By Steven J. Oshins & Kristen &, Simmons

The SCIN-GRAT

A hedging technique takes the mortality risk out of estate planning

B8 state planners can learn from financial planners.
For years, financial planners have used hedg-
B ing techniques to reduce risk or to guarantee a
desued outcome. This is done by entering into a trans-
action that moves in the opposite direction as the first
transaction in order to avoid or minimize a loss,

Estate planners often recommend life insurance as a
hedging tool because it’s the ideal solution for handling
mortality risk. But what if life insurance is unavailable
because the proposed insured is either too old or too
unhealthy to qualify for a reasonably priced policy? What
if a person wants to reduce the insurance need by han-
dling part of the mortality risk with an advanced estate-
planning strategy that leverages the assets removed from
the taxable estate without a mortality risk?

Such individuals should consider a SCIN-GRAT, a
hedging technique that combines a bet-to-die strategy
with a bet-to-live strategy. More specifically, it com-
bines a self-cancelling installment note (SCIN) with
a grantor retained annuity trust (GRAT), enhanced
with a few additional twists,

SCIN SALE

The first phase of the transaction is to create a genera-
tion-skipping transfer (GST) tax-exempt dynasty trust
funded with a gift sufficient enough to substantiate a
large installment sale to the trust. The trast is drafted as
an income tax defective trust, or grantor trust, in order
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to make the settlor the owner of the trust for income
tax purposes. This is accomplished by intention-
ally violating one or more of the grantor trust rules.'
Because the settlor is the owner of the trust for income
tax purposes, he can sell assets to the trust without
income tax ramifications.”

Traditionally, the seller sells a discounted asset, such
as a limited partnership (LP) interest, a non-control-
ling lLimited liability company (LLC) membership
interest or a non-controlling stock interest, to the
dynasty trust. The trust typically purchases the dis-
counted asset from the seller in exchange for an inter-
est-only promissory note at that month’s applicable
federal rate (AFR} with a balloon payment due at the
end of a term of years.

The twist with the SCIN-GRAT technique is that
the promissory note is structured as a SCIN instead
of a traditional note.

A SCIN is a promissory note that pays the seller
until the first to occur of a selected term of years or the
seller’s death. When either event occurs, all remain-
ing payments due on the SCIN are cancelled, With
an interest-only SCIN, the seller’s death before the
end of the selected term of years cancels not only the
remaining interest payments but also the large balloon
payment of principal payable at the end of the term
of years. The term of years selected must be within
the seller’s life expectancy using the Internal Revenue
Service tables.” Because the SCIN cancels when the
seller dies, the value of the note (other than the pay-
ments received by the seller before the seller’s death)
should not be included in the seller’s estate.*

A SCIN is a bet-to-die strategy for the buyer. The
buyer is betting that the seller will die before the end of
the SCIN's term of years, canceling the remaining pay-
ments. An early death creates a windfall for the buyer (in
this case, the dynasty trust).
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To aveid the SCIN being recharacterized by the
IRS as a taxable gift from the seller to the buyer, an
interest rate premium or a principal premium must
be applied to the note. This premium also legiti-
mizes the sale for a SCIN because it applics adequate
and bargained-for consideration for the cancellation

feature. The premium amount ... .

depends on the seller’s age and the

cause more wealth to be returned to the estate than the
amount that would be paid to the estate using a tradi-
tional non-SCIN promissory note,

To hedge against this risk of a SCIN overpayment,
the SCIN-GRAT technique combines the initial leg
of the transaction (the SCIN sale) with a bet-to-live

note’s term. Generally, the older
the seller, the larger the premium
that must be used to avoid a gift, (See
“SCIN 'Term and Premium Analysis,”
p. 20.) The sale in exchange for the
SCIN should be an arm’s length
transaction between the seller and
the trustee of the dynasty trust.
it should be properly documented
and enforceable by the seller/cwner
in all events. Also, the trust should
pay the required interest and prin-
cipal payments when due.’ Tf the
SCIN is structured properly and
paid as required, and if the seller
has no reasonable expectation of a
shortened life expectancy, the SCIN
should be uplield even if the seller
dies before the SCIN term expires.”
When structuring the sale for a
SCIN, it is important to analyze

the cash flow of the asset to be Suppﬁrilﬂg Eﬁﬂd Reathng V8|U€3

sold to determine whether it will
be sufficient to make the required
SCIN payments. If there is a short-
fall, payments can be made in-kind
using non-cash assets,

