CURRENT WEALTH TRANSFER STRATEGIES UNDER
THE TAX RELIEF ACT OF 2010 AND THE UNCERTAINTIES CREATED BY
POTENTIAL TAX LEGISLATION

PRESENTED AT THE FICPA

2011 FLORIDA INSTITUTE ON FEDERAL TAXATION CONFERENCE

Novemser 11, 2011
BY: BY:
Richard B. Comiter, Esquire Domenick R. Lioce, Esquire
Comiter, Singer, Baseman & Braun, LL.C MNason, Yeager, Gerson, White & Lioce, P.A.
3801 PGA Boulevard, Suite 604 1645 Palm Beach Lakes Boulevard,
Palm Beach Gardens, Florida 33410 Suite 1200
Telephone: {561) 626-2101 West Palm Beach, Florida 33401
Facsimile:  (561) 626-4742 Telephone:  (561) 686-3307
E-mail: iteri@comitersinger.com Facsimile:  (561) 686-5442

E-mail: dliscefErnasonyveager.com

The outlines used in this presentation are not inteaded to be comprehensive; many portions only
lightly teuch the surface: and not all of the issues are updated at the same time, 50 Some parts may
be less current than others. The authors Invite suggested changes for future presentations. The
views expressed herein are not necessarily those of Comiter, Singer, Baseman & Braun, LLF or
Nason, Yeager, Gerson, White & Lioce, F.A.  Any tax ndvice contained in these materials was mot
intended or written by authors to be used and it cannot be used by any taxpayer for the purpose of
avoiding penalties that may be Imposed on the taxpayer and cannot be used as a basis for a tax
return reporting position. Any tax advice contained in these materials was written to support,
within the meaning of Treasury Department Circular 230, the promotion or marketing of the
transactions or matters addressed by such advice because the authors have reason to believe that it
may be referred to by another persen in promoting, marketing or recommending a partnership or
other entity, investment plan or arrangement to one or more taxpayers. Before using any tax
advice contained in these materials, a taxpaver should seek advice based on the taxpayer’s
particulur circumstances from an independent tax advisor. Tax advisors should research these
issues independently rather than rely an these materials. The Authors would like to thank Andrew
Comiter, Esquire for his assistance in the preparation of this outline.

ISFES1E rev.DOL



TABLE OF C NTS

L 2010 TAX RELIEF ACT it — 1
[.  THINKING DIFFERENTLY FROM AN ESTATE PLANNING PERSPECTIVE .5
.  PLANNING FOR FAMILY BUSINESS INTERESTS ... RO, |
V. ESTATE FREEZE TECHNIQUES A SO 12
V.  LOW INTEREST RATE ENVIRONMENTS wooroooosoooeeesee oo oo .15
VL ASSET PROTECTION oo, N s e s e .19
VII. HOT TOPICS AND RECENT DEVELOPMENTS oo 20
VIL.  FLORIDA LEGISLATIVE UPDATE oo 33
IX. REDUCE THE POSSIBILITY OF A BENEFICIARY CHALLENGE oo 21
X. PUTTING THE TEAM TOGETHER. i i 35




Current Wealth Transfer Strategies Under The Tax Relief Act of 2010
and the Uncertainties Created by Potential Tax Lepislation

November 11, 2011

The Tax Reliel Unemployment Insurance Reauthorization, and Job Creation Act of
2010 (the “2010 Tax Relief Act™),

2. The 2010 Tax Relief Act: The 2010 Tax Relief Act deferred the “sunset rule” of
the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA™),
which reformed the estate, gift, and generation-skipping transfer (“GST") taxes,
increased exemptions, repealed the estate and GST taxes in 2010, and restored
these taxes in 2011,

1. The 2010 Tax Relief Act provides for changes in the estate, gift, and GST
tax regimes i 2010, 2011, and 2012, and subsequently restores the 2001
law in 2013.

ii. How does the 2010 Tax Relief Act affeet the practitioner?

1. Planners should evaluate all estate plans in light of new tax rales
and decide how to change existing estate plans (if at all) to address
potential opportunitics offered by the new nules.

2. If the 2010 Tax Relief Act 15 not extended or is not made
permanent, practiboners will only have & two-year (now one-vear)
opportunity to take advantage of some these changes.

b. Background on Transfer Tax Changes in EGTRRA: The 2010 Tax Relief Act
generally provides for various tax provisions that apply for just two vears. An
understanding of the related EGTREA provisions 15 necessary to fully undersiand
these provisions.

L. EGTRRA substantially increased the $675,000 estate tax exemption n
stages after 2001; for individuals dying m 2006 through 2008, the
exemption was 32 million. It rose 1o $3.5 malhon for individuals dying in
2002,

u. EGTRRA also changed the unified sysiem so that the gift tax exemption
ermount remained at 31 million for all years afler 2001,

I, Under the “sunsct rule,” the exemption was 1o be 51 million for
both estate and gift tax purposes in 2011,

m. Under EGTRRA, the top estate and gift tax rate was also reduced in
stages. It wasz 45% for fransfers occuming between 2007 and 2009, In
2010, there was to be no estate tax; however, the gift tax would remain
with & top rate of 35%.

. Under the sunset rule, the top estate and gifl tax rate was to revert
to 55% m 2011.



. For 2010, the basis rules for inherited propenty were designed similarly to
the it tax basis transfer rules: however, heirs had opporiunities (o get
inereases in basis.

I. For example, these so-called modified carrvover hasis rmles would
have permitted the basis of assets reccived from an individual
dymg in 2010 t be increased by $1.3 million and by an additional
53 mullion for assets going to & spouse.

2. Under the sunset rule, the pre-EGTREA step-up in basis niles was
scheduled to return for 2011,

v. EGTRRA provided for other changes to the transfer tax rules which were
scheduled to disappear under the sunset rule. For example, it repealed the
State death tax credit and replaced it with a deduction. The deduction was
also scheduled to end and the credit was to return in 2011,

c. Saummary of 2010 Tax Relief Act Estate, Gift, and GST Tax Provisions.

i Increased Exemption and Reduced Maximum Rate. The 2010 Tax Relief
Act lowers estate and GST taxes for 2011 and 2012 by increasing the
exemption amount (the applicable exclusion amount) from $1 million to
5 million (indexed for inflation after 2011) and reducing the highest tax
rate from 55% to 35%."

1. The §5 million exemption is applied on a per person basis: thus,
married  couples are provided a 310 million exemption,
Additionally, the 2010 Tex Relief Act provides for a new
portability feature for married couples (discussed below).

u. Camyover Basis. The 2010 Tax Relicf Act generally repeals the EGTRRA
modified carryover basis rules that would have applied for purposes of
determining basis in property scquired from a decedent who dies in 2010,
Generally, a recipient of property acquired from a decedent who dies after
Dec. 31, 2009 will receive stepped up hasis (to fair market valuc) under
the rules applicable to assets acquired from decedents who died in 20092
However, an executor of an estate of a decedent who died in 2010 could
have chosen to have the modified carryvover basis rules of Intemal
Revenue Code (the “TRC™) §1022 apply “with respect to property
acquired or passing from a decedent” within the meaning of IRC §1014(h)
instead of the estate tax,

w. Portability of Unused Exemption between Spouses. Under the 2010 Tax
Rehef Act, any exemption that remains unused as of the death of 2 EPOSE
whe dies after December 31, 2010 is generally available for use hy the
surviving spouse, as an addition to the surviving spouse’s exemption, A

IRC §2010(c), as amended by the 2010 Tax Relief Act §302(a).
2010 Tax Relief Act §301(c).



surviving spouse may use the deceased spouse’s unused exclusion amount
(the "DSUEA"™) in addition to his or her own 85 million exchision for
taxable transfers made during life or at death.’

w, The 2010 Tax Relief Act accomplishes the portability concept for
decedents dymg and gifts made after 2010 by defining the applicable
exclusion amount as (A) the basic exclusion amount ($5 million for 2011,
as indexed for inflation) plus (B) the DSUEA *

1. DSUEA. For a surviving spouse, the DSUEA is the lesser of (A)
the basic exclusion amount; or (B) the basic exclusion amount of
the surviving spouse’s last deceased spouse over the combined
amount of the deceased spouse’s taxable estate plus adjusted
taxable gifts.”

a. For the DSUEA determination, the unused exclusion is
hmited to the lesser of (A) the basic exclusion amount; or
(B} the last deceased spouse’s remaining unused exemption
amount,

1, If & surviving spouse is predeceased by more than
one gpouse, the amount of wnased exclusion that is
available for use by such surviving spouse is imited
o the lesser of 35 million or the unused exclusion
of the last such deceased spouse.”

b. Important to note, notwithstanding the statute of Emitations
for assessing estate or gaft tax, the Intermal Revenue Service
(the “TRS") may examine the roturn of a predeceased
spouse ol any bme for purposes of determining the DEUEA
available for use by the surviving EP{HJSE.'.-J

2. The DSUEA is available to a surviving spouse only if an election
1z made on a imely filed estate tax retumn (including extensions) of
the predecessed spouse on which such amount is computed,
regardless of whether the estate of the predeceased spouse
ctherwise must file an estate tax retum.

3. Notice 2011-82.

a. This notice alerts executors of estates of decedents dying
atter December 21, 2010 that & Form 7046 15 required for an
executor to elect under [RC §200100cMSHA) ("“portability

3
4

TRC §2010(e)(2), as amended by the 2010 Tax Relicf Act §3034a),
Id,
: See § F01McHENBIR) as “the amount with respect to which the tentative 12 is determined under section
§ 2001{BX1Y"

TIRC 20100214,
7 TRC §2010(c)(SHB), as amended by the 2000 Tax Relicf Act §303(a).
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election™), even if the executor is not otherwise obligated to
file a Form 706.

4, Malpractice Risks:

a. Nol cwutioning clients about the limitations of portability,
such as not being applicable to state estate tax, GST 1ax,
and post death appreciation of assets,

b. Not filing the Form 706 to preserve portebility,

c. Not addressing the possibility of executor vindictiveness,
such 25 4 stepchild purposely not electing portability.

d. Mot assuring portability non-election: remember, if a Form
706 is filed and the preparer inadvertently forgets to choose
for portability not to apply, portability will apply in default.

e. Not maintaining adequate records.

. DSUEA and the effect on gift tax retums.

8 Mot obtzining sppropnate disclosures in  prenuptial
AETCCMENLS.

h. Mot receiving consent of the personal representative not to
clect portability,

3. Not so fast my friend- Advantages of Credit Shelter Trusts.

a. The use of a credit shelter trust still offers planning
advantages:

i Protection of assets from creditors;
ii. Ensuring assets remain in family bloodline;
tii. Shelvering future appreciation from estate tax; and
Iv. Protecting against sunset of the 2010 Tax Relief
Acl.

v. Gift Tax Changes, Under the 2010 Tax Reliel Act, for gifts made after
December 31, 2010, the gift tax is reunified with the estate tax, with an
applicable exclusion amount of $5 million (indexed for inflation) and a top
estate and gift tax rate of 3505.%

. The 2010 Tax Relief Act also makes clarifving changes for
computing estate and gift taxes. For purposes of determining the
amount of gift tax that would have been paid on one or mere PO
year gifts, the estate tax rates in effect under [RC §2001(c) at the
time of the decedent’s death are used to compute both (1) the gif
tax imposed with respect to such gifts, and (2) the unified credit
allowed against such gifts.”

IRC §2505(a), ng amendod by 2010 Tax Relief Act E302(b)
IRC §2505(a), 4= amended by 2010 Tax Relief Act B30 dN2).
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2. If a client makes a §5 million gift in 2011 and dies 25 years from
now, the valoe of the gift will be;

8. Ower 354 million, assuming 10% growth; over $34 Million,
assuming 8% growth; over 321 million, assuming 3%
growth; and over $13 million, assuming 4% growth.

vi. GS5T Tax Changes. Under the 2010 Tax Relief Act, the GST exemption
for decedents dying or gifis made after December 31, 2009 and before
January 1, 2011 equals the applicable exclusion amount for estate tax
purposes (55 million). "

1. For decedents dying or gifts made after December 31, 2010, the
GST exemption is equal to the basic exclusion amount for estate
tax purposes ($5 million, indexed for inflation)."’

2. The GST tax applicable rate for transfers made in 2011 and 2012 is
350,

3. The Act extends the EGTRRA modifications and the sunset rule
until December 31, 201 2; thus, all of the uneertaintics surmounding
the EGTRRA sunset provisions will be put off for another year or
B3,

d. Rev. Proc. 2011-52.
t 202 Applicable Exclusion Amount is 55,120,000 ($120,000 increase for
mflation).

1. Why Today’s Planners Have to Think Differently from an Estate Planning
Perspective.
a. Impact of Future Legislation: A client’s first question 13 how do you think
future legislation will impact the estate and gift tax 5 million exemption amount?
i Clommon Questions:
1. Will the transfer taxes be repealed?
2. Will all of the provisions “sunset” and will we retum o the
provisions of the 2001 Tax Act?
Will the current provisions become “2-year extenders” and be up
for debate every 2 vears?
Will a permanent, unified transfer tax system finally be enacted?
What will the exemptions be? Indexed or not?
What will the transfer tax rate be?
Will there be “clawback™ of previously “unpaid”™ transfer taxes?

