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Protecting Financial Assets

It is insufficient to sell financial products,
such as cash value life insurance or markerable
securities or bonds, without also considering the
importance of protecting those assets from cred-
itors. After all, the life insurance advisor’s or
financial planners interests are aligned with
those of the client. Both parties want the client’s
assets to be protected in the event that the client
is sued. If the client is sued and loses these assets,
the advisor no longer has these assets to manage.

The Domestic Asset Protection Trust

Asset protection has become one of the
hottest areas of law and has become the ideal

complement to estate planning. Conse-
quently, the Domestic Asset Protection
Truse (“DAPT”) has become one of the
most popular asset protection tools in the
planner’s toolbox. As more states have
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enacted DAPT legislation, practitioners have
started doing more DAPTs for their clients.
Financial advisors must be knowledgeable in
this area in order to understand the opportu-
nities for their clients.

A DAPT is an irrevocable trust in which
the trust settlor is a discretionary beneficiary
along with other discretionary beneficiaries.
After a period of rime called the “statute of lim-
itations” the DAPT assets should be protected
from the settlor’s creditors. The statute of limi-
tations applicable to the trust depends upon
which of the DAPT jurisdictions is used for the
trust. In addition, all DAPT jurisdictions
except for Nevada have ar least one type of
exception creditor who can pierce through the
DAPT. In many of these jurisdictions, divorc-
ing spouses, alimony creditors, child support
creditors, preexisting tort creditors, and other
classes of creditors are exception creditors who
can pierce through the trust.

After nearly 16 years since the first DAPT
legislation passed, not a single DAPT has been
tested all the way through the court system.
Most likely this is because such a large super-
majority believes that if tested the DAPT will
work to protect its assets from a creditor of the
settlor. However, despite the very high likeli-
hood of protection, if there is a way to increase
the odds of success even more, then such a
strategy should be utilized whenever possible.

The Hybrid Domestic Asset Protection Trust

The Hybrid Domestic Asset Protection
Trust (“Hybrid DAPT”) is a strategy that
should increase the probability that the trust
assets will be protected. And it is very simple.
The Hybrid DAPT is just like a regular DAPT
except that the settlor is not an initial discre-

tionary beneficiary of the trust, but can be
added later by a trust protector. Thus, the trust
is initially set up for the benefit of the sertlor’s
spouse and descendants, for example, but not
for the settlor. By not including the settlor as a
beneficiary of the trust, the Hybrid DAPT is
by definition a third-party trust and therefore
almost certainly avoids the potential risk of
uncertaingy of a regular DAPT.

Especially where the settlor is married and
has a strong, trusting relationship with his or her
spouse, is there any good reason that the settler
must have his or her name in the trust agreement
as a beneficiary? It is very simple to indirectly
access the trust assets through the spouse. And
the trust agreement should define the “spouse”
using a “floating spouse provision” that defines
the spouse as the person the settlor is married to
and living with from time to time. This gives the
settlor the ability to access the trust assets
through a subsequent spouse in the event of 2
divorce or the death of the settlor’s spouse.

If the setdor has no spouse, then it becomes
more difficult to access the assets. However, since
a good asset protection planner will be sure to
leave sufficient wealth outside of the clients asset
protection trust, in most cases the settlor will not

have to work through this issue anytime soon.

If the Settlor Is Added as a Beneficiary

In case the settlor needs to be a discre-
tionary beneficiary of the Hybrid DAPT some-
time in the future (i.e., if the settlor has no
spouse or child that will “share” a distribution
with the sectlor and the settlor now needs a dis-
tribution), the trust agreement provides that
the trust protector can add additional benefi-
ciaries, including the settlor. However, if the
settlor is added, then the Hybrid DAPT




becomes a regular DAPT and thus risks that
the law is still unsettled on DAPTs (even
though most people believe that they work).
What happens if the settlor suspects that a
creditor attack may be forthcoming? In either
case, very far in advance of the problem occur-
ring, the settlor would ask the trust protector to
remove him or her as a discretionary beneficiary.