To provide the greatest amount
of mortality leverage, the SCINs
term should be as long as possible
within the seller’s life expectancy,
determined using the IRS mor-
tality tables. Because the mortal-
ity tables often are outdated and
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strategy (a GRAT). The combination of a bet-to-die
strategy and a bet-to-live strategy insures a successful
end result.

SCIN GIFT

After the SCIN sale has been consummated, the owner
of the SCIN sets up a single member LLC that is taxed as
a disregarded entity for income tax purposes. The SCIN
owner contributes the SCIN, along with other assets,
to the LLC. Because the LLC s a disregarded entity for
income tax purposes, contributing the SCIN to the LLC
does not trigger a taxable event, The LLC generally is
structured with a 1 percent voting interest and a 99 per-
cent non-voting interest in conternplation of the owner
transferring non-voting interests,

Next, the LLC owner establishes one or more Waltor?
GRATS for-the benefit of his spouse and/or children
The LLC owner then transfers by gift a portion of his
non-voting or minority LLC interests to the GRAT{(s)
in exchange for an annuity of substantially equal value.
An appropriate valopation discount, based upon an
independent appraisal, is applied to the gift of the non-
voting or minority LLC interests, Because the GRAT(s)
is (are) structured as a grantor trust(s) for income tax
purposes, even after the transfer of the non-voting LLC
interests to the GRAT(s), the LLC continues to be taxed
as a disregarded entity.’

A GRAT is a trust to which the settlor gifts an asset
in exchange for an annuity that is generally payable for
a term of years, If structured as a qualified annuity, the
value of the annuity may be subtracted from the value
of the asset transferred to the GRAT to determine the
value of the gift."” After the Walton case, it’s possible to
structure the annuity so that the total taxable gift by the
settlor is zero or close to zero.

A GRAT has several benefits. First, it’s a strategy
sanctioned by the Internal Revenue Code, and therefore
acceptable to the IRS, if structured properly. Also, the
annuity amount paid can be structured as a percentage
of the initial fair market value (FMV) of the trust, rather
than a dollar figure. Therefore, if the IRS challenges the
value of the asset transferred to the GRAT, the annuity
automatically adjusts itself and should not cause a sig-
nificant gift tax exposure for the settor.

A GRAT has two main drawbacks: (1) For it to be
successful in transferring assets outside of the seitlor’s
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estate, the settlor needs to survive the term of years
selected for the GRAT. If the settlor dies during the
GRAT’s term, part or all of the GRAT assets are included
in the settlor’s estate. (2) A GRAT generally cannot
generation-skip." Therefore, the assets remaining in the
GRAT after the GRAT term usually are included in the
estates of the settlor’s children.

In the SCIN-GRAT strategy, the GRAT is used as a
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hedging tool in case the setttor outlives the SCIN’s term,
If the settlor dies prior to the expiration of the GRAT
term, the settlor will not have outlived the SCIN term
and the remaining SCIN payments will be cancelled.
Because the main asset of the GRAT is a non-voting
membership interest in an LLC that has as its primary
asset the SCIN obligation, if the settlor dies during the
term of the GRAT, there will be little value remaining in
the GRAT for inclusion in the settlor’s estate, Therefore,
the survivorship requirement intherent in a traditional
GRAT is not as strong a concern in the GRAT portion of
the SCIN-GRAT strategy.

The settlor (L1C owner) establishes a GRAT term
that is as short as possible, based on an analysis of
the SCIN payments attributable to the portion of the
LLC transferred to the GRAT(s). This figure is known
in advance because the SCIN payments already have
been set. The GRAT’s term should generally be much
shorter than the SCIN’s term because the value of the
non-voting or minority LLC interests gifted to the
GRAT should be subject to a valuation discount for
lack of marketability and control. (See “SCIN-GRAT
Diagrammed,” p. 24.)