Ltd

e -

ip

Although the GET 1ax 5 applicable m 20010, the G5T tax rate as determined usder TRC 8264 1a), for
translzrs musde during 2010 4 0%,

: IRC §2631{c)

A IRC §2641(a).



a. Important to nefe: Moting in the curmrent law or lemslative
history sugpests that the Treasury intended to
implement/adopt a clawback approach.

. Beliewe it or mot, what Congress passes and the President signs can

actually happen with Obama as it did with Bush. Exemptions could po
back to $1M and 55% in 20013, Don’t be surprised, because anything can
happen like it did at end of 2010. 'Why? The Congress and President do
not appear capable right now to agree on anything. After repeal of the
estate tax, who anticipated that estates would be able to elect out of an
cstate tax? Congress passed legislation in December 2010 enacting an
cstate tax which could be elected out of in order to aveid a constitutional
challenge to its right to a retroactive application of estale taxes.

i You need to tell your clients this is the “Golden Age of Estate Planning.”

If the tax law returns to a $1M exemption with a 53% estate tax rate
andfor discounts become unavailable (in order to pay off the 514 willion of
federal debt), your clients will give you a call in 2013 and ask you why
you didn’t notify them of available opportunities. The key point being is
these opportunities won't remain forever!
The Super Committes will likely not have a chance to deal with revisions
to the estate tax law. Why? Congress intended 1o take a year off from
transfer tax legislation after enacting two-year estate tax legislation at the
end of 2010, Changes may occur during the 20012 lame duck session of
Congress or in 2013,
I. Politics and Taxes
a. Deeply divided Electorate
. Gap in spending vs. income.

i1, 70% to 0% arc unhappy with the current situation.

i1, Electorate has to do something now,

h. The current situation is extremely grim and public rhetoric
i sky rocketing (see the Tex Party and Occupy
Movements).

c. Where are we going on Estate and Gift Taxes?

i. Obama administration: Wants high taxes and then
cuts deal at the end of 2010, which is a wholesale
capitulation to Republicans.

ii. Good chance the estatc tax issue is not resolved in
2012,

d. Three Ways to Change Taxes:

i. A Code Overhaul with deficit reduction;

ii. 2012 initiative after election; or



i,

Vii,

iin. Incremental approach.
The bottom line is people in Washington who are in the know, don’t krow
whether planning technigues available today will be available tomorrow.
Clients need your help in determining what they want and will ask why
vou didn't tell them to take adventage of the Golden Age of Estate
Planning,
9-9-9 Plan.
1. Consider the possibility of a flat tax or a valued added tax, How
about a 9% flat income tax, value added tax and estate tax?
2. While the plan would simplify or remove the vanous tax remmes
and spread the tax burden, many point to Europe’s implementation
of the VAT as the cause for their anemic economies.

b. Discuss Estate Tax Strategies to Utilize 35M Exempfion. Remember, estate
planning is a journey and not a destination.

e. Client Responses to your Recommending Utilization of Estate Planning
Strategies and Techniques to take Advantage of Low [Interest Rates,
Available Discounts and Depressed Yalues of Assets:

i
1.
i

V.

Let’s take advantage of opportunity now.

Wait until second half of 2012.

Wanl to ufilize exemption, but worried aboul beneficianes not
understanding the denor’s values, having too much or not being able 1
manage moncy in a fiscally responsible manner,

Want to retain control and/or access, but wanl to be able to utilize $5M
exemplion.

Yes, but clients may have special non-tax concems,

d. Wanit Te Utilize Exemption,

i

Usc $5M cxemption to take sdventage of fractional interest discoumt
opportunitics, low intercst rates and depressed values of assets.

If no current discount opportunities are available, then consider using =
portion of $5M exemption to leverape life insurance inside an [LIT and
avoid complexity. Always tollow the KISS Theory.

e, Waorried Abont Beneficiaries.

1

.

1.

Use GST Dymasty Trusts with asset protection features as a result of
grantors' increased emphasis on asset protection for beneficiaries.

Marrow  distribution standards with an independent trustee making
distributions.

Motivating behavior through Incentive Trusts does nol work accordingly
to studies over the past 40 years.

Consider a Financial Skills Trust to improve business and entrepreneurial
skills of beneficiaries in order for them to leam to be fimancally and



managerally responsible. This type of trust use autonomy concepts from
the business world to teach bencficiares under a resulls oriented trust
environment to focus on results rather than on dictatmg the pathway a
beneficiary should follow to get there.

1. Google: Google has an intemal policy that permitted emplovees to
work on their designated projects four davs . week and work on
personal projects on the remaiming day, Owver 50% of Google’s
new ideas have been generated from the one day a week employes
personal project day.

v. Will respond to an intrinsic method which breeds creativity and
responsibility.

vi. Businessmen love the idea of using a Financial Skifls Trust to prepare the
next generation to handle management responsibility and to avoid family
business battles. These skills would include living within your means, not
abusing credit, management of investments, accounting for assets,
procuring & job for what you need, and involvement in charities.

wi, Trustees can focus on the need for education and framing before large
distrnibutions are made.
vitil, See Paragraph Vl.c pertaining to the transfer of assels 1o Non-Reciprocal
Spousal Trusts to Utilize Portion of $5M exemption.
f. Special Non-Tax Concerns.

L Asszel Protection for Lineal Descendants from Predators, Creditors, Ex-
Spouses, Government and Themselves, Clients Need o Understand That
Mol Beng Asset Protected Means They Don't Have What They Think
They Have

1. Drynasty Trusts vs, Vesting Trusts. (Very Important Topic).

2, Self-Settled Trusts wvs, Foreign Trusts. NWo Self-Settled Trust
Legislation in Florda,

3. Premuptial Agreements vs. Stealth Prenuptial Agreements.

A Can a prenuptial agreement be required to inherit?
b. Is deferral of vesting the answer?

4. Family Limited Partnerships - Charging Order as the Sole Remedy.

i, Distribution Standards.

1. HEMS - Limited Access with Ascertainable Standard,

2. Best Interests - Broad Access with Asset Protection.

3. Dnscretionary - Uncertain Access with Asset Prolection,

4. Incentive Trusts — Grantor secks to encourage certain Behaviors
and Approaches.

5. Financial Skills Trust Approach — Grantor seeks to focus on
Beneficiaries Obtaining Financial Skills.



a. MNew approach.
b. Besult Orientad,
c.  Mission Statement,

6. CGrrantor’s Philosophy: Tailor the Standard to Meet Grantor’s

Expectations.
a, Give beneficiary enough to do semething, but not enough
to do nothing.
. Buld philosophy into the document as to when and how
distributions should be made,
¢. Sudden money can be a nightmare. Lottery winners often
g bankrapt.

ni.. Selection and Removal of Trustees.

2.

Family Memboers - Responsibility, Time Commitment and Personal
Laability,
Independent Trustees.
a. Why? Asset Protection!
b. When Should They Become Involved in the Process?
c. Who Should Have the Right to Remove and Replace, and
How Often?
d. Are They Worth It?
Co-Trastees.

i, Who Should They Be?

b. Should Roles and Responsibilities Be Scparate?
Roles of Trostees.

a, Administrative Trustee - Do You Want Them to Monitor
Investrments? Remember, the mest important thing is
return of investment and not retum on investment.

b. Investmeni Trustee or Committee.

o, Distribution Trostes.

d. Trust Protector - Your Ace in the Fole.

Dhrected Trusts ve, Delegation of Trustee Responsibilities.

a, The Florida Trmst Code authorizes directed trusts and
delegation of trustee responsibilities,

b. Dirccted Trusts. The terms of the trust musi expressly
authorize a person with the power to direct certain actions
of the trustee. The trostee will generally not be liable for
the acts of the power holder, unfess the atternpted exercise
violates the terms of the trust agreement or the hduciary
duty owed to the beneficiaries. The power holder is subject
to the same fiduciary standards as the trustee.



¢. Trustee Delegation of Authonty. A trustee may delegate
any duty andfor power provided that the delegation would
be proper for a trustee of comparable skill under the
circumstances. A trustee will not be hiable for acts of the
agent, if the trustee cxercised “reasonable care, skll, and
caution” when s¢lecting the agent, defining the scope of the
delegation and monitonng the agent’s actions. The agent 15
subject to the junsdiction of the Florida courts and owes a
duty to excrcise reasonable care. Unbike the directed
trustece, a delegated trastee has sclection and monitonng
duties and the agent is held to a lesser standard of care, 1.e,
reasonable care standard rather than a fduciary standard.

6. Reformation/™odification and Decanting of Trusts.

7. Letter of Wishes, When and Why? Provides an Opportunity to
Understand What Clients Are Really Thinking and Want 10
Happen. Perhaps a Chantable Mission Statement Might be
Included in a Letter of Wishes or m a Video.

8. Ecomomc Risk Spreading,

a. Off-shore Investments.
b. Hedge Funds.

[Il. Planning for Family Business Interests With a 35 Million Applicable Exclusion
Aol
a. Potentizl Benefits of Lifetime Gifts,
. Political Risks of not using the Exemption.

1. Consider what's happened over the past couple of wyears...
anything i3 possible! It's possible thal the applicable exelusion
amount will revert to §1 million or be reduced to $3.5 Million after
2012,

2. If one spouse dies in 2011 or 2012, there is uncertainty as to
whether the DSUEA will cease 10 be useable after 2012,

3, Possible changes w0 the GST exemption amount after 2012

i. Transfer future income and appreciation from donor’s estate tax base.
m. Ancillary wealth-transfer benefits from valuation discounts:

1. IRC §2036{a) is inapplicable in a federal pift-tax examination; and

2. Potential risk of future repulations under [RC §2704(h) 10 restrict
valuation discounts for transfers of fammly controlled entily
nterests.

w. Maximize the 35 million GST exemption benefit:
1. 510 million for married couples that split lifetime pifis,

10



v. Use grantor-trust structure to permit growth during donor’s remaining
lifetime without reduction by income taxes.

1.

Consiuder the leverage benefits of creating a §5 million or $10
million base in grantor trust{s), to support future installment-sale
transactions.

JP Morgan study indicated that the tax benefit of the grantor
paying the trust’s incotne taxes may be up to a 30% discount. The
point being that clients do not need to push the discount valuation
envelope in valuation reports.

b. Potential Risks of Using Exemption for Lifetime Gifis.
1. Transfemred assets may go down or lose value; however, may still receive

a benefit if the applicable exclusion amount is later reduced.

i. No basis step-up at donor’s death,

ii. Donor may not be in the financial position fo make a §5 million or $10
million gift.

iv. Potential for a clawback tax at the donor’s death if the applicable
exclusion amount 15 reduced without a legislative fix:

1.
2.

Could mpair mantal deduction or charitable deduction; or
Possible distortion to the donor's overall disposition plan.

v. Potential for “sunset™ after 2012 to leave a generation-skipping trust
subject 1o a partial genceration-skipping transfer tax.
¢. Opportunity to Clean-up or Simplification.
L Forgiveness (or repayment) ol intra-Tamily loans,

1.

Gilt-amd-loan repayment provides clean reporting on federal gift-
lax returm.

. Cancellahon, reduction or repayment of promissory notes from previous
installment sale transactions.
- Potential to fund ILIT s,

-

Salvage or replace existing under-performing life msurance
policies,

Initiate or pre-pay life insurance coverape without the complexities
of using Crommey withdrawal rights.

Roll out a split-doliar arrangement.

Pay off or pay down a premium loan arrangement,

Planming pmnters:

a. May be advisable for individuals with existing ILITz o
purchase additional life insurance or keep policies that they
were thinking about terminating,

b. Consideration should be given to making a large gift to an
ILIT to protect against the exemption amount being



decreased in the future rather than makmg transfers to the
ILIT as premiums come doe

c. Insurance should be uan  essential comsidemtion in
constructing estate plans becanse of the uncertainty of the
estale tax system going forward and to ensure liguidity to
pay possible estate tax.

w. Opportumaty 10 transfer a risky interest in a family entity.

1.
2.

General Pariner interest.
Limited Partner interest or membership interest 1 an entity that
has been defectively managed.

. Preferred ownership interests or non-pro-rata ownership interests

that may have IRC 82701 issues.

IV. Estaie Freeze Techniques.

a. GRATSs

1. An individual (the “Grantor”) transfers assets to a grantor trust and
retains an annwty [rom the trust for a term of years.

1,

Toavoid a mft upon formation, the retained snnuity 15 designed to
egual the value of the assets transferred (“zerped onr”) based upon
the term of the trust and an assumed rate of growth over the term
sel forth the by the treasury department (Le., the 7520 rate).
structoring 4 significant pgift element in a GRAT resulis in a
greater probability of wasting some or all of the exemption if a
shorter time horizon or more volatile asset is used,

. The 7520 rate i5 a “hurdle™ which i3 necessary for the trust asscis

to overcome in erder for the GRAT to be successful,

If the total retumn of the trust outperforms the 7520 rate (1.4% m
November), the excess value passes to the beneficiaries of the
GRAT free of estate and gifi tax.

. In addition, the Grantor is responsible for all of the income taxes

generated by the assets of the trust - An additional indirect gift,

1. Langer vi. Shorter Term Single GRATs: Large Cap vs, Smal] Stock.

¥

For maximum remainder scenarios for both large-cap stocks (i.e.-
S&P 500 index) amd small-cap stocks, a GRAT term of six to
sgven years appears to produce the optimal financial resuli.

a. The remainder passing to family i= approximately 125% of
the amount onginally transferred to the GRAT for large-
cap stocks, and about 250% for small-cap stocks in GRATSs
with 2 six 10 seven year lerm.



