneficia-
ry, without disturbing the tax eon-
sequences, 33

The beneficiaries can enbance the
estate tax avoidance program fur-
ther by consaming their personal as-
sets, thereby reducing their taxable
estates, since they will have the se-
curity of the trust assets as a cush-
jon. Because the discretionary trust
will be managed gso that it retains
income, rather than distributing it,
the trust can be expected to grow
more rapidly than a maximum ben-
efit trust. Therefore, its use as an
emergency source of funds will en-
able the beneficiaries to defund their
estates more aggressively due to the
increased security available to the
heneficiaries in the enlarged irust.

Creditor protection. In addition to
the tax benefits inherent in the more
flexible discretionary trust arrange-
ment, such a trust provides greater
creditor protection than a trust
which has the beneficiary as its sole
trustee, or a trust that provides for
fixed distributions rather than dis-
cretionary distributions. As a gener-
al rule, the more discretionary the
trustee’s power, the more creditor-
proof the trust will be. The use of a
discretionary trust, where distribu-
tions are subject to the absolute dis-
eretion of an independent trustee,
has been described as “... The ulti-
mate in creditor and divorce claims
protection — even in a state that re-
stricts so-called ‘spendthrift trusts’
— gince the beneficiary him/herself
has no enforceable rights against the
trust.”34 By eliminating the benefi-
ciary’s enforceable rights, his or her
creditors’ rights are also curtailed,

MegatrustS™ concept. One form of
trust which is designed to maximize
both the tax and creditor profection
benefits of the trust vehicle is called
a Megatrust, Under the Megatrust
concept, the creator of the trust
places property into a trust, electing
to atiocate a sufficient amount of his
or her GST exemption againgt the
transfer so that the trust is wholly
exempt from the GSTT. The term of
the trust is structured to extend as
long as possible, subject only to the
constraints of the rule against per-
petuities. The trust will be managed
with the avoidance of wealth transfer
taxes, a primary consideration, in-
sofar as consistent with the objec-
tive of providing comfortably for the
trust beneficiaries.

Distributions are permissible, but

not encouraged since distributions
would be considered as “leakage”
from a transfer tax perspective and
would remove the shield from credi-
tors to the extent made. The trustee
should take into account all tax con-
siderations and creditor protection
issues prior to making any distribu-
tions and should be encouraged to
provide the “use” of trust assets
rather than to make distributions,
in the absence of a compelling rea-
son (e.g., adverse income tax conse-
quences) to deviate from this policy.
The trust beneficiaries will be ex-
pected to pay for their own consum-
aples. Thus, the Megatrust will form
an “asset pool” providing multigen-
erational benefits through the “use”
of the trust assets for the descen-
dants (and perhaps the spoused?) of
its creator.

The philosophy of the Megatrust
can be illustrated by assuming a
client creates a Megainsur-
ancetrust™™ for the benefit of his or
her son. The trust owns a $1 million
life ingurance policy on the grantor
and ig funded by annual exclusion
gifts subject to the son’s Crummey~o
withdrawal powers. ‘Traditional trust
strueturing would provide that if the
son wished to acquire a house, a
business or other asset that the
trustee approves of, the trustee
would finance the acquisition by
making distributions to the son (or
directly to the vendor) who in turn
would acquire the asset in his own
name. In addition, most trusts pro-
vide for termination during the
child’s lifetime, perhaps at staggered
ages (e.g., one-half at age 25 and the
remainder at age 30), at which time
the child will have the funds or the
acquired assets enabling the child to
purchase assets in his or her own
name. Assets acquired by the child
in his or her ewn name would be sub-
ject to death taxes and creditors of
the child, including spouses in the
context of a divorce, :

On the other hand, if a Megatrust
is used and it acquires the assets,
such assets would continue to be
owned by the trust and, thus, be pro-
tected from taxes and ereditors of
the beneficiary. The beneficiary
would have the use and enjoyment
of the trust properiy without the
risks and detrimental tax results.
For those clients who desire that
their descendants come as close to
outright ownership as possible, with-
out the negative features of outright
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ownership, the child can also be the
managing trustee of the trust and
can make the investment decisions to
acquire such properties for his or her
“use.”3T Ag this is not a tax sensitive
issue, an independent trustee need
not be involved in this decision mak-
ing process. The trust beneficiaries
would be expected to use their per-
sonal money to acquire depreciables,
such as automobiles, and to individ-
wally fund current expenses such as
food, schooling, vacations, etc., since
the use of protected fonds expended
on those items would be wasteful.