SCIN-GRAT Resulits

The benefits of the SCIN-GRAT depend on when the
settlor dies. There arc three possibilities:

(1) the settlor dies before the end of the GRAT term
and before the end of the SCIN term;

(2) the settlor dies after the end of the GRAT term,
but before the end of the SCIN term; and

(3) the settlor dies after the end of both the GRAT
term and the SCIN term.

« Scenario One: The settlor dies before the GRAT term
ends and before the SCIN term ends. 1f the settlor dies
before the GRAT term ends and before the SCIN
term ends, the settlor’s family receives a windfall in
the dynasty trust because the balance of the inter-
est payments and the SCIN balloon payment are
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cancelled pursuant to the SCIN's terms. The GRAT is
unsuccessful because the settlor failed to outlive its term
of years. But the GRAT’s failure is insignificant becanse
its primary asset is an LLC interest with an unsuccessful
SCIN as its underlying primary asset, Although no one
wishes for the settlor to die, on paper, that creates the
best economic result for the family because it results in
a significant value in the generation-skipping dynasty
frust.

Exarnple—Using the fact pattern in “See How It Works”
on p, 23, assume the settfor dies three years afier the
SCIN and GRAT transactions have been executed.”

Payment trajl-In Year 1 through Year 3, the dynasty
trust makes three interest payments to the owner of the
SCIN (now the LLC), totaling $3,740,400. The GRAT in
turn pays back to the settlor annuity payments totaling
$3,421,643.40 (assuming a’' }0 percent growth/income
rate, the settlor has included in his estate from the GRAT
amwity payments an amount equal to $3,775,213.22),
This leaves a balance in the LLC of $1,017,194.78 (the
value of the additional $500,000 worth of assets con-
tributed to the LLC along with the SCIN {including 10
percenit growth/income) plus the value of the difference
(including growth} between the SCIN interest payments
made to the LLC from the dynasty trust and the value of
the annuity paid back from the GRAT to the settlor).

To the extent possible, the SCIN payments will be
made from the dynasty trust to the LLC using cash flow
from the underlying asset sold to the dyiasty trust. The
LLC will in turn distribute the cash received in satisfac-
tion of the SCIN payment to its members (the settlor
and the GRAT) and the GRAT will use this cash to malke
the required annuity payment back to the settlor. If the
cash flow of the underlying asset is insufficient to make
the required SCIN payment, a portion or all of the pay-
ment can be made in-kind. The drawbacks of an in-kind
payment are that: (1) it may require an additional inde-
pendent appraisal of the undeslying asset; and (2) if the
undetlying asset is discountable, it may result in leakage
of the discount ameunt back into the settlor’s estate,

Results—The settlor’s death at the end of Year 3 creates
an immediate windfall to the dynasty trust because
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See How It Works
Using a likely set of facts and assunptions,
these are the benefits of the SCIN-GRAY'

12."%333;26?6.-_1%#*- S 839456900

O S‘e‘even J Oshiris: am"i Kr:ston[ Sfmmons

JUNE 2008 TRUSTS & ESTATES / trustsandesiates.com . 23



the dynasty trust does not have to pay the LLC the
$10 million cancelled SCIN principal payment, and
does not have to pay six cancelled SCIN interest pay-
ments fotaling $7,480,800, Assuming a 10 percent
growth/income rate of the underlying asset sold to
the dynasty trust, at the end of Year 3, the total value
of the dynasty trust is $17,169,092, Because the SCIN
obligation is cancelled by reason of the settlor’s death,
the entire $17,169,092 passes to the dynasty trust
without an additional transfer tax. Therefore, the
SCIN portion of the SCIN-GRAT strategy effectively
transfers $17,169,092 outside of the settlor’s estate.