1il.

Rolling GRATs.

1. In comparing a single mine-year GRAT with a series of two-year
rolling GRATS, the rolling GRATS reflect o substantially higher
wealth shift.

2. JP Morgan has recently done an analysis with the following
assumptions: 3% or 6% IRC §7520 rate throughout the term, $10
millicn indtial funding amount of a single U.S. large cap stock.

a. The JP Morgan simulation analysis mdicated that rolling
GRATs heve a considerable advaniage ($8.65 vs. 5239
million at 3% rate and £7.26 million vs. $170,000 at 6%
rate).

b. Sales to an Intentionally Defective Grantor Trust (“1DGT™).

1.

mi.

W1,

Steps:

1. Create or utilize an existing family entity and trust.

2. A new trust should be funded with 2 gift equal to 10% of purchase
price and/or obtain beneficiary guarantees. Consideration should
be given to allocating GST exemption to the gift.

3. Parent sells the entity interest to the trust at a discounted rate.

a. The sale does not generate capital gains because sold to 2
grantor trust; and
b. The trust pays for the entity interest with a note, typically
an interest only/balloon note at the current AFR.
Income Tax:

1. Nogain on sale to the grantor ifnote paid before death.

2. Grantor pays income taxes on irust income; Parent can remain
taxable on all income, thereby making an indirect gifi 10 the
beneficianes of the trust.

Low interest rate environment and depressed valucs for asscts create the
perfect storm,
Shifts sppreciation bevond the interest rate | AFR) to the beneficianes.

. MNegatives:

. No'specific Code Section or regulation.

2. The asset value may decline below the note, “wasting” the gift.

3. Thereis no clear way to have vahiation *“formula clause.”
Possible disadvantages compared to a financed net gift:

1. Seeding required,

2. Potential 2034 inclusion,

3. Cash tlow to make interest payvment,
4. Leveraged investment nsk if decrease in value of assets sold, and
5. Larpe note is still in Grantor’s estate.
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vii. Potential solutions to “Uinderwater” transactions:

el 2

4,

&

Renegotiate 1o a lower interest rate or extend the term.

Reduce the principal amount of the note.

Contribute the underwater note to a GRAT (using the reduced
value of the note as the value of the contribution to the new
GRAT).

Future appreciation goes to the GRAT remainder bencficiaries.
Grantor can sel! the note to & new grantor trast

vitli. Consider Usimg a GRAT as a Transferree/Beneficiary of @ Defined Valuoe
Clause Gift.
¢. Financed Net Gifts.

1. Steps;
1.
2
4

Danor makes a net @ift,

Donor lends to the donee the funds to pay the gift tax.
Loan bears interest at the relevant AFR.

ii. The transaction is similar to a Sale to Defective Trust, but:

o

Simpler,

Decreased leverage — less nisky,

Principal balince on the note s much less (only the amount of the
gft tax),

Less cash flow required,

Probably less exposure to estate tax inclusion (under 2702 and
2056),

Shrinks estate value,

YWaluaton risk on awdi is redoced, and

Tax exclusive gift tax rate (if donor Dves three years atter making
the gift),

11, Dhsadvantages:

I
2,

3.

Payment of pift tax

Posgible income tax (donor will recognize capital pain to the extent
of gift tax liability exceeds the donor's adpusted basis in the
property transferred) unless made to a grantor trust, and

Thres year rule.

d. Family Limited Partnerships.
i. Typeof Client:

1.

Those who can atford to sell the partnership units to a grantor trust
(or give them away) because in the long term, a donor's paying
imeome taxes on a grantor trust and estste freezes are more
powerful tools than discount planning,

These who have a compelling investment reason for the creation of
the partnership {eg. modern portfolio theory, ensure active
professional management of the assets, lower the unit cost of
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managing the assets by pooling the assets, ensure a buy hold
strategy, efc)

3. Those who have family mvestment goals that include the benefits
of bifurcating the parinership inte preferred and growth interests.

4, Thoze who have other non-tax reasons that are not investment
ressons (e.g., protection of “family™ management, creditor and
divorce protection, efc). Please note these reasons alone may not
be sufficient to avoid an IR S 2036 attack.

1. Aundits.
1. RS is accepting double discounts.
2. 3P4 discounts are being approved on audit.
mi. Bad facts will get you n trouble,

Planning Opportunities in Low Interest Rate Environments.
. Applicable Federal Rates (“AFRs™),
1. The ATFRs (assuming annual compounding) for Movember 2011 are:

1, Short-term: (<3 years); 0.19%

2, Mid-term: (3-9 years): 1.20%

3, Long-term (=9 years); 2.67%

1. AFRs are adjusted monthly by the TR&.

b. 7520 Rate.
1. The November 2011 7520 Rate is 1.4%,

ii. Bection 7320 provides that if an income, estate, or gift tax charifable
contribution is allowable for any pant of property transferred, the taxpayer
may use the 7520 interest rate for the month of the transfer or may elect to
use the rate for either of the 2 months preceding the month of transfer.

¢. Private Financing.
1. Intra-Family Loans,

1. Intra-family loans are a simple planning technique to effectively
shift wealth betweéen family members.

2. Intra-family loans are great for families who take advantage of
annwal exclusion gifts every year and want to transtor additional
tax fres wealth to family members.

3, The premise is that the funds loaned will appreciate at a greater
rate than the interest rate required to be charged on the loan,
known as the “AFR."

4, Example:

a, Assume; 2 2 year loan of 51,000,000 to a trust for children
and money grows at 7% annually.

b, Result: The trust will camn 570,000 annually, but only owe
mterest of $6,100. The transfer-tax free growth is 363,900,



1.

5. Planning opportunity: This may also be the perfect opportunity 1o
consider refinancing intra-family loans that may have heen made
in the past at significant]ly higher interest rates.

a.  Any such negotiation should be at arm’s length; and
b. If the interest rate is reduced, taxpayers should consider
having the borrower provide some  additionally
consideration, such as a prepayment of 4 portion of the
principal or a reduction of loan duration, in exchange for
the reduction of interest rates to current AFRs.
Loans to an Irrevocable Life Insurance Trust utilize leverage to create
wealth transfer opportunities.

d. GRATS.

i

1.

Perfect Low Interest Vehicle, because the retained annuity is being valued
with a low interest rate, it is undervalued as an economic matter if the
assets are expected to prow greater than the 7320 rate (1.4% in
November).

The lower the interest rate, the smaller the annwty the Grantor has to
retain to produce a zero gift because the anmmity the Grantor has retained
15 worlth more.

e. Sale to an IDGT.

fe

ii.

Shitts appreciation in assets sold to the IDGT bevond the interest rate
(AFR) to the beneéficianes of the TDGT free of estate and gift tax.

The lower the interest rate [AFR), the smaller the hurdle to overcome 1n
order to pass vislue o the beneficiaries,

f. Private Annuitles.

it.

i,

Note payments on a sale to a defective prantor trust or low interest loan to
family members will be lower when interest rates are low and the
paymenis on a private annuity will also drop as interest rates fall.

At a 1.4% 7520 rate, the amount of the snnual anowty is extremely
favorable.

It 18 important to note, however, that the proposed regulations provide that
the purchase of a private annuity with appreciated property results in
immediate recogmition of gain; thus, the gain cannot be spread out over the
annuitant’s life expectancy.

g. Charitable Lead Annuity Trusts,

i
il.
L.

v,

Highly favored in Low Interest Times.

Can be zeroed out.

Annuity pavment to charitable beneliciary(ies) and remander to non-
charitable beneficiary(ies).

No requirement for a term of yvears. May use a measuring life.
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¥,

Vi.
vii.

Any growth in the trust in excess of the 7520 rate passes transfer tax free
to the non-chantable beneficiary at termination of the CLAT.

Only for the charitably inelined wealthy client.

CLT ordering rules: Income must come out pro-rata, cannot distribute all
erdinary income out first (worst inffirst out — won’t work)!

h. Charitable Gift of 3 Remainder Interest in a Personal Residence or Farm.

i
ii.

1.

Larger Chantable Dieduction in low interest rate environments.

Grantor's refained use of the residence 1= equal to an income stream;
therefore, the lower the interest rate, the less the retained residential
interest is worth. As a resull, the charitable gift is worth more.

(rantor 15 deemed to be keeping less and giving more,

i. Unitrusts - virtually unaffected by interest rates,

J- Charitable Gilt Annuity Alternative: Chantable giving 15 49% down dus o
donors’ psychological fear of parting with assets; which, in tum, has accentuated
the cash needs of Charities,

ii.
1il.

v,

Key 15 this 15 a win-win gifting design. This altemative 15 notl a fimancial
planming design involving a @it today or a bequest al death; however,
charitable mntenl is necessary.

Assume donor has an investment of $100K generating a 4% return.
Charity receives an upfront cash donation from the donor equal to the
present value of the amount the charity would otherwise receive at the
back end of a chartable gift annuity.

The remaining proceeds are investad in a single premium annuity, and the
annuity proceeds are utilized to provide the donor with annual income of
54,000 under a Guarantced Income Contract and to pay an insurance
premium for life inserance policy providing a guarantced death benefit to
the donor equal to his $ 100K investment.

LNtimate Results:

1. Donor receives the same 4% meome from Guaranteed Income
Contract, a 100% retum of his or her contmbutron, and an
immediate chantable deduction.

2. The Chanty receives a cash pifi up front and is relieved of the
administrative and financial obligations and responsibilities of a
charitable gift annuily.

3, Alernatively, the gifting design can replace the payment of
msurance premiums for & guarantesd death bepelit with an annual
gift to chanty. Altematively, the donor could use the annual
income from the Guaranteed Income Contract to make an annual
charitahle pift.
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4. The bottom line iz a win-win planned giving altemmative with
optioms for a donor to give a cash gift at inception and annual gifi
during their lifetime, his and receive an annual payment of income
amd a guaranieed death benefit equal to his or her investment.

k. Virtnal Endowment With a Twist.

L

it.

i1,

.

Alternative to an endowment bequest at death to a Charity through an
approximately 4% discretionary or restncted gifi annvally.

Charity would treat the transfer as if already been made. Doner would
eontribute 4% of his virtval endowment cach year to provide the Charity
with current funds. Thas, the Charity is able to distribute the same amount
annually towerd the purpose of the endowment that would hive been
otherwise available 1f the entire endowment had been funded from
nceplion.

Donor makes provision in his will to create endowment with ne binding
legal obligation.

Donor 15 recognized currently by Charity, Statistically, 90% to 95% of
pledged endowments are funded.

. Donor becomes vested in endowment a5 4 result of anmeal conttibotions

and becomes a participant in the Chanty's annual planned giving
ATl En.

. Works well for high incomie chents who do not have carrently available

capital to create the endowment, but want to further the purpose of the
endowment annually.

Yehicles That Are Not Favored in Low Interest Rate Environments.

Charitable Remminder Trests

1. Only wseful in a low interest rate environment if non-itemizing
taxpayer who cares more aboul amount of taxable income than
phout a chantsble deduction; otherwise, CGAs and chantable
remnainder trusts (CRTs) are net atfractive i low nterest rate
environment.
Conswdler transternng artwork mio o CRT due te the 28% tax rates
applicable to sales of artwork.
Qualified Personal Residence Trusts

1. Retaining use of a residence is equivalent to retaining income
stream; and 1n the case of a QPRT, the grantor value of the retaned
usage 15 less than the remainder value.

2. OQPRTs provide the most advantageous outcomes when interest
rates are hugh. For example, if a taxpayer creates a 10 year QFRT
with a 1 million residence when the section 7320 rate iz 8%, the
pift to the taxpaver’s children is $314.710. At Novembet's 1.4%

[
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rate, that same gift is now increased to $591,260. But unlike a
GRAT, a residence does not have to appreciate to make a QPRT
successful. 1f at the end of 10 years, the taxpayer’s house has not
appreciated s dime and is still only worth 31 million, the taxpayer
15 still ahead becanse | have potten 31 million asset o my children
for 4 gift tax transfer value of $391,260. So go ahead with your
QPRTs, but be aware that they would have worked better at a
higher interest rate.

V1.  Asset Protection.
a. New Florida Statute 736.0505(3).
1. Clanifies that assets passing in trust for the settlor of an “Inter Vivos QTIP
Trust” afler the death of the settlor’s spouse are not considered o be held
m a self scitled trust unless the imtial transfer was a fraudulent
conveyanoe,
ir. Effective July 1, 2010
1. Similar to provisions in Arizona, Michigan and Delaware
iv. Enhance Planning Opportunities for asset protection for the benefit of the
settlor of an Inter Vivos QTIP Trus:i.
b. Imter Vivos Irrevocable QTIP Trusts.

1. Both an asset protection and estate planming vehicle

il A way to effectively utilize both epouzes” exemptions

. Cienerally shields assets from both spouse’s creditors

iv. Upon settlor’s spouse’s death:

|, the assets in the trust wall be includible in settlor’s spouse’s gross
estate under IRC 2044(b){1)(B) (by virtue of the required clection
under [RC 2523(f));

2. the assets may continue to he held in trost for the benefit of settlor;
arud

3. the creditors of the settlor will not be able to reach the assets.

v. Upon the settlor’s subsequent death, the assets will not be inclodible in
settlor’s estate (and thus will not be subject to estale (axes).

vi. This is a vehicle that enables you fo fund the spouse’s estale lax
exemption, without exposing trust assets to the spouse’s credilors or
seftlor’s creditors.

vil. Speobic exception in QTIP regulations that Section 20362038 15sues do
net apply to gifts to an Inter Vivos QTP where asscts are left in a bypass
trust for donor spouse.  Treas. Reg. 25.2523(0-1{d)(1) & 25.2523({)-1(1)
Exs. 10-11.

c.. Grantor Can Hetain Control and Access, and Utilize a Portion of §5M Gift
Tax Exemption Through the Transfer of Assets to Non-Heciproeal Sponsal
Trusts.