The Completed Gift Hybrid DAPT

Most DAPTs are designed as Incomplete
Gift DAPTs where the sole objective is asser
protection. However, many DAPTs are
designed as Completed Gift DAPTs where the
settlor is a discretionary beneficiary of a trust
designed with the following attribures:

(i) Ttisa completed gift for gift tax purposes

(ii) The settlor is a discretionary beneficiary

(iii) The trust assets are protected from the sett-
lor’s beneficiaries

{iv) The trust assets are outside of the settlor’s
estate for estate tax purposes at the sett-
lor’s death

The Completed Gift DAPT strategy was
approved by the Service in PLR 200944002
where a resident of a DAPT jurisdiction
established the DAPT using the laws of that
DAPT jurisdiction.

However, with respect to a resident of a
non-DAPT jurisdiction, although most practi-
tioners are comfortable that this strategy works,
whether the trust assets are open to creditors of
the settlor is sdll uncereain since it is unclear
which state law will apply for creditor purpos-
es. The DAPT will be includible in the settlor’s
estate at death if the trust assets are open to the
settlor’s creditors. If this were the case, this
would occur under IRC $2036(a)(1) since the
settlor would be treated as retaining the ability

to run up creditor debts which can be paid out

of the trust at the setdor’s death.

IRC § 2036(a)(1) provides that the value
of the gross estate shall include the value of all
property to the extent of any interest therein of
which the decedent has at any time made a
transfer (except in the case of a bona fide sale
for an adequate and full consideration in
money or money’s worth), by trust or other-
wise, under which the decedent has retained
for life or for any period not ascertainable with-
out reference to the decedent’s death or for any
period that does not in fact end before death
the possession or enjoyment of, or the right to
the income from, the property.

The Completed Gift DAPT reduces this
risk significantly since the setdor is not a discre-
tionary beneficiary of the trust and, thus, it is
not a self-settled trust. In an ideal scenario, the
settlor will never need to be added as a discre-
tionary beneficiary by the trust protector or
independent trustee. However, if the settlor does
need to be added at a later date, since the Com-
pleted Gift Hybrid DAPT also gives the trust
protector or independent trustee the power to
remove beneficiaries, as long as the setdor is
removed as a discretionary beneficiary more
than three years prior to death, there is no estate
tax inclusion since IRC §2035 (the three-year
contemplation of death rule) will notapply.

The Completed Gift
Life Insurance Hybrid DAPT

Life insurance policies are often owned by
an irrevocable life insurance trust (“ILIT”) in
order to remove the death benefit from the
insured’s taxable estate. However, especially for
insurance products that have high cash value,

continued on page 4
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the insured is often torn between saving estate
taxes and having access to the cash value. Also
important in this analysis is the perceived risk
inherent in the uncertainty of whether a tradi-
tional Completed Gift DAPT will ultimately
be determined to be out of the settlor’s estate in
case the IRS does not follow its holding in PLR
200944002 since a Private Letter Ruling is
only applicable to that taxpayer.

The Completed Gift Life Insurance Hybrid

DAPT seems to be the ideal solution to this
dilemma since it acts like a traditional third-
party ILIT until and unless the trust protector
adds the sertlor in as a discretionary beneficiary
and thus does not take any significant risk until
this time. And if the settlor is at the point where
accessing cash value is necessary, it likely means
that the settlor’s estate is to the point where
estate taxes are not an issue or are less of an issue.
If the settlor has significant assets and merely has
a liquidity issue, then the settlor would have
simply sold illiquid assets to the trust in order to
access cash rather than asking the trust protector
to add him as a discretionary beneficiary.

Summary

It is imperative that the asset protection plan-
ner create a plan with the highest probability of
success. In most cases, it is possible to significantly
increase the protection by simply using a Hybrid
DAPT rather than a traditional DAPT. This arti-
cle describes this structure and also describes a
unique ability to take advantage of this technique
in order to enhance the traditional ILIT. @

Steven J. Oshins, Esg., AEP (Distinguished) is a
member of the Law Offices of Oshins & Associates,
LLC in Las Vegas, Nevada. Oshins is a nationally
known attorney who is listed in The Best Lawyers in
America® and has been named one of the Top 100
Astorneys in Worth magazine. He was inducted into
the NAEPC FEstate Planning Hall of Famé® in 2011
He has written some of Nevada’s most imporiant estate
planning and credstor protection laws. He is also the
author of the Annual Domestic Asset Protection Rank-
ings ar htp:/fwww.oshins.com/images/DAPT_
Rankings.pdf. Oshins can be reached at 702-341-
6000, x2 or at soshins@oshins.com or wvisit
www.oshins.com.