If the settlor dies at the end of Year 3, the GRAT
fails because the settlor died before its seven-year
term expires. The settlor will have included in his
estate the value of the annuity payments paid back to
him from the GRAT, totaling $3,421,643.40 (assum-
ing a 10 percent growth/income rate, $3,775,213.22
should be includible in the settlor’s estate as a resubt
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of the annuity payments). Also, because the settior
did not survive the term of the GRAT, some or all
of the 99 percent LLC interest ($1,017,194.78) will
be included in the settlor’s estate under IRC Section
2036" This results in a total amount includible in the
settlor’s estate of $4,792,408.00.

Because both the dynasty trust and the GRAT
are structured as grantor trusts (the settlor pays the
income tax on the income carned in each trust), the
settlor’s estate is further reduced by any income tax
lability paid on behalf of the dynasty trust or GRAT
during the three years from the inception of the trans-
action. If the income tax payments are factored into
the analysis, the results are even more staggering.

* Scenario Two: The settlor dies after the GRAT ends,
but before the SCIN term ends. If the settlor dies after
the GRAT term ends, but before the SCIN term ends,
there’s a windfall partially in the dynasty trust and
partially in the GRAT remainder trust, the continuing
trust that receives all GRAT assets remaining at the
end of the GRAT term. The sooner the settlor dies, the
greater the value of assets in the dynasty trust and the
less the value of assets in the GRAT remainder trust,
Regardless, there is a combined windfall between the
two trusts because the remaining interest payments
and SCIN balloon payment cancel pursuant to the
terms of the SCIN,

Example—Using the same fact pattern, assume the
settlor dies seven years after the SCIN and GRAT
transactions have been executed.

Payment trail—In Years 1 through Year 7, the dynasty
trust malkes seven interest payments to the owner of the
SCIN {now the LLC), totaling $8,727,600. The GRAT in
turn pays back to the settlor all of the required annuity
payments, totaling $7,983,834.60 (assuming a 10 percent
growth/income rate, after Year 7 the settlor will have
included in his estate from the GRAT annuity pay-
ments an amount equal to $10,820,572.01). This leaves
a balance in the LLC of $1,982,391.34.

Results—The settlor’s death at the end of Year 7 cancels

the $10 million SCIN principal payment and cancels
the two remaining SCIN interest payments (totaling
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$2,493,600). Assuming a 10 percent growth/income
rate of the underlying asset sold to the dynasty trust, at
the end of Year 7 the total value of the dynasty trust is
$19,350,868.80. Because the SCIN obligation is cancelled
by reason of the settlor’s death, the entire $19,350,868.80
passes to the dynasty trust without an additional transfer
tax. Therefore, the SCIN portion of the SCIN-GRAT
strategy effectively transfers $19,350,868.80 ouiside of
the settlor’s estate.

If the settlor dies at the end of Year 7, the GRAT suc-
ceeds because the settlor outlived the seven-year term.
The settlor has included in his estate the value of the
annuity payments paid back to him from the GRAT
{assuming the 10 percent growth/income rate, at the
end of Year 7, $10,820,572.01 should be includible in
the settlor’s estate as a result of the annuity payments).
The balance of the portion of the LLC transferred to the
GRAT passes to the GRAT remamder trost without any
additional gift tax and is not included in the settlor’s
estate. Assuming the same rate of growthfincome as
given in our fact pattern, the total amount transferred
through the LLC to the GRAT remainder trust at the end
of Year 7 should be $1,982,391.34. Thus, the net result
of the SCIN-GRAT transaction if the settlor dies after
Year 7 is inclusion of $10,820,572.01 {from the GRAT
annuity payments) in the settlor’s estate, reduced further
by any income taxes paid by the settlor on behalf of the
dynasty trust and GRAT during the seven-year term, and
a wealth transfer of $21,333,260.14.

* Scenario Three; The settlor dies after the SCIN
term ends. If the settlor dies after the SCIN term ends,
because of the GRAL hedge, the GRAT remainder trust
receives a huge amount of assets. It receives SCIN inter-
est payments made after the GRAT term plus the large
SCIN balloon payment because that payment is due
upon the setttor surviving the SCIN term.

Example—Using the smme fact pattern, assume the set-
tlor dies at the end of Year 10, after the final SCIN pay-
ment was imade.