1. This 15 a strategy under which your clients can have their cake and eat it
too. If your client is reluctant to make a gift at this ime, but does not want
ter lose the opportumty to use the $5M exemption, each spouse can create a
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spousal trust for the benefit of the other spouse. The creation of a lifetime
credit shelter trust permits the grantor to retain access and control as a
result of his or her spouse being the prmary beneficiary and children
being secondary beneficiaries. If funds are needed, the spouse can receive
a distribution from the trust. The spouse can even be a trustee with a
HEMS standard.

1. Key pomnt is you do not have to gift solely to your children to use

the $5M exemption.

. Flexihility in design,

1. The trust document would not raguire distributions only to spouses
or direct distributions of all net income 1o spouses.

1. Funds could accumulate inside the trust and not be subject to any future
transfer taxes. Moreover, if the trusts are grantor trusts, the income tax is
removed from the grantor®s estate tax-free.

1v. Risk of spousc's premature death can be reduced by procurimg life
INSUTANCE,

v. Risk of divorce mitigated by the creation of non-reciprocal spousal trusts,
However, the IRS may argue the reciprocal trust doctrine requires the
transferred funds 0 be brought back into the grantor’s estate.  Spousal
trusts can be drafted to be non-reciprocal by usmg different trustees,
lifetime beneficiaries, powers of appointment, distribution standards, and

“ tax years.

vi. Be aware, however, of limitations on gft spliting because of nght of
spouse to distnbutions,

d. Inberited TRAs. In response to earlier cases in various states questioning the
creditor protection aspects of an imhenited IRA, Fla, Siat. $2221(2)(c) was
amended to expressly include IRAs in Flonda's statutory protection scheme.

e. Domestic Asset Protection Trusts for Single Individuals.

i A single person may create a domestic asset protection trust ("DAFT") in
a state with DAPT legislation, and designate himselfherself as a
contingent benehaary,

ii. A DAPT can provide the grantor the ability to transfer assets out of their
gross estate, while maintaining the ability o polentially receive the assets.

iit.  There are no requirements for the trustee to make distributions, so growth
can accumulate {appreciation free of estate, gt or GST tax) and,
depending on the state, the DAPT can be protected from the grantor’s
creditors and creditors of any remainder benehaanes.

f. Florida Single Member Limited Liability Companies: See Exhibit =A™

VII. Hot Topics and Recent Developments.
a. Graegin Loans — A Less Attractive Option.

1. An estate tax advantage exists for an estate to borrow funds from related
partics, The cstate will be able to deduct the present value of the
ageregate interest payments and thus save estate taxes,

ii. Ifthe lender is a family member, the individual income tax rates for the

family member are lower than the estate lax rates or if the lender is a
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v,

W

tamily foundation the income taxes for the foundation are almost entirely
ehiminated.
A Graegin loan from a FLP runs the risk of the estate not being able to
take an interest deduction and risking an IRC §2036 issuc.
Treas, Reg. §20.2053-3(a) requires that estate tax deductions be actoally
and necessanly incurred in order to be deducted.
The tax court looks 1o see if the borrowing is “necessary™

1. Murphy and Keller:

a. In both cases the court allowed the interest deduction for
amounts borrowed from a FLP (both © vear notes).

b. Both cases showed that the borrowing was “necessary™ for
the estate administration,

2. Black:

4. The interest deduction for a Graegin loan from a FLP was
demed,

b. The Court held that the borrowing was not “necessary” for
the estate administration, mostly because the FLP sold the
stock and Joaned the sale proceeds to the estate instead of
Just distributing them — the Court reasoncd the loan process
was a just a recyeling of value.

3. Stick:

a. The IRS disallowed the interest expense deduction for
Gratgn loan intcrest.

b. The estate was not entitled to an mterest deduction because:
{1} it had sufficient hquid sssets to pay its estate tax
liabilities and other expenses without borrowing; and (2) 1t
did ot show that the loan was “necessary.”

b. Sharkfin CLATS.

i

i

Fixed nominal annuity payments are made 1o charity(ies) each year
followed by a substantial back-loaded ballson payment to chariry(ies) at
the termination of the trust.
Allows for significant build wp of funds within the CLAT in order to
MmAXImize amounts passing to non-charitable remainder beneficianes {e.g.,
Family members).
Flanning pointer: can use the funds initially transferred to purchase a
single premium life insurance policy on settlor’s life,
1. At Settlor’s death {end of CLAT term):
a. 4 portion of the life insurance proceeds are used to fund the
back-loaded balloon payment to charity; and
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v,
.

b. the ramaining life insurance proceeds, plus any other funds
i the CLAT will pass to family members.
IR.5 has not clanfied its posibion on the validity of shark ~bn CLATS.
Planners should exercise cantion.

c. Pasgive Activity Loss Rules to Fiduciaries.

i

1.

v,

IR.C 469, passive activity loss (PAL) rales:

l. Losses from a trade or business may not be cumently dedocted
under the PAL rules if the taxpaver does not materially participate
in the trade or business.

2. Material Participation is only present if the taxpayer 18 involved in
the actmvity on a repular, continuous, and substantial hazis.

Under a Pnwvate Letter Ruling, the IRS takes the position that trusts
materially participate in an activity under the PAL rales only when their
trustee participates in the operation of the trade or business on a regular,
continuous and substantial basis. PLR 201022014.

The Regulations provide tests on how mdividual taxpayers can meet the
test, but does not provide examples for trusts and estate.

This PLR provides that the only way for a trust to establish material
pasticipation 15 if the fiduciary (trustee) is involved in the operations of the
activity on a regular, continuous and sobstantial basis. Can only look to
the activities of the trustee {not the beneficiaries).

d. Disclaimer Planning and Portability.

i,

Disclaimer planning (in a harmomous family) avoids a great deal of
uncertainty about how future legslabon may distort an estate plan, Ina
disclaimer plan, all assets pass o the spouse but if the spouse disclaims,
the disclaimed assets pass 1o a disclammer trust. A survaving spouse in a
disclaimer plan, however, loses the ability to have a power of appointment
over the disclaimer trust. One option 15 for the disclaimer trust o provide
for an independent trustee, who may be appointed by the surviving spouse,
to decant 10 masts that affect beneficial enjoyment in a way similar to one
with a power of appointment.
Another option 10 consider s funding a reverse QTTP trust with an amount
equil to the decedent’s GST tax exemption {whick is not portable), and
have an amount equal to the decodent’s remaining estate bax exemption
and possibly the surviving spouse’s remaining exemption pass outright to
the surviving spouse who would immediately use her gift tax exemption
plus the DEUEA to fund a grantor trust for descendants,
I. Unlessz there is a clawback, immediately using the DSUEA
alleviztes the concern about the repeal of pdrtability or loss of
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DSUEA as a result of remarmage becanse the transfer has already
oceurred,

2, Additonal wealth can be transferred as a result of the granior trust
status by the surviving spouse paying the income lax on income
accruing to the trust.

3. Becanse there is no “ordering rule” for use of DSUEA and the
Surviving spouse’s own exemption, this strategy works best if the
surviving spouse’s pift uses all of the available exemption so that
ordening is imeievant.

e. Domestic Asset Protection Trusts.

1.

i.

1.

i,

12 states have adopted self settled spendthnft trusts (the law 5 not the
game i all states): Alasks, Colorado, Delaware, Missoun, New
Hampshire, Oklahoma, Rhode Island, South Dakota, Tennessee, Utah,
Nevada and Wyoming. Scif-settled trust — where the grantor is a
discretionary beneficiary.

The client establishes a trust in one of the 12 states so thal creditors cannot
have access to the trust,

Could settle the trust naming only the spouse as beneficiary so that settlor
iz not a direct beneficiary of the trust.  (The settlor does not care if the
money goes o him or his wife, if they are happily marmed.)

Lessen 2036 concemn by giving someone the power to remove scttlor as
beneficiary — can be exercised when settlor is near death.,

PLR 200944002 — Completed Gifl (Alaska law) — because settlor cannot
re-vest beneficial title or change the beneficiaries.

f. Decanting.

L

1l

il
v

Vi

Enabled by state law {10 states now) or case law;

States with statules inclode: Alaska, Ar-ona, Delaware, Flonda, New
Hampshire, New York (first state to adopt), North Carolina, South Dakota
and Tennesses.

Commaon Law States: Florida (1940), New Jersey (1969} and lowa (1975).

Florida — first case: Phipps vs. Palm Beach Trust Co. {1940},
The rules are not the same is every state
Florida requirements:

4. The trustee must have absolute diseretion.

a. Florida defines absolute discretion te include “best
interests, welfare, comfort and happiness.™ bui not health,
eduecation, maintenance or support.”

b. Unlike Delaware that allows the trustee to decant incleding
discretion limited o heafth, edocation, maintenance and

suppoTt.
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5.

6.

Wi

A new beneficiary cannol be added to the second trust, hut a
beneficiary of the first trust may be excluded under the second
trust.

Second trust must be for the current benefit of one or more of the
beneficiaries of the first trust.

Vesting of the sccond trust cennot be postponed bevond RAP
period of first trist

Be careful not to trigger unnecessary taxes:
L.

Income Tax:

a. Change of a beneficial interest,

b. Change of grantor status,

c. DNl wunanswered questions (deemed distibution to
bencficiany?).

d. Partial or non-pro rata decanting could be a decmed a
taxable exchange to beneficiary of first trust under Cottage
Savings analysis.

Cafl tax:

A Benchoiary’s consent could trigger a gifi tax if required (o
approve’consent to the decanting.

b. If the beneficiary 15 also trustes could trigger gift tax.

Estate tax:

a Decanting grants bencficiary a general power of
appointment.

b. Beneficiary is the trustee.

¢. Settlor’s involvement in decanting wall result in inclusion
under 2036 or 2038,

d. Decanting resulting in an incomplete gift that becomes
complete at death.

GST - Beware of Grandfathered trusts {pre-1985 trusts).

ACTEC has sebmitted a proposed revenue ruling in connection
with decanting. The proposed revenue ruling focuses on the estate,
gift, income and GET tax effects of the exercise by a trugtes of
power granted under state law 1o transfer property held in one trust
to another trust.

g. Estate of Clpyde W, Turner, Sv. v. Comm'r, T.C. Memao 2011-209,

1.

Mr. Tummer (while in his 80°s) and his wife established a FLP and
transferred the majority of the couple’s wealth into the FLP, mostly hiquid
assets, in exchange for the partnership interests.  Additonally, Mr, Tumner
established an irrevocable life insurance trust and between 2000-2003 Mr.

Turner paid the life insurance premiums directly, without first contributing
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bii.

iv.

Y1,

Vil.

the money 1o the trust to allow the trust to pay the premium. The trust
agreement provided that the beneficiaries had “Crummey powers™ afier
each direct or indivect transfer to the trust,
Upon Mr. Tumner’s death, the IRS asserted that one-half of the net asset
value of the FLP was includible in Mr. Turner’s estate under [RC §52035
(transfer 3 years prior to death), 2036, and 2038 The IRS also asserted
that the premiums paid on the life insurance policies did not qualify for the
gift tax anmual exclusion and should be treated as adjusted taxable gifts for
purposes of the estate tax calculation.
Omne-half of the FLP's assets were included in Mr. Tumer's pross estate
under IRC §2036 because “the transfer was not a bona fide sale for
adequate and full consideration. The rationale being that the transfer was
not motivated by legitimate and significant nontax purpose, and [Mr.
Turner] retained by both express and implicd agreement the right to
possess and enjoy the transferred property, as well as the right to designate
which person and persons would enjoy the transferred property.”
The life insurance premiums paid directly by Mr, Tumer qualified for the
anmual exclusion and were not deemed adjusted taxable gifts for purposes
of the estate tax calculation. The Tax Court noted that the key factor in a
present interest gitt such as this is whether the beneficiary had the “legal
right to demand™ the withdrawal - not whether the beneficiary was likely
10 receive the present enjoyment of the property. The trust terms provided
that the beneficiaries had the absolute right and power to demand
withdrawals from the trust after each direct or indirect transferred to the
trust,
Planning Pointer: The IRS will likely be agpressive in [RC §203 ap(2)
situations (focusing on the in conjunction with language) in lght of the
Turner case.
Crummey Trast Drafting Implications: Indirect gifts to the imevocable life
insurance trust by virtue of the decedent’s payments of premium payments
were subject to the Crummey withdrawal power because the trust
agreement clearly provided that the wirhdrawal power applies to both
directs and indirect pifls to the trust,

1. Drafting the trust agreement in a manner that allowed for indirect

gifts won the day in this case,

Planning Pointer: The Tax Court rejected asset consolidation and
centrélized management as a significant nontax purpose. The following
Tactors indicated that the transfers were not Bona Fide sales:

1. Decedent participated on both sides of the transaction;

2, Commingling of personal and partnership furds:
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3. Delayed transfer of assets to the partnership afier the partncrship’s

formation: and

4. Retained possession of enjoyment under §2036{a}(1), such as:

High management fee:

Right to amend the partnership agreement;
Transfernng a majority of assets to the parmership:
Purposc appears to be primarily testamentary; and
Retained powers

RV -

vill. Current Structuring of Family Partnerships in Light of Increased
Court and IRS Sophistication- Use Common Sense, Follow the Rules
and Be Within the Norm on Valuation Tssues to Aveid TRS Audit.

| 3

Documentation of Nontax Purpeses. Saving taxes should not be
the overriding primary purpose. Establish sipnificant non-tax
PUrposes.