2012 Tax Act Increases
Income Taxation of Trusts

Julius Giarmarco, JD, LLM

The American Taxpayer Relief Act of 2012
(the “Act”™) increases the highest federal income
tax bracket from 35 percent to 39.6 percent for
individuals with taxable income over $400,000
(single), $450,000 (joint), or $11,950 for
estates and trusts. The Act also increases the tax
rate for long-term capital gains and qualified
dividends from 15 percent to 20 percent for
individuals with taxable income over $400,000
(single), $450,000 (joint), or $11,950 for
estates and trusts. The Patient Protection and
Affordable Care Act implemented (beginning
in 2013) a 3.8 percent Medicare tax on the
lesser of net investment income or taxable
income above $200,000 (single), $250,000
(joint), or $11,950 for estates and trusts. As a
result, many estates and trusts will be taxable at
43.4 percent on ordinary income and 23.8 per-
cent on qualified dividends and capital gains,
while many beneficiaries, particularly young
children and grandchildren, will be taxable at
lower rates.

Leaving assets in trust to onc’s beneficiaries
at death (or during lifetime) is a popular way to
protect the beneficiaries from creditors,
exspouses and estate taxes (to the extent of the
grantor’s generation-skipping tax exemption).
Leaving assets in trust is also a way for the
grantor to be assured his/her dispositive wishes
are carried out and that the assets remain in
his/her bloodline. ,

There is now an even larger tradeoff for the
protecrion afforded by trusts. Trusts reach the
highest tax bracket at $11,950 of taxable
income (for 2013, indexed for inflation). In
addition, except for marital trusts, there is no
basis step-up at the beneficiary’s death for those
asscts held in trust. As a result of the higher tax

rates, and with portability (of the deceased
spouse’s unused estate tax exemption} becom-
ing permanent under the Act, many married
couples will dispense with credit shelter trusts.
In their place, disclaimer trusts will likely be
used to allow the surviving spouse to disclaim
(all or a portion of the decedent’s estate) into a
credit shelter trust if desirable.

What about bequests and gifts to children
and more remote descendants? Many clients
will be unwilling to leave children—particular-
ly young children—assets outright. In those sit-
uations, trusts will still be used to protect the
beneficiaries from their inability, their disabili-
ty, their creditors and their predators, including
ex-spouses. For those clients, the tax conse-
quences can be minimized by:

1. Investing the trust funds for qualified divi-
dends, long-term capital gains, and tax
exempt income. Paying a 23.8 percent tax
is preferable to paying a 43.4 percent tax.

2. Limiting turnover to minimize gains.

3. When not threatened by creditors, dis-
tributing income and capital gains to the
beneficiaries, in which case the beneficia-
ries will pay the taxes at their rates.

4, Investing trust funds in permanent life
insurance. The build-up of cash value
inside the policy, and policy loans and
withdrawals (up to basis in the contract),
will be income and Medicare tax free. An
added benefir is that the death proceeds
will also escape estate taxes. In addition,
if a permanent policy on the grantor’s life
is purchased by the trust (with the
grantor’s spouse as the beneficiary), the
trustee can access the cash values for the

continued on page 6
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benefit of the spouse. This arrangement

not only has income tax benefits, but also

financial/retirement options.

5. Where appropriate, investing trust funds
in an annuity. Annuity contracts present
special problems and raise special consid-
erations when the owner is a trust. Howev-
er, the IRS has ruled privately that owner-
ship of an annuity by a trust can result in
tax-deferral.

6. Drafting irrevocable trusts to permit an
independent trustee to distribute “so
much, or all of, the principal....” This type
of clause may suffice to distribute the trust
to current beneficiaries and thereby termi-
nate the trust.

7. Drafting trusts to permit the trustee to dis-
tribute trust income to charitable organi-
zations, including the grantor’s own pri-
vate foundation. '
With respect to trade or business income

from partnerships, LLCs, and Subchaprer S
corporations, the income attributed to a tax-
payer will not be subject to the 3.8 percent
Medicare tax if the taxpayer materially partici-
pates in the trade or business. However, the
Internal Revenue Code docs not address how

(or if) a trust “materially participates” in a

trade or business.