Payment trail—At the end of Year 9 the dynasty trust
has paid the L1C (owner of the SCINY all of the SCIN
interest payments as well as the SCIN principal pay-
ment outlined in the SCIN obligation. The GRAT in

turn has paid back to the settlor all of the required
annuity payments, totaling $7,983,834.60 (assuming a
10 percent growth/income rate, the settlor has incleded
in his estate from the GRAL annuity payments an
amount equal to $14,402,181.35), This leaves a balance
in the LLC of $16,518,670.87 (again, because the LLC
has received all of the SCIN intercst payments and the
SCIN principal payment).

Results-—Because the settlor died after the SCIN teym,
the value of the dynasty trust is reduced by the total
obligations under the SCIN. Assuming a 10 percent
growth/income rate of the underlying asset sold to the
dynasty trust, after the SCIN obligations are paid, the
total value of the dynasty trust at the end of Year 10
should be $11,875,898.37.

Because the settlor survived the GRAT term, the
GRAT succeeds in transferring assets to the GRAT
remainder trust. ‘Fhe settlor has inchuded in his estate
the value of the annuity payments paid back to him
from the GRAT (assuming the L) percent growth/
income rate, $14,402,181.35 should be includible in the
settlor’s estate as a result of the annuity payments). The
balance of the portion of the LLC transferred to the
GRAT passes to the GRAT remainder trust without an
additional gift tax, and is not included in the settlor’s
estate. Assuming the same rate of growth/income as
owtlined in our fact pattern, the total amount trans-
ferred through the LLC to the GRAT remainder trost at
the end of Year 10 should be $16,518,670.87 (because
the value of the remaining SCIN interest and principal
payments is held in the LLC). Thus, the net result of the
SCIN-GRAT transaction if the settlor dies at the end of
Year 10 is inclusion of $14,402,181.35 (from the GRAT
annuity payments) in the settlor’s estate, reduced fur-
ther by any income taxes paid by the settlor on income
carned by the dynasty trust and the GRAT, and a total
of $28,394,569.24 transferred outside of the settlor’s
estate ($16,518,670.87 to the GRAT remainder trust and
$11,875,898.37 1o the dynasty trust).

Summary and Warning

Regardless of whether the settlor dies before the
GRAT term ends or before or after the SCIN term
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ends, there is a significant wealth shift and estate
tax savings using the SCIN-GRAT technique. But
care must be taken to ensure that the settlors retain
sufficient wealth or access to wealth in case they
survive the GRAT term because the GRAT annuity
stream stops at the end of the GRAT term—and the
cash flow the settlors were receiving as a result of the
transaction ceases at such time.

The SCIN-GRAT technique was originally devel-
oped for older clients, but it’s also a tool that can shift
wealth oud of a younger client’s estate. For a younger cli-
ent, the nomber of years between the end of the GRAT
term and the end of the SCIN term is much farger.
This longer period allows more wealth to shift to the
client’s beneficiaries. Regirdless of the client’s age, by
combining the bet-to-die strategy of a SCIN with the
bet-to-live strategy of a GRAT, the client’s estate can be
reduced and the savings can inure to the benefit of the
client’s beneficiaries. i

------- “The authors acknowledye Robert S, Keebler of

Virchow, Krause ¢ Company, LLY in Madison, Wis, as
the prisnary developer of the SCIN-GRAT technigue, Ay
smodifications to the technigue and ervors contained i this
article are the authors” responstbility alone.

The purpose of this asticle is to advance the exchange
of idens. A taxpayer interested in irnplementing any of the
techmigues discussed should seek advice front an fndepent-
dent tax advisor based on that taxpayer’s particular cir-
cumstarices. To the extent this article expresses an opinion
on one or thore federal tax fssues, that opinion was not

widtten fo be used, and cannot be used, jor the purpose of

avoiding penaltics.