Avoud Non Pro Rata Distributions for Paying Personal Expenses.
Keeping Sufficient Assets to Pay Living Expensc is not a Safe
Harbor around IRC §2036(a)1). Client should retsin sufficient
assets 10 maintain standard of living to life expectency, and
pethaps beyond, without regard to entity distributions; however,
this alone will not shield the client from IRC §2036(a)(1)
eXposure.

Follow the Partnership Formalities. 11 the client is not a general
pariner, make sure chient 1s not in control of the partnership
checkbook.

Involve Others in MNegotiations. Meaningful negotistions are
mmporiant when partnerships are created. Evidence of an arm’s
length transaction, e.g., consider separate counsel for senior and
Junior family members.

. Consider Ceding Control or Having a Third Party With Significant

Owenership Intorest,

. Investment Changes. Afier the partnership is wreated, consider

chenges in the investment mix.

Insulate Spendthrift From Distribotion Decisions. Do not name the
person with creditor concerns ag the general partner, if a purpose of
creating the partnership is creditor protection.

. File Protective Claims for Refund if Gain Recognized Atiributable

to Hard to Value Assets in an Estate, If gain is tecognized with
respect 10 the sale of partnership assets, file a protective claim in
the event an estate tax audit resalts in an increased value which
would result in an increase in the partner’s basis.
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10. Consider using a state law purtnership which is not a partnership

for federal income tax purposes.

1. Structoning a family partnership that is a partnership for state law

purposes, but a single member LLC for federal income tax
purposes - ingide or outside the box planning?

h. Estate of Mitchell, TC Memo 2011-94,

i On the estate tax retumn, the estate valued the 95-percent interests in the
real properties owned by a trust and the S-percent interests pifted to a
children’s trust. The parties stipulated that the interest should be hased en
each property’s 100% interest discounted by stipulated fractional amounts.

1i. The Tax Court rejected a novel lease buyout approach used by the IRS's
expert in valung the underlying properties that were subject to long-term
leases; rather, the court adopted the approach of the estate’s experts-
income capitalization method to value the properties,

1. Additionally, the court reviewed certain pieces of art included in the estate
which the [RS contested the values were higher.

1.

The court rejected the IRS's art expert’s opinion, who's valuation
was substantially lugher than the taxpayer’s expert’s and the IRS
Art Panels valustion of several pieces of art,

i. Petter v. Comm'r, TC Memo 2009-280, 108 AFTR 2d 2011-5593.
1. Tax Court Case: Petter involved inter vivos gifts and sales to grantor trusts
using defined value clauses to limit potential pift tax exposure.

bs

The gt document assigned a block of LLC unils and allocated the
first umits to the grantor trusts up to the maxtruen amount that
could pass free of gift tax, with the balance allocated to charilies.
The sale document assigned a larger block of units, allocating the
first 54,085,190 of value to cach of the grantor trusts in exchange
lor 20 year secured notes, and allocating the balance to charities.
The units, for both gifts and sales, were initially allocated based on
am appraisal conducted by a reputable independent appraiser.

. The IRS argued that the initial allocation was based on

mappropriate low values and lower discounts should heve becn
apphed,  While the IRS and taxpayer agreed on applying a 35%
digcount, the IRS still challenged the transfers based on public
pelicy grounds in connection with formula allocation provisions
tor mfi tax purposes.

The Court held that formula allocation provisions do not vielate
public policy and allowed a @ft tax chantsble deduction in the
year of the original transfer for the full value that ultimately passed



to the charity bused on the final values determined for gift tax
PUTPOSES.
Nmth Circuit Court of Appeals Affirmation.

1. The IRS dropped the public policy argument and asserted that the
part of the mfis attributable to charitable foundations were subject
to 2 condition precedent, an IRS audit, in violation of Treas. Reg.
§25.2522(c)-3(b)( 1.

2. The appellate court rejected this argoment.

§i-  Estate of Giusting v. Comm'r, T.C. Memo 2011-141_

1

L

1.

The Tax Court determined that there were two appropriate methods for
valuing the partrership interest. The cashflow method was based upon
how much cash the partnership would be expected to eam if it had
continued its ongoing forestry operations. The asset method was based
upon the value of the partnership’s assets if they were sold.

The court found that the percentage weight accorded to the cashflow
method should be equal to the probability that the partnership would
continue i be operated as & imber company. The court determined that
this probability was 75 percent. The court also determined the
appropriateness of certain discounts applied by the parties’ appraisers, and
reached a valuation for the pannership interest of § 27,454,115,

Imposition of IRC §6662 penalty was not appropriate because the executor
hired a lawyer to prepare the estate tax return, who hired an appraiser.
Even though the appraisal did not incorporate the asse! method, it was
reasonable for the executor to rely on 1, as it was reasonahble to conclude
that the partnership would continue to mantain its tmberland assets
without liquidating them.

k. IRS Esiate and Gift Tax Andits.

1,

The number of Federal estate 1ax filings has been declining since 2001,
Since 2001, however, the Internal Revenue Service's andit covera pe rate
of Federal estate tax returns has been increasing,  Practitioners should
change their assumptions from Federal estate tax returns “may be audited”
to "will be audited,”

. The IRS has hired additional estate tax sttorneys. Thus, the sudit rate will

be increasing.
Audits are being conducted under a national program making face to face
mechngs with an [RS attorney less likely,

- 93% of audits are resolved at the audit level and 95% of cases that go to

appeals are also resalved without the need for a court proceeding,
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Wi,

Artwork with a value in excess of $20,000 i submitted to an Art Advisory
Panel that meets twice = year, Must go to court to challenge their
valuations,

. Planning Pointer:  The |RS’s Swatistics of Income Bulletin released

Octaber 4, 2011 provides that 15,191 estate tax retumns were filed in 2010,
compared with 33,515 for 2009; this is a drop of 55%! Consider the
increased likelihood of audits with an incressed number of estate tax
attorneys hired by the IRS and the lower number of estate tax returns filed
in 2010,

L Unbundling of Investment Advisory Fees: Proposed Regulation 1.67-4.

1

On September 7, 2011, Prop. Reg. 1.67-4, requiring trastees to unbundle
their fees and defining a boundless range of coasts that would be subject to
the 2% floor on miscellanecus emized deductions. Corporate trustee fees
are required to be unbundled between fully deductible services, See
Knight v. Commissioner, 128 8. Ct 782 (2008) and the proposed
regulations under IRC §67(e). Highlights of the new proposed regulations
imclude the following:

1. The allocation of costs of a trest or estate that are subject to the
two-percent floor is based not on whether the costs are “wnique” to
trusts or estates (as in the prior proposed regulations), but whether
the costs “commenly or customarily would be incurred by a
hypothetical individual holding the same property.”

2. The “commonly or customarily incurred” determination is made by
the type of product or service actually rendered rather than the
description of the cost.

3. “Commonly or customarily” incurred expenses that are subject to
the 2% floor include costs in defense of a claim against the estate
that are unrelated to the existence or administration of the estate or
frust.

4. "Ownership costs™ that ar¢ nommally incurred by any owner of a
property (such as HOA fees, real estale taxes, insurance premivms)
are subject to the 2% floor.

5. A safe harbor 33 provided for tax retum preparation costs:

a. Costs of preparing estate and GST tax returns, fiduciary
income tax retums, snd the decedent’s final income tax
refurn are not subject to the two-percent floor.

b. Costs of preparing all other returns are subject to the two-
percent floor.

6. Invesiment advisory fees for trusts or estates are generally subject
to the two-percent floor except for additienal fees (above what is
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normally charged to individuals) that are attributable to *an
unusual investment objective”™ or “the need for a specialized
balancing of the interests of various parties.”

#. However, if an investment advizos charges an exta feeto a
trust or estale because of the need to balance the varying
mterests of current beneficiaries and remaindermen, those
exfra charges are subject to the two-percent floor.

7. Bundled fees (such as a trostes or executor commissions,
attorneys’ fees, or accountanis’ fess) must be allocated between
costs that are subject to the two-percent floor and those that are
not.

&. A safe harbor 13 provided in making the allocation of bundled fees.,
If a bundled fee 15 not computed on an hourly basis, only the
portion of the fee that 1s attnibutable to investment advice is subject
to the two-percent floor. All of the balance of the bundled fee is
not subject to the 2% floor,

9. If the recipient of the bundled fee pays a third party or assesses
separate fees for purposes that would be subject to the two-percent
floor, that portion of the bundled fee will be subject to the 2%
foor.

10. Any reasonable method may be used to allocate the bundled fees.
The Preamble to the proposed regulations provides that detailed
time records are not necessarily required, and the IRS requests
comments for the types of methods for making a reasonable
dllocation, including possible factors and related substantiation that
will be needed. The IRS is particularly interested in commenis
regarding reasonable allocation methods for determiming  the
portion of a bundled fee that is attributable to investment advice —
other than numerical (such as trusts below a centain dollar value) or
percentage (such as 50% of the trustee™s fee) safe harbors, which
the IRS suggests that it will not use.

1. RS has not 1ssued Final Regulations for IRC §67(¢).
m. Consider Structuring Real Estate Entrepreneurs’ Business in a Manner to
Qualify for IRC §6166 Relief In Light of Recent TRS Rulings.
n. Grantor Trust Power of Substitution and Toggling.

1. Approval of use of the power of substitution in a non-fiduciary capacity as
the grantor trust power, Rev. Rul. 2008-22. Be careful using the
substitution power in an ILIT because could cause incidents of ownership
in the life insurance policy. A revenue ruling clarifying this issue is
anticipated to be promul gated in the near future.
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i.. Toggling. Can turn off grantor trust status by meluding language that the

grantor can release the grantor trust power. A different party can hold the
power to restart the grantor frust status by wiving the power back to the
grantor, (Person releasing the power should not be same person who can
restart the power). Be careful turning the power off and on, begins to look
like a retained power under IRC 2036,

o. Valuation of S-Corporations — Tax-Affecting S Corporation Earnings.

1,

1.

iii.

A valuation issue that should be noted concerns the appropriatencss of fax-
affecting the camnings of S corporations. A common element of these
entities is they do not pay income taxes on their entity-level eamings.
Taxes are paid only at the sharcholder level, which is in contrast to the
situation with a C corporation where taxes are paid at the comporate level
on the comporate eamings and then again at the sharcholder level on any
dividends paid to sharcholders.

A frequent practice among business valuation professionals has been to
“tax-affect” the earnings of S corporations by applying € corporation tax
rates to the results obtained.

In 1599, a gift tax case (Gross v. Commissioner, T.C. Memo 1999254
(T.C. 199%)), which was upheld on eppeal (Gross v. Commissioner of
Internal Revenue, 272 F.3d 333 (6th Cir. 2001)), held that tax-affecting S
corporation camings was not correct.

1. The major disagrecment in Gross, involved the tax-affecting of the
discounted cash flows of the company used to estimate value by
the income valvation approasch, The taxpayer's expert tax-affected
{reduced) the S corporation’s eamings by assuming & hypothetical
40% tax ratc on the company’s carnings under the discounted cash
flow model. This was done even though the company did not pay
a corporate level tax. The [RS's expert did not tax-affect the
eamings of the S corporation.

2. The Tax Court ruled in favor of the IRS. The three judge panel at
the Court of Appeals decided that tax-affecting was not appropriate
by a narrow two-to-one vote.

3. The fact pattern in Gross was favorzble to the IRS's position:

a. The corporation was stable and had profitable operations:

b. The corporation had paid out 1008 of net income to the
shareholders on an annual basis, ensuring that the
shareholders would have enough cash on hand to pay their
pro-rate share of income tax liability;

c. Restrictive agreements made breaking the S election
extremely difficult;
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d, No mdication from ownership that S election would be
broken; and
€. The interest at issue was a minority interest,

iv. The taxpaver’s business valuation expert argued that it is proper to tax-
affect earmings for the following reasons:

%

Tax-affecting was the generally accepted practice in the business
appraisal community in valing a minonty interest in §
corporations;

s corporations sacnfice growth opporfunities and  capital
appreciation in exchange for current income:,

s corporation sharcholders are at nisk that the corporation might
not distribute enough income to cover shareholder liabilities;

5 corporations are susceptible to losing its "5 status (e~ What if
the only reasonable hypothetical buyer was a C corporation};
Tax-affecting has been specifically approved by the Tax Cousnt
(Mans, 41 TCM 127 (1980) and Hall, TC Memo 1930-4444);

The IRS has mmplicilly endorsed the policy of tax-affecting in
valuing stock of 5 corporations, particulary in two internal IR
documents (IRS Faluation Guide for Income, Estate and (ift Taxes
and [R5 Evamination Technigue Handbook).

v. To put the Gross decision into conlext, assume an estate that has a
minorty interest in an S corporation and the IRS has valued the decedent’s
interest more than 200% greater then the appraised Form 706 value
because of the tax-affecting differential,

I, Examples: Company C and Company 3 are two identical companies
in the same line of business, with identical revenues and expenses,
Company C is a C corperation that pays taxes on its corporate level
meome and Company 5 has made a subchapter S election (no
corporate level income tax amd the shareholders pay tax on the
corporate level income).  Assume a 10% Capitalization Rate for

tllustrative purposes.

| IMPACT OF TAX AFFECTING
' Company C  Company 5
Revenues $10,000,000  $10,000,000
- Less Expenses -58.000.000  -S2.000.000
| Equals Pre-Tax Profita £2,000.000 £2,000.000
| Carporate Tax Rate 4% 0%
Less Corporate Level Income Tax -SBO0.000 50
Equals Net Income $1,200.000 £2,000,000
Divided by: Capitalization Rate 200 20%%
Equals Basis Value S6,000,000 10,000,000
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1. The Value of Company § is §10,000,000 while the value of the
Company C is $6,000,000. Both companies are identical besides
the tax structure, yet Company 5 is worth 66.7% more than
Company C merely because of the S election, The key point is the
IRS does not consider the fact that the sharcholders of an §
corporation pay a shareholder level income tax (which could be a
high as 39.6% in 2011) which could bhe approximately the same
amaount as the corporate income tax the C corporation pays.