There are several ancillary bene-
fits to the approach taken in the ex-
ample which have received little, if
any, commentary, but can prove {o
be extremely meaningful in the fu-
ture. From an income tax standpoint,
the IRS has held that the holder of a
Crummey power will be treated as
if he or she had withdrawn the prop-
erty and then recontributed it to the
trust and, thus, would be treated as
the grantor.38 Since the beneficiary
will be paying income tax, which will
be attributable to trust earnings, the
dual effect will be to avoid any leak-
age of assets protected from the
transfer tax, and a transfer tax free
diminishment of the beneficiary’s es-
tate.

In the example above, there is only
one child and, therefore, the trust is
a wholly grantor trust with respect to
the child. The fact that the child is
treated as the sele grantor for in-
come tax purposes creates an addi-
tional planning opportunity in that
the beneficiary-grantor is able to buy
and sell assets from the trust with-
put income tax consequences.??
Therefore, the beneficiary who owns
assebs (such as a home, business,
stocl, land, partnership intervests,
ete.) may sell these assets to the
trust for cash, and then have the
cash to pay for his or her own ex-
penses, The sale of a minority inter-
est in a partnership or corporation
to a trust offers some exceedingly
productive transfoer tax benefits to
the beneficiary. This procedure also
is congistent with the creditor pro-
tection goals of the family unit in
that assets which are sold by the
beneficitary of the trust will come
within the shield of the trust’s cred-
itor protection provisiens and, there-
fore, permit the beneficiary the use of
these assets without creditor infer-
vention.

Historically, the most popular

structure of a life insurance trust
was a single “pot” trust for the de-
scendants with multiple powers of
withdrawal. In light of the foregoing
analysis, in order to enable the de-
scendants to take advantage of the
suggested techniques, consideration
might be given to creating separate
trusts at the inception for each child
{and his or her descendants) where
only one beneficiary (the child) has a
power of withdrawal so that the trust
would be a wholly grantor trast for
that beneficiary. The insurance, in
such instance, would be either frag-
mented (with or without the neces-
sity of physical segregation) or held
in a partnership arrangement,

Income Tax Planning4?
Trusts offer some valuable income
tax planning opportunities. Often
these income tax planning opportu-
nities will also translate into signif-
icant transfer tax savings.A! The de-
sign, funding and operation of the
trust can result in the grantor being
taxed, the beneficiary being taxed or
the trust being taxed. In addition,
under certain circumstances, capi-
tal gains may be taxed to a different
entity or person than is taxed for or-

dinary income tax purposes.?
A discretionary trust funded by
using the unified ¢redit or other tax-
able gifts will usually be taxed un-

-der the gencral rule whereby the

trust is taxed on the income, except
that the beneficiaries will be taxed
to the extent the income is dis-
tributed to them. The trust, however,
could be designed as a “grantor
trust” for income tax purposes so
that the income is taxed to the
grantor. Such a result would occur
because of the violation of the income
tax grantor trust rules gset forth in
IRC Secs. 671 through 679. Signifi-
cant transfer tax benefits can be
achieved under the defective trust
approach gince the grantor’s pay-
ment of taxes attributable to assets
owned by the trust will result in the
diminishment of the grantor’s estate
and the enhancement of the value of
the trust. In addition, if the grantor
is treated as the owner of the trust,
he or she will be able to buy and sell
assets from the frust, resulting in
enormous flexibility to obtain sub-
stantial tax benefits. FFor instance,
if a grantor acquires highly appreci-
ated assets from a trust that is de-
fective as to the income tax, but not
the transfer tax systern, the purchase

of the low basis asset will be neutral
with respect to transfer tax, but will
enable the grantor (decedent to be) to
acquire an asset and hold it until
death so that the basis can be
stepped up. From a transfer {ax per-
spective, consideration might be giv-
en to selling minority interests to the
trast, enabling the seller to defund
his or her estate without any income
or transfer Ltax consequences,

Trusts funded using annual ex-
clusion gifts under current IRS rul-
ing policy would result in the power
holders being taxed as grantors, and
the planning opportunities discussed
in the previous section by the cre-
ation of separate Crummey trusts
would be available to them.