Endnotes :

1. Cuslomarily, the grantor trust sules violated to create grantor trust sta
lus for income fax purposes, but ot for transfer 1ax purposes, are; the
power of a noi-adverse parly 10 add heseficiaries to the trust (See In-
ternal Revenue Code Seckion 674(C); the power of the settlor, in a non-
ficuiciary capacity, fo reacquire trust assets by substituting property of an
equivalent value (See IRC Section 650, and sometimes induding
the seltlor's spouse as a permissinie beneficiary of income and principat
{SealR( Section £17(a)(0}.

2. Soe Revenwe fRuding 85-13, 10851 (B 184,

3.4 the term of the note exceeds the seller's life expeclancy, it could atse
secharacterization of the sale tiansaction as a privaie annuity. See General
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Counsel Memorandurn (GOM) 39503 {une 28, 1989).

4. Sea Estate of Moss v Cormissioner, 14 TCTZ9 (19800, acq, inresuit 19814 (B 2
(holding that the reraining note balance due under a self-candelling install-
ment note wes not incudibie in the decedent’s gross estate under IRC Secticn
7033 because the cancellation provision was part of the hargained-for consid-
evation); 3ee afso Estate of Frane v Coniny, 98 TUAL(992) (revieweed by the
court), affid i park, revid i part, 998 F.20 597 th Gir 199%).

N, Seo Fstate of Buckwaller v Comm, 46 TC 805 (1966) {self-cancefling feature
accomplished throtigh a scherne in which donee controlled whether to extin-
guish the det, whidy was the eqaivalent of a lestamentary disposition Uhat
woutld have been taxable). .

6. See £state of Costanza v Corarrry, 998 £.2d 597 {8th Gir 1993) (upholding a
self-cancelfing note arranaerant even though the transteror died within five
months of the transaction, hecause at ihe time of the transaction his fife ex-
pectancy was longer than the term of [he seif-cancelling arrangement);, see
afso Rey, Rul. 85-72, 1986-1-08 253; GUM 29505 (May 7 1986), Issue (B lax
Managemnent Portfolio, 805-2nd T M, Privale Annuilies and Self-Canceling
installment Notes, at pp. A-SF(7007).

T Wallon v Commy 15 T.C 586 (2000), acq. in Notice 200372, 2005-44 Internal
Revenue Bulielin 964,

§. There are several ways o structure the grantor relained annaily trust (GRAT)
portion of the SCIN-GRAT strateqy. For olher oxamples, see generally Richard
A Oshins, Steven 1 Oshins and Robert S. Keebler, “The SUN/GRAT An fnnova-
tive Strateay to Hedge Your Bet,” Fsfale Planming (Septermber 2007, atp. %

4. SeeRev, Rul. 2004-17 LRB. 200431, 119, Aug. 2, 2004.

10. See R Section 2702,

{1, Sea IRC Sedion 264200, The estate Lax inciusion perind (ETIP) sule prohibits a
sefllor's generation-<kipping transfer (G517} tax exemplion from being allocated
to a franster while s possinle that he ansferred asset coutd be induded in the
seftlor's estate, except by reason of the tee-vear ule provided Iy IRC Section
035, Because te 85 takes the position that the assets transferred to the GRAT
may be inciucible in the settlor's estate i the seftior dies during the GRATS Llerm,
fhie settior's 651 tax exemplion cannol he allocated Lo the assets fransferred lo
ftie GRAT unti e end of the GRAT's term. AL the end of the GRAT'S term, the
assels fransfersed fo the GRAT generally will have grown. Therefore, the GRAT
generally i not known as a toof Io leverage a settlor's G5T1ax exemplion.

12. Note that this example is an oversimphification of the siralegy, as i is prudent
nol 1 fund the GRAT on the same dale as the daie of the SN sale so as to
reduce the possitiiity that the serics of transfors will be recast as one transfer
under a step-transaction theory.

14, SeeProposed Treasury Regulations Section 20.2636-1 19097-05 72 ER. 31487
31491 (June 7 2007). Nole that the $1L017194.78 figure asstimes that the fimited
bty cormpany GLO) inferest is included in the seltlor's estate with no valy-
ation discount, assuming the IRS concludes that it should be aguregaled with
[he 1 percant voling LIC interest that is inchided in the seitor’s estate under
IRC Section 2033,
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