In 2006, the Court of Chancery of Delaware, ruled that tax-

affecting was appropriate (Del, Open MRI Radiology Assocs.,

P.A. v. Kessler, 898 A2d 290 (Del. Ch. 2006)). Additionally, in

Ringgold Telephone Company v, Commissioner of Internal

Revenue, TC Memo 2010-103, both experts tax affected the

subject 5 corporation’s income using C corporation income tax

rates. According to the taxpayer's expert, the trial occurred during

December 2008, well after the controversial Tax Courl decisions

asserting that tax affecting S corporation income is inappropriate,

vel the 1ssues was not discussed at trigl. The absence of an IRS
challenge on this issue should not be everlooked.

4. Although the 6" Circuit Court of Appeals is not precedent in other
circuits, the IRS appears to be applying the Gross principles in
their review of gift and estate tax returns involving S corporations.
The best way to deal with the tax-affecting issue is on 3 case-by-
case basis,

Lk

VIII.  Florida Legislative Update. In April of 2011, the Florida legislature enacted several
significant changes to the probate and trust code, which was signed by Governor Seolt on
fune 21, 2011, The legislation creates or modifies the following:

a. Intestate Succession: Effective October 1, 2011, Fla. Stat. §732.102(2) provides
that the intestate share of a surviving spouse of a decedent, where all of the
decedent’s descendants are also descendants of the swrviving spouse (or no
descendants) is the entire estate, Fla. Star. §732.102(4) provides that if the
surviving spouse has descendants that are also the decedent’s descendants and has
descendants not related to the decedent, then the surviving spouse’s intestate share
15 half of the estate.

b. Reformation of a Will: Fla. Stats, §§732.615 and 732.616 essentially mirror Fla.
Stats. $§736.0415 and 736.0416 (Florida Trust Code) to permit reformation of a
will to correct a mistake and to modify a will to achieve a testator's tax objectives.
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1. Fla. Stat. §732.615 permits an interested person to seek
reformation of the terms of a will to conform to the testator’s
intent, which needs to be proved by clear and convincing evidence.

2. Fla. Stat. §732.616 allows an interested person to seck reformation
of the terms of a will 1o accomplish the testator’s tax objectives, in
i way that 15 not contrary to the testator’s probable intent.

3. Fla. Stat. §732.106] provides that the court must award attorney's
fees and costs to the prevailing party in an action under
reformation of a will to correct a mistake and modificstion of a
will to achieve tax objectives.

4. Challenges to Revocation of a Will and Trust: Fla. Stats.
§§732.5165 and T36.0406 are amended to provide that revocation
of a will or trust is voud if procured by undue influence, fraud,
duress or mistake. A challenge cannot take place urtil the
mstrument is irevocable or the settlor’s demise.

¢ Attorney-Client Privilege Relating to Fiduciaries: Clanfies and expands
existing law 5o that communication between a fiduciary client and the attorney is
confidential and prvileged. Fla. Stats. $§733.212(2Xb) and 7360813 are
amended by creating new reporting requirements for personal representatives and
rustees compelling them to provide notice to the beneficiaries that an attomey-
client privilege exists between a fiduciary and the attorney emploved by the
fduciany.

Ways to Reduce the Possibility of a Beneficiary Challenging the Estate.

2. Delaware Law Governs the Trust Instrument. Delaware law provides that an
action to contest a trust cannot be mitiated if not made before 120 days after the
trustee provides written notice, to the persen who is contesting, of the trustee's
name and address, of whether such person is a beneficiary, and of the time
allowed under this section for initialing an action o contest the trust. An
udvantage of this stralegy is that i the trustee exercises histher discretion to serve
this notice on the trust beneficianes while the settlor is still alive, the settlor
would be able o testily duning any judicial proceeding. Additnonal notice would
be required each time a settlor amends histher trust, which would stast the
commencement of @ new 120 day contest peried. To qualify for this strategy a
trust company with Delaware offices must be named as a co-trustee.

b. Provide that the Trust Will Be Governed by a State Thet Enforces In Torrorem
Clauses Without Reasonable Exceptions. To qualify for this strategy, a trust
company with offices in the state that will govern the trust must be named as co-
trustee. A strategy to plan around a state law providing in terroremn clauses are
unenforceable is including a provision i the trust that if the beneficiary has no
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L.

L

valid prenuptial or postnuptial agreement then the vesting rights of the beneficiary
are deferred (but not completely eliminated).

Videotape the Execution of the Testamentary Instrument.

Use Other Attomeys or Professionals as Witnesses to the Execution of the
Documents To Provide More Credible Testimony on Questions of Capacity.

Have the Witnesses Join a Meeting with the Client Prior to Execution of the
Testameniary Instrument

Armmange a Medical or Mental Capacity Examination to be Conducted On or Near
the Execution of the [nstrument.

[f & Concern Exists that a Claim of Undue Influence May be Made, or if Certain
Beneficianes are Being More Generously Provided For in the Instrument, Then a
Statement May Be Included in Settlor’s Trust Setting Forth That a Larger ift
Has Been Provided After Careful Consideration and That the Bencficiary of the
Larger Gift Has Not Influenced Settlor.

Have Client Wnite Letter to Attormey Requesting the Attormey to Include Certain
Provisions in the Testamentary Instrument.

Have Client Execute a Series of Testamentary Instruments Owver a Penod of Time.
The result would be fo force a contestant to challenge each Instrument, which
would be both expensive and more difficuli.

X. Putting the Team Together.

Who Are the Players? The attorney, accountani, investment advisor, insurance
professional, family counselor, family office director, swccession planner and
mustee.  Make sure the players who have excellent reputations and are
experienced problem solvers in the wealthy clicnt arena, For example, the
insurance professional should be experienced in enginesring insurance products to
meel the needs of ultra high net worth individuals.

Loyalty and Existing Relationship vs. the Need for Expertise. Remember, it is
Always Easier to Make Some Onc Look Bad Than it is to Make Them Look
Good. Remember, Remember, Clients Mever Forget a Bad Referral.

How Do You Make it Work? Communicate, have a quarterback, and have the
glient buy in to the team approach.

Team Meecting Should Ocour Annually to Review Estate Plan, Performance of
Assets, Changes in Family Dwynamics, Changes m Trust and Tax Laws,
Compliance with Details to Avoid Responsibilities Falling Through the Cracks,
Monitor Professionals to Make Be Certain They Are Dﬂ:ii‘lg Their Jobs.

LARMOCESN T T3PS 0 O ra
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EXHIBIT "A™

by Demenick R, Lioce

Chinks in the Armor:
Current Trends in Limited Liability Company
Structure After QOlmstead
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Tois weludes reenedinn of foeacomire
o the partner’s interest in Lhe Lmated
pavinershipar s transdueee's transte-
able interest and & oot arder far i
Teetions, aceounts, and inqoiries (et
the debtor penerel os lisited pLrisap
might have msads 12

LCertain state stattes and pree-
eiient previde fnr the forecloacr aod
ﬁdautmLL{:urlhuimdp&rtnmtip
iterest, in such & Aituation, the buyer
takes the paaition of an ssairmea and
sbares mo mamber o partner miEsls
Fur wmample, in Crocker Mations!
Henk o Mermton, 28 Cal App. 24 1
iCal Dieed. CE A, 1980 the Califm
fan REtraet dourt of appenl somaidered
whether s demged limitad partneestin
inlerst wasenbiect to forechisn e ura
sulic Theronet determined Ehak whan
the cr=ditor basa “tharging oeder,” afl
Fariners olhwr than the deblor AgTeE
sl and the jndsment rerrabns un-
satiafied, n emure con authorise male of
ihe dabinrs partneTeldp mterast.

Thehigei v Latz, 400 5.E.2d 780 (.
CEApD, THE5), dpssinn illuntrsties the
importanee of the dnecepoeation stans
in the sotity selection provess, As in
HAigei, W thin aipplicnbbs mabed part-
nirabup. slotite and s pricedent
da net make the charging order ke
uode Termedy, the doart may use otler
men (o eedarce th charging arder,
gach as-foreclosure of & partsers in.
taresk® In Wepe, the Cocrgin court of
appealy sansidered whitle o charped
limbted partuership lnlerest wan gyl-
ezt tulerectosure wmd sale ™ The coart
held that a trinl eourt may eiforee &
charging nedar threogh Barachmwre of
i partaer’s inderest, cepecinlly when
it appears distmbuiions ander the
charging vrder will nol pay off the
jedgment deht within o ressonakie
prid uf me. " Tho court eoncisded
whethes q judicial snleof the dharped
parirerabip interest 2 appeopriste in
aid of » chasgies order Hes within o
Erlal eourt’s digeration. =

Diegpite the altimate decision iy
MEawd, the court rajsed an E L TEE
o enmesrn. Moting the Unifyem Lime
ited Partaesship et (TLFA) and
the Uniftrm Partoerazip Ac (UPA
gmverned he limited yurtnarship in
Migee; the cowrt of apreals states? the

UFA enfitiined n provision whish pro.
habated the anle of = charged interest,
while: the TILPA did not The et
deterritned the purpnse undetiving
the trahility to sell and tronsfer a
Eirtrer's chorged interos under the
UPA was fear of disruption as the
creditor-assimes ooubd sk judicial
dimsolutica of the partnerhis 2 The
virart disinguished foredosres of
limmited partnership intenosts mnoe
the azgifoee of o Hmited parmership
inberost ernmot seek dicnl dinsole-
Hak under the LILPA ™ The bank:
ruptcy coart o fnre Albmphe, 291 BR.
848 (Bonke [ Co. 2003) 2dvasiced
i pme srgerment. The bankrupl
sobe manuber in ALbright sowpli to
tbrwnrt ilve trustoe's ability to resch
e L1.C's nnpets fnd ngs them forhar
wwn nbligatices® The LID membsr
argued that sccording to (he chinrging
ordder, the cody rebied availihbe o the
truElen wos reoeipd of diskrbagtipee ©
The paurt rujected the charging order
defenss on grounds that the remady
rerviel Ly pridteot nonidubior memhare
of & muktiamenber LLO foom jud
mients pEainst n debtar membay
Thun. m n single-mumber erity-in
which B0 readelsny mesibers exigted.
the trusles conld take sn 3 manage-
mial pasitian in the LLE jn place of
Albright =

Single-member LLCs

In a snglecmamber LLC, dbfepsnd
vandideratlons shape how g pgare
fpplies liahility rales. For examgle,
in Albrrhl, Hee court Gondluded o
sharnng neders Frpose was s pre-
et pthier LLE meembirs from gharing
ErTernance. reslonsibiliges with a
Jndgmant creditor™ The' coart foupd
single-member LLC: with onby sne
MANEEING idEmber WeTe Bed proteried
fltice ne othor members sarted @ Ty
Albright, b jadgrnoal creditor could,
thus ohesin govermance rights 37

The Albright cuvgat — a Ch, 7 lig-
uidated bankruptey. Gpon the debitor's
Lankruptey filing, she elfectivels
trnsdeered Tier memborship internst
o e vk te " With ge olher existing
maeirs, the bankcupboy trssten he
caxd b substitubol member® Thus,
the sarne result wonkd e recosRnnly
otur i fovver of o ermlibor® Coprtain
elermenta ol the LLiTs BLALuSnry Sten-
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tere, incioding B chirging arder and
pequirement that the current wewsr
approve now membard, lose their
vational support when viewed in the
singde-member LLC cootexnt.™ Thus,
Albright abould ot apply to multi-
member LLT: T

I ra Ehmpergn, 319 5.5 200 (Bankr,
O Ariz. 2005), tnvaolved & recent
bankraptey court dedsion in whith
the court aflowed 2 Cho T bankreptey
trastae th Siep i the shioes of g bank-
rupt member of an Ardeena LLC asa
full memler without asmming tha
admpzima pbabue of & tranaleree, which
. stats law and the eperating agree-

ment reguired Thers, the debtoga
perents oot wp & malt-member family
LLC and distinboted mgmificant funds
t0 themnasalves and their chikdmn et
nsf the debbantankruptor trustes ¥