Estate Planning Benefits
The enormous potential of the dy-
nastic trust vehicle was acknowl-
edged by the late Professor James
sasner, when in testimony before
Congress he stated, “In fact, we
haven’t got an estate tax, what we
have, you pay an estate tax if you
want to; if you don’t want to, you
don’t have te.”#3 Congressional recog-
nition of this multigenerational tax
avoidance opportunity resulted in
the enactment of the GSTF, which
under present law places a $1 mil-
lion per transferor ceiling on gener-
ation skipping transfers in excess of
certain annual exclusion gifts.#
The transfer tax benefits for trusts
such as the Megatrust, which is de-
sipned to leverage the $1 million
GSTT exemption by providing the
use of assets for multiple genera-
tions, however, can still lead to some
extraordinary results. A contribution
of $1 millien into a Megatrusi that
will last for 120 years and grow at 8
percent, per annum, will result in a
trust value of more than $10.25 bil-
lion in that 120 years. A 9 percent
growth during that same period of
time expands that benefit to almost
$31 billion. The 1 percent differen-
tial might occur because the trust
might be located in a jurisdiction
which has no estate income tax,
rather than a jurisdiction which sub-
jects the income to tax. The state in-
come tax avoidance might be ac-
complished by forum shopping
through the selection of a trustee in
a favorable jurisdiction. Additional
leveraging might occeur through a
trust being a grantor trust either as
to the heneficiary or the grantor him-
self or herself.



The growth potential also is en-
hanced by the fact that agsets which
pass outside of a trust will probably
be reduced not only by the tax, but
also by:

1. divorce gsettlements:

2. ereditor problems; and,

3. the fact that assets are
{ess likely to be dissipated in a
trust than if held outright,
even if the invasion rights in
the trust are extremely broad
and generous.

These results may be further
leveraged by the use of several fund-
ing technigques. Certainly, if the
Megatrust is funded wilh partner-
ship interests, the valuation discount
will enable significantly more fami-
1y wealth to be passed on.

One technique which can produce
some extraordinary leveraging ben-
efits is to fund a defective Megatrust
with limited partnership interests
which have a large income stream.
The income stream can then be used
to acquire life insurance which is
generally eonsidered to be a lever-
aged type of investment. Consider-
ation also might be given to using a
split-deollar arrangement to acquire
life insurance in the Megatrust. The
value of the gift, particularly where
second-to-die life insurance is being
acguired, is extremely low relative
to the anticipated return.

Integration Of Goals

The geals of tax reduction and pro-
tection against creditors can be best
accomplished by the skillful coordi-
nation of the two common planning
vehicles discussed above. Techniques
to accomplish either goal signifi-
cantly enhance the benefits of the
others.

We have previously illustrated the
fact that the use of asset protection
techniques enhances the tax plan-
ning opportunities, particularly in
the transfer tax arvena,

From an assel protection perspec-
tive, the tax and estate planning ben-
efits are also critical. Catherine G.
Henkel, in her sutline on “Asset Pro-
tection Techniques,”™5 states: “In this
regard, if the planner participates in
or advises any type of transaction
that has no beneficial tax effect, the

planner should satisfy him/herself

that some purpose other than hin-
dering, delaying, or defrauding cred-
itors is served by the transaction.”

Another leading authority in the as-
set. protection area, Larry W. Gibbs,
of San Antonio, echoes the foregoing
caveat, stating: “Avoid any proce-
dure, no matter how innocent, which
might imply that the client’s pre-
dominant motive is to asset pro-
tect.”8 Nonm-compliance with this ad-
monishment may result in
disciplinary action to the advisor 47
damages to the creditors,?s fines and
criminal penalties.4?

In light of the foregoing, it is im-
portant that the techniques used to
assel protect plan incorporate sig-
nificant income and estate planning
benefits in order to pass the “smell”
test. Clearly, the various strategies
used in structuring the FLP to take
advantage of the valuation inhibitors
for estate planning purposes also en-
hance the legitimaey of the FLP from
an asset protection perspective,

Conclusion

The skilled coordination of ¥LPs
and trusts can provide unique op-
pertunities to create a “family asset
pool” which may benefit the creator's
descendants into perpetuity. It is
perhaps the ultimate opportunity to
protect and preserve family wealth
on a multigenerational basis with-
out. disturbing the enjoyment of the
transferred property. ‘The inherent
flexibility necessary to meet the
changing needs and ¢ircumstances
of the beneficiaries, and to select
those persons who will control or de-
termine control of the family wealth,
strongly suggests that the use of the
FLLP in conjunction with trust plan-
ning should receive caveful consid-
eration when evaluating any busi-
ness or estate planming undertaking.

Y
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