Finally, inter vivos trusts can be designed as
intentionally defective grantor trusts (IDGTs).
As such, the grantor will report and pay the
IDGT’s income tax liability, which will now be
more burdensome (albeit a tax-free gift to the
beneficiaries of the trust) because the top com-
bined tax rate on investment income ranges
from 23.8 percent (for long-term capital gains
and qualified dividends) to 43.4 percent (for

other passive investment income).

If it becomes too burdensome for the
grantor to continue to pay the IDGT’s income
taxes, with proper drafting, grantor rrust status
can be “turned off”. Alternatively, depending
on state law, an independent trustee can be
given a discretionary power to reimburse the
grantor for taxes paid on rrust income. And if
the trust is a spousal lifetime access trust
(SLAT), distributions to the beneficiary-spouse
can be used to help the grantor-spouse with the
payment of taxes.

While trusts will continue to be used to
preserve and protect assets, the Act has
increased the “cost” of such protection. But
with careful planning it is possible to minimize
the income tax cost of maintaining trusts. ®

Julius H. Giarmarco, JD, LLM, is head of
Giarmarco, Mullins ¢ Horton, PC.5 Trusts and
Estates Practice Group. Giarmarco received bis
law degree from Wayne State University, and his
master of laws from New York University. His
primary practice areas include estate planning,
business succession planning, wealth transfer
planning, and life insurance applications. Giar-
marco lectures frequently on a national basis, and
has spoken before the American Law
Institute—American Bar Association (ALI-ABA),
the International Forum, the Association for
Advanced Life Underwriting (AALU), and the
Million Dollar Round Table (MDRT). Giarmar-
co can be reached at jhg@disinherit-irs.com.

This article may not be used for penalty pro-
tection. The material is based upon general tax
rules and for information purposes only. It is not
intended as legal or tax advice and taxpayers
should consult their tax advisors as to their spe-
cific situation.

Copyright © 2013 Julius Giarmarco, Esq.
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is no wonder considering that among his many accom-
plishments is the drafting of estate planning and asset
protection planning statutes for Nevada that have made
that state one of the leading and most favorable states
in the country for the situs of dynasty and asset protec-
tion trusts. You will enjoy reading his article.

Our second article for this month is by Julius Giar-
marco, JD, LLM, the head of the Trust and Estates Prac-
tice Group for the law firm of Giarmarco, Mullins & Hor-
ton, PC. of New York. His article is titled 2012 Tax Act
Increases Incorne Taxation of Trusts. Quite frankly, | had
planned not to feature any articles on the American Tax-
payers Relief Act of 2012 because | figured that by the
time this quarterly issue came out almost all of our read-
ers would have either read plenty of articies about the

Act or attended various programs or seminars about the
Act. Any article in the Estate Planning Newsletter would
be a redundancy. However, Juliuss article on the effect
of the Act's increased income taxation of trusts and
planning techniques to nullify the tax increases was, |
thought, exceptional and needed to be published in our
newsletter. For those of our readers who are life insur-
ance professionals, you will find his comments on the
tax advantages of life insurance as one of the possible
planning techniques and assets of a trust to be of benefit
to your practice.

So please enjoy these two articles and let us know

if they were useful and beneficial to your practice.
Gary L. Flotron, MBA, CLU®, ChFC®, AEP®
gifclu@acl.com
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eGroup Activity:
Questions and Answers on Sections Topics

The Estate Planning eGroup has been
active lately with lively discussions on several
topics. Here are a few highlights:

* Sale of Policy from ILIT Valuation
Issues, in which a client was the grantor of
an ILIT for the benefit of his exwife who
has subsequently died. The ILITs sole asset
is a $2 million universal life policy, which
the client would like to transfer to a second
ILIT established for the benefit of his cur-
rent spouse and child.

* Beneficiary Question, in which a policy
was discovered after first the Owner/Bene-
ficiary and then the insured died. There is
no contingent beneficiary.

* Changing Policy Ownership, in which a
client wishes to change the ownership of a
policy from an ILIT because the “trust is
defunct and no longer in effect.”

* Portability in Second Marriage, in which
the clients would like to use gift tax exemp-
tions from their first marriages (both origi-
nal partners are deceased).

For these and other eGroup postings and
responses, visit http://social.financialpro.org/
FINANCIALPRO/DigestViewer/?ListKey=cd
3777c8-2aal-4f34-8534-9aae3edf73df. Ques-
dons? Call Member Services at 800-392-6900.

19 Campus Blvd., Ste. 100
Newtown Square, PA 19073-3239