Ti order b mitigate the Blimann
izaue, tex plannsrs resnmmend 1)
drafling the LLC operating agyea-
mEnl or operating agresmont &5 an
“mrecotiry senteact” for bunkroptey
law purpnses and provide enlity own-
erE onSmng oblgabinns; ) mandnbocy
copibal eller 3hgarvies obligabinns: 4}
noncompeticion oblipations and 53
partnesship or memberabip injeress
with swioees of = trust or temants by
the entinely™

In thesinglemember LLC cowters,
bow does g Ch, 11 benkrupicy pra-
cemding differ Fom & Ch, 7 procesd.
gt Recens court desiniong invalwing
pending Ch. 11 bankruptey actions
redied ankbirely wnt. lbeun oo by T sl
hnld that in o xingle-membey LLC, all
debtors interests became fhe hank-
ripbey esiate's property and salsjecl
bo the trustec's nolo and sxclasive
muthoridy®

The Flarida Supreme Court cass
nf Federn! Trods Commission o (-
afead], 528 F&d 1310 [11th Civ 2008),
prowides sk antecesting anabysis of
haw tn raach single-member LLC
asentz o fraud scenmeis. O meteacd
imvolved two people who wsed on
"E" porporatice and single-member
LLE ta run a eedit card peamm, The
defendont sgreed to sppointment of
& eetaiver peer the LLC wha was 0i-
rected toeonzerve, bold and manage,
preaure the value of, and provent the
anawthorized transfor, withdruwnl,
or misapplicatisn of thie anfities" as.

auis = The Fadera] Trade Cammis.
gean (FTC] kator obdained o $10 mii-
licn jud@ment apsinst tha indéviduals
el thefr eriginal compans = The FIL
then mived o comped lefepdants to
surrenier their single-pember LG
interests ta the recsiver®® Tho djs-
ine coort grantsd the mobon, and
tha receiver suld the LLCs masets
anad paidl the FTC the poocemis,* The
app=lingn court #n {lesfend certifed
the fedlpwing question i the Flosids
Supresme Court: "Whether, pursuant
to Florida Statte sotdion EDE. 1334},
a ooart may el & jodpment-debior
i srrender all ‘wght Hike and inter-
est’ in the dehtor's skngle-member
Baeibnd linhility company to sativfy
an cutsianding fndpmest?™

The Flosids Sepreme Court held
that & chirging e §e tob ths sl
remedy againgl a single. membar
LLE. It citnd the “cmptinss® of the
eharging linn whim thers ans o other
members to pratect aadior obtain the
apgrival o become o mesmben Mere
fmporinztly, the dechaion gtated that
the LLC stninte dil pob have the
*sole ard waelusive”™ lnngnage that
the Lisided partoerahip stobute om-
wmined, Althoogh the opinion Epole
only tosingle-rmemiher LLC,, this last
Hne of reasonicy dees oot bedn wal]
inr mudti-member TECs, ol |1 dess
st thud charring orders ajgainat
Hmibad poctpership inteccsts are the
ereditars pale somady

Cm Seplareber B, 2010, the TRE
[igtriet Court of Appesls frr the 11t
Cireuit soncluded thai, based on the
Flogida Supreme Court's decisios in
Cmptenad, 8 aEt vy order o jude-
maent-cibtur o sarrender all “right,
title and intarest” in the debtos's
sinplemember LLC to sntistfy @ judg-
meend creditor's claimes. ¥ Miow we haws
federnl appellate law s add to the
Floeida Supreme Coort, or well a8
the fonr baaknipbey coses thas a1l da
ey withthe *suleess™ of the charg-
ing ovder &85 & remedy for credilors
aEainat sioghe-member L1005,

Single-member LLCs Treated as
Separate Entities

CanchallS geba tax bien against o
singbe-mgmber L1C? An pesessment
against o single-member owney of an
LLE does noe result ip sn endfoeoe

8 THE FLORIDE BaR JOURHSLAS NUTAFTY 2001

ahle [R5 tox Hon spiinst the LLOG
sapete Y I dawe cuse, the (RS trented
& disrenarded singlemember L1 a9
& weparate entity in grdee o apply
the mieall sartnerchip oeevpbion to
TEFEA andit rujop

A an IntsraBting aside, in Revenoy
Euling 77-137, the [ntwroal Revenee
Bervice mled that a Lenited partner
ship eitity’s B-1 moast be reparied bir 5
limated partnerahip ntersst assigre,
evém when i partnership agreemsent
provided an ssigmen may sol bosvame
dzialetdbated lmited partor wiilhout
tee genern] parinars’ consent. This
role, applied 2o an LLC, givid a credi-
tor d sbrong indscesind st fume-
chaare, if docamanis Gl to privide
fer mnimam treoe distribabioms,

A Enal thowght 2oparding Florids
law: HE-FEIFLPA susreatly moovides
the charging order a5 3 sole remedy
Such exringivity nds Flarida cones
08w mdi inkn the futose. ndaria.
wately, LLCs do not share such tipht
pomectivn, The new Florids Bar task
Fever: redrafling Lhe LLC stocate wnl)
revigw thils feonsistency. But untif &
changs take: placo in tho law, enough
chinks in the asmoor o ths LLD agist
to allowr pastside creditors thirough.
Thuzg, the gafer structure in sock &
situaiion is @ limited Hala ity Heited
parineratisp.

Flanning ldeas

Whabs CHreatora 15 28l fresh am oor
minds, consider the faliewing plan-
atng thoughts:

1} Immue sddisienal alearea of the
LA~ =0 thot the LLC & a malt-mem-
ber LLC aad vt o single-member
LG The anly eoveat ds that the 60
restend ase infers dhat the charging
arder 10 net the sols remedy ageicat
2 malt-menber, wicher, hecavse the
sratute b oproperly deafted Arum-
imp that ey mes sk bube pees thirough
a6 curreatly deafied, it chould ba
rapalved by the middle of this yesr
Howeser in the measbms, wou Sill
lave the guestion of whether it is
the zoles remedr begnd an the dbcto in
(Mmstand.

21 Leawe the state. Howerer, the
use ol sangle-member =ntities n
siates with slanrar Language — soch
az Delnwars oo W:'\nmnl_.[ = [TLEY THIL
ke am gafe es you think Ne rulings



Tree heen beld fnthese stores, but
it ix pretty cear that the bankruptey
oIV IR AdhFEpRLL Slmon’s, ete wro
nob going th peecEnise the single-
member LLE b protec aguingt coedi-
tocz. With all the discussion going on
arnund the mountry about Oimstead,
it meoy well be that the courts are oot
priny to recapelas & single-member
LLC moder atate o sither, 5o i pou
are going to beave, leove the coumtry,

31 Held the interest in o kingls-
piember LEC s fesnamts by the en-
tlrety betwean vasband snd spouse.
It 8 strongly recommendad Lthat
wun fmsue noaingle cortificate, Inbaled
huoband snd wife ae tanandes by the
enfiraty, and draft an opeTning sgTee-
et bhint clearrly staten the eatity as
girgle- meinbarentily, and thera is no
dizripguishimeant bebwapn voting, prod-
ita mnd losses, or eapial 5o bepween
the spomes Lasily, the persomsl kax
refurns of the speases shiuld be Blad
jgintly dmrmpording the entty and
recogmizing all the fmcome & f the
entiby ware disreparded. In Florida,
thie ehinabd protoct Bhe nasets ERanaL
the creditor of one of tha aponaes
aad should be disvegorded fuc tax
purpoacs Hiwsrer, von still have tha
fedlowing prablems that aeeme

* Cliemt is single.

* Prenuptial or etisnb may simply
runk want to shors the swneruhip with
fig or bher spousa.

= Tha judgpment 15 against both
EETETT

+ I['the weong smonme dins

* Triworee.

= This srpmspemant may not fit with
your e=nte plunning goals when vaa
ar= iryany ko sehup separntn asatain
mach spouRe’s narse bs fard tha snde
Bl ewedit eheelter trust OF course, if
you1 hiave snough to fund that trust
Bor mach sponer writh sther asieta, it
i nok g5 meuch of & probleimn

df Thy ket aliernative soems to
be ta ue dn "LLLE™ Convwart to or
begin with mn LLLF Tha eesload
eourt kndikchied that the “sole omd
axelaslve™ 1:::.51:131 of the LLILP
atatute was snfioemt to procect e
entity dgainst debbors This entity ia
a littls more expensive and requires
o portrerahip tax rebwrn. The ooly
problems here are that ¥ou misst
beve o real aecond metnber, and yog

vzuat wdentify the general partner
The first problam is mosthy 5 business
guesidan., As for the setoml, [lean e a
e paration, an LLEC, ar an individus),
The craditor ean take the inlereat of
a corparetios or an LLC and tharehy

awm the geoursl pariner’s ntesost,
bt so individusl general pastner
may be bt beranze the mradfitor can
nnly ohtain a chorging s sgand his
or her interest, ard the mdividual is
prutecud frum inside lability by s
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[ng wn beoome an LLLE Farther, il
the imdividnal is married, the general
pariner iterest ool be eld & ven-
antsbythe-endiretics, which should
oraid the chargng Hen entimely Afar
that, the cridibor woa morn "ana proche™
and sacmal affect the company busi
neas withoat the consent of the athber
prtrara. And the other parthess can
replice the pececal pastuer anfess
reatricted by the parmership agress
memt, 8n in drafting the agreements,
ceaks giire bo provide for the remain.
img poortoers b do s by the avml of

sach Bn assipnment.

Continwed Uses for Single-
member LLCs

Tha Ellwing nées presome that
thigre in lictla or no nead for promecticn
sgminnt oetEide crofiban:

1} A Rrewalls between the ohore-
holder and omedher intecess, For
instmnen, in oa lenaney bl eomimon
{TIEY, rathar than taking tha awner's
vodivided intemst in the ssmeof the
individnal and subjecting the pareon
i labdlsty it is better to hold the in-
ferest iz a single-member LLO so that
# ot only proviles for prute o Bam
Tiability coning o the praperts, bt
zlac the sniitly i disrsgarded so i
chr s the snbity toeffect o tax-from
exchange undar §1031. This LLC con
glac e bigld jeintly as tenants by tha
enticety aodiscussed nbove. Although
this deoes not obvints Oimstead, it is
betiar than helding the T10 jn the
dividuals nume.

2| Firewalls bebwren subsidinries
e paranl, Wham meed an subsulmr-
== of a parent holding crmepany, LLCs
simelimes are wioul o eneaks Areaelis
brtwesn ihe subsidiariae aad the
parent The mly tima the (et efemd
rsun wonekd mroe woold be dehi st the
parrntbeved, which shonld be MAT-REe-
nhieif the parant is n simpks hl;lldl'ng
teampany holding the subsidiuries,

3 Banboupeey recente entities. Tha
LLEC is o good choke to serve 45 &
andruphic remuls entity This menns
thas the inter=4 in mpikal and profits
womld be oarned by the barniw e, buat a
aprefitoagital interest is vened by
4 lender or its eomines. That interast
mm anied efaag ol mombsralip intor
st which anfy hins the Tight to vate
agminst guch things s bankroploy,

Inwanits, addiapg sdditbenal debs,
gbe, which the lpader world like to
precent O

i Fer Stone v Frederied Hodby Assoey §,
L0 Mo OV DONGB1LER06E, 2001 WL AR1ES2
l:\'.l*i‘-."l:m'n. Sypar. Cr July 19, W01

Tid. mt i

4 I

¥ Fra. Srer. §S20.851005 /20100,

& DTNIE Codlin Ave 700 o, Foriene D
Siples Corpn, 34 Ba 34 168 (Fla. M DCA
E0100; s alsp Danie JAzilal Palocs o
w Spkry, 450 5o, 24 1194 (Fla 19941 im:
‘propery candeet™ alse ruguirodl Seldmin
. Bl & Corodsn Lrdl i Mo, BARNO.
ECU06-114, 7005 WL 03421 7ak "1 [EAF.
10¢h Cir 2DOE],

T Liroh felad Apser Mrm, a:Euur.iti‘
T A B TR (Copm. App. Cr.

5 Foa Brar, S50 A0 (00 F‘u&.nnnll
Serce Corporations and L.n.u'u.tu:i.l..nhd.l.q'
':Hﬂm y At h. 52 BEELAZ (201K s

SR TAL (20T,

" B Srar. §608.433 (20105 Professinnad
Sprabens Corparntiors and Lesyiled Tiakd-
Lty Companies, Ch, 631 &521 2504 (3010k
s aies Ehein v Watdner, T, 08-3795, 23000
WL STIEDD "5 (E.D. Pa. Feb LT, 2010
':ﬂ.lwm;lm“'hﬂerM lmp:rq.:ﬂ']:.'mﬂ
1o perpetrale iojusiiee agnizat crecitork;
Foulad f!lrw.:t.ﬁw-ll;. o, o Nasus Corp,
163 Cal app. gtk 2510 (Cal, Co App.
2008 {revorss parcs allowsd with "alier
wpe” deirine alisr altsrmative avadable
rumslies froad inubguatul,

= e STar BRI LT0E CHMOG)

13 Sap Blghis of Creditor of Partcer or
Trareferes. Fla Srar §620. 170 (2010),

W Frs Srar. EGI0.ITOEE) (2000 HE-
FRULPA soetion citathon p-rﬂrdmghrﬂr
memt coedikar 1 T
ing order nnd oghis lrz-:d'musnnue
o anbent clsaspel. Fia Sear, B20 8504
{HEEL

T Ser Bipht of as Addigniee b Baetoow
Mefemnbare. Fro Srer. GO0 400 (2010].

1L, Brar, §5E05452 Al B0 22E[0)
[2030]

1 Brac S JROA. 434 [HI104

W FL Frar, BEEL ETNALY] CANTGL

1 :I'ﬂ'

I Sy alee Helimen o Asdeson,
2HE Ol Apm, T B0 ECE G pa 1081)
{eammnt of prndab tir parkors ool alwsys
rsprrived when nonrd s interderence with
partnirstup busminess xistsh

NG e Lok, 35 E20 TR0, TEE-TEN

= 1a. Simiderly, other stotes with stet:
ake 7 fint wlliwing ferachimee
incSude Liadifreia, Colorsdn, Coanenticost,
Gotegin, Hovwadi, Ideho (eflectee July 1,
20100 Llimods, fewn, Kanes, Kenbucky,
Tarvianeg, Misioom, Moniasa, Bebrasks,
Mew Hempsiore, Uhis, Seath Camlima,
Uiy, Wirmunt, Sand Wt Vicpinla. Slatis
nat alvwicg Srecieswre inchide Alabama,
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Alusks, Srznn, Dekeears, Florda, M-
maants, Hew Jersew, Horts Caroling, Moth
Taknta, Tlklshormu, Soach Hakets, Teraee-
#aty, Teotae, Virginda, and Wynmieg.

I ora AdBHFEL 991 B 590 [Haakr T)
O, G001

¥ Id.

B Id

=1

(Bankr: T Arx, JHE; Casckar Narl Benk
i Fivrnien, 308 Cal App, 93 1 [Cal, Dise
Cr. Appe 1988 of Reviesd Model 1L
Azk, Fila, St FEEILOE (DM0] |permils
ek ga malti-memher 15O imasemas
a3 Fermoion arad Mige, 252 SE2d 10
wt TEE-TEY soe adyn The Fhesda Bar tak
foree drafting the new Bloride LL0 4
wnit rroeeing smple and mualiEoeobsr
JEURE.

" fmre Efmann, 019 BIL 200 Bhake I,
Ao BO0R,

= In Florida, “tenients by the sndrey”
gven progerly swnars significant ssiel
probeetion, as D] & nd wilk Dt
cally orwn 10E) pescent of the assal, which
foehiils ani Bpoises criliar fram seiang
thar pireparty, Bxorphiime ane joink debt
whes a coundihlar sgousi dies with snac-
ch peistiing agiingt the debbor apauis

= T e Wockarolg 412 W E TEGS Bander, 3
Sl SOOHEE, aff i 2EE Pl Auea. TRZI2NAY,
fe rud-Z Blctromiy, LLC 80 B 380
[(Banicr, T Iiaha B0

! Federu Troal Ceove’n s Obmuedsad, 556
Fad 1310 {L1kh Cir 558

e

"I

o - ]

il 1 8

. Id,

® Frcleraal Trole Comm'n o Olmered 820
24 1537 (11#h Cic 2000},

= TR ©OCA 200338012, 3003 WL
DXOAAERE . SR04 OO0 Trosr Fumd
Troers: Calbecting [Sept. 19, 3N, (RS C0A
MERInEd WL 1mentd B5 Esvy and
Thieszaimt Chug. 30, w0l

0 e (RS 04 DDULSGOTE, 2002 Wl
THVELESS, S6231 Dednitlony ond Speceal
Bl (Decersbar 1Y, T000

8 Fr. At T7-131_ 18711 8 178,

Blomendch R, Liore, u partner widh
Wosen, Yeaper Garsoer. Thile @ Digee PA,
i mn AVorairn fowner ohe proctices i ke
are of ey research and plenrdeg, pereral
busencrs fnne. corpenale A oad drosds gnd
wntiey Mo reesi vt a.0 0 frocs Flordda S
[ngieraiy, bolds @ mosers of accousranoy,
& BE A aceterting ant Bvenor, seud 1w &
aerrdaa pukite secoiznrand.

Thit mlemn & spbmitied on behodf
o the Taxr Srerign, Guy B Whidessren,
thae, ana Misho 0 Willer ana S njeman
sheafiinig, pffiora



Exhibit “B”

ESOPS - EMPLOYEE STOCK OWNERSHIP
PLAN

PRESENTED AT THE FICPA
2011 FLORIDA INSTITUTE ON FEDERAL TAXATION

November 11, 2011

BY:

Domenick R. Lioce, Esquire

Mason, Yeager, Gerson, White & Lioce, P.A.
1645 Palm Beach Lakes Boulevard, Suite 1200
Wiest Palm Beach, Florida 33401

Telephone:  (561) 686-3307

Facsimile: (561) 686-5442

E-mail: dliocef@nasonyeaper.com

This i not intended to be comprehensive; many portions only lightly touch the surface; and net all of the
issues are updated at the same time, so some parts may be less current than others. The authors mvite
sugpested changes for future presentations. The views expressed herein are not necessarily those of
Nason, Yeager, Gerson, White & Lioce, P.A.  Any tax advice contained in these materials was nol
intended or written by authors to be used and it cannot be used by any taxpayer for the puspose of
avoiding penalties that may be imposed on the tax payer and cannot be used as a basis for & tax eum
reporting positien, Any tax advice contained in these materials was written to support, within the
meaning of Treasury Department Circular 230, the promotion or marketing of the transactions or matters
addressed by such advice because the authors have reason to believe that it may be referred to by another
person in promoting, marketing or recommending a parthership or other entity, investment plan or
armngement o one of mere taxpayers. Before using any tax advice contained in these materials, a
taxpaver should seck advice based on the taxpaver's particular circumstances from an independent tax
advisor, Tex advisors should research these issues independently rather than rely on these materials.
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L N CTTON,

ESCPs are a tax-sdvantaped mol extremely vetuable in business succession nlanning It
15 often the best vehicle vnder the fight circumstances o s2ll 2 business, particnlarly where the
markel 1 soft or non-existent, I mey also be weefu) in dcqusinions of other companiss ar assss

An EBOP is 2 qualified, defined contribution emiployee benefit plan that invests Primarly
i1 the stock of the employer company. While it is subject to all of the geners] pengion plan ruics
ender the lntsrnal Revenue Cods ("IRC") end ERISA, an ESOP has some very specific
sdvantages.

| An ESOP can purchage emplover stock from the emploter or it shassholders.

2, JmE.‘EC}Fﬂnbumwmmmyﬂumwunmmmﬁhecmpmwmfuudm:
plan, (Other pension plans cannat bormow monsy to inveat), IRC £ 4975(dK3%
ERISA § 409(b)3).

;3 It can be funded with the contribation of stck or any combination of cash or deht
to finance the purchase of such stosk.

M. DSES.

L Use tax-deductible comporate eamings to buy shares from owsners of clogely-held
compagies at long term capital gain rates on a deferred hasis,

5 Create a market for inside andfor outside sharsholders i ¢loszly-held companies
3. Creale business SUCCEsion opportanity.
4. To fimance corporat: scquisitions using pretax dollers (se= example o
Exfiibet *0"),
. To enhance corporate perfimmance and job satisfaction by
* irealing a corporste "ownership® culture;
* relieving the corporation of corporete tax entirely when wilizing an "§
corporation (available under IRC & 1361 sinee 19085 and [RC & 512(2) sinee
1998 ra UBI);
= provide & reward io employess with 3 substintial retirement henefit
B. Estate plarning and chantable giving

7 Ta refinance existng corporate dsvt by selling newly issued stock o an ESOP
which tses debd financing. See PLE. 9530053, 0645050 and S652024.



M. TAX ADVANTAGES,

2,

Employees ars not taxed until they receive distibutions.

Employer can dedue:

= conmbations 1o the plan up to 25% of payrall (IRC § HPa)EHAYL
= prncipal and interest on loans weed to buy the employer stock:

* under IRC § 404K, cush dividends paid on stock owned by ths ESOP, so
long as the dividends wre used to

(1}  passed through 1o persion beneficiaries:
(i} wservice debt used to by employer stock:
(i)  buy emplover stock;

+  Life insurance preminms on policies on the life of Seller utilized to payoff the
purchass money note,

The seller can defer pein recopnition wnder TRC § 1042 (30 long e the ESOP
owng at [eest 30% of the employer's stock), by reinvesting the sale proceeds in
cerain permited stocks, bonds or other securities of U8, operating compariss,
{zee Secton V below)

§ corporationt income flows tarough to its shareholder, which is & tox-cxempt
pension plan, Henee, neither the 5 corporativn nar its shareholder will be subject
to federal-tneome tex. This provides the corporation with sigmificently mere cash
available for prowth and el service.

bultiple entity businesses, such & homebuilders, can zvoid oEdinary insome by
reargaminng the entities inlo ons (or & hoiding company). See Exhipit "4 This
aiso provides the sellimg sharsholder with o higher value for his stock since more
aEEets ars combined tpether, CAVEAT: “Step-razsaction” theery.

IV. LEVERAGING,

ks

A non-feverzged ESOF 12 one in which the smplover corporation contritnes its

stpek (tregsury stock or néwly issued stock) to fhe Plan op to 25% of coversd payrofl. The
ETIPIOYET cOTPOTELion gets a tex dechuction equal to the fafr market valoe of the stock contribated.

2

A leveraged ESOP bomrows all o1 2 portion of the smount needed to purchase

company stock, The borrowiag can be from the selling purchager-- either a stockholder or the
eorparation itself, it can borrow from & thind-party lender using the purchased stack as collatenl
or e credit of the employer; or it can be 2 combination of both. The company eswshlishes
ES0P trust, which borrows monoy from the legder with & company pusrant=e.  {In practies,



lenders usually prefar lending w the company, which in tum lends the fimds to the ESOP.) The
ESOP trust buys stock from shareholders and helds it in & suspense account. The company
makes yeasly tax-deductisle contributions 1o the ESOP, which in tumn pays off the loan. Asthe
loan is paid off, shares of stack are rsleased form the Suspense account into individual emploves
accounts. Employees receive their vested account balances when they retire or otharardgs leave
the company. {Ses Exhibit "B".)

- In most siteetions where there is not an outside Jendsr Nnaveing the purchase, the
selling sharsholder desires 2 ghoreer payout period  than the term of the contributions to the
ESOF, This alse occurs where the company has high cash flow but & jower contribution smount
due 10 a smaller number of emplovee: and smaller payroll amount. To accomplish this, the
Comporation may fitst redeem the sharcholder with cash and'or & note that the company’s cash
flow can safely support, The company then sells shares to the ESOR with 2 note payable overa
longer period of tme. This portion is "cashless” since the contribution 1= the game as the S0P
nele payment bacr. to the company. (Sse Exiubit "C".)

CAVEAT:  While a Seller note qualifies for installment freatment undes IRC § 453, it must
comply with the "toll charge” defined wnder IRC § 4534 if the note is more than
£5 million.

Y. oy N L

Usder IRC § 1042, fne owner of 2 clossly held C corporation (S corporations do ot
qualify) can defer gain recognition on the ssle of stock to an ESOP a0 long as:

L. The ESUF owns st least 30% of each class of outstending sicck (excloding non-
convertible, non-voting prefaered stock) of the employer comporation. (Two or
moTe oWaers combined can mest the 30% test). .

z. The seller reinvests the sale proceeds inmo Qualified Replacement Property during
the period from 3 menths before to 12 months afier the sale.

"Cualified Replacement Propeny” ("QRP") includes stocks, bonds or other securitias of
ULE. opemating companics. Awmong others, iis does oot melude government bonds, mumal funds,
~~RETTS; partnerships or limited liability sompany interests,
Aay of the proceeds not reinvested in QRF & recognized as lomyg term capizal gain
ELANNING NOTE: If the selling sharehnlder complies with e requiremnents of IRC § 1042, and
holds the ORP untl death, the tax on the sock sold is svoided because the

heirs roceive a stepped-up basis [Assming Congress reinstates the Estee
Tax provisions]

HOTE: Even though the gain on the sal= of the shares is nat faxed, all interest received on
an ingtallment note is reeognized as ordinary income.

L



CAVEAT:  Gain ls deferred unti! sueh fime us 16042 securities are resold. If the ESOP solls
the shares within 3 years after the sale, the employer may be subject to g 10%
eXTigE tax.

PLANNING NOTE: Some wealtd advisors offer a program where the selling shareboldsr can
buy long temm (usually 30 yvears) from very strong and stable public companies which qualify for
142 1y deferral, Then sharshalder then borrows Bgamnst these long teom netes and invests s &
diversified portfolio thar can be bought end snld withom riggering the 1042 deferred gain md

ihe exEse tax,

VL MANAGEMENT CONTROL.

L The ESOF must be operated for the excinsive benefit of the Plan participants,
IRC § 401{a)(2). Tha ESOP is governed by a trustes, The trsstes can be anyone, including the
szlling shareholder, en officer or director, However, dus to the fidociary hahility and njerent
conflicts of interest, i¢ i3 best to hire an independent fiduciary,

1. Crenerslly, the trustes votes the BESOP shares. Ses RO § 909()(2); Rev. Rul, 55
31, 19%5-1 CH.62. Yoting can be given fo the vested participants, but it is rarely done

3, Contral of the operations of the corporation is really in the hands of the directors
and the officers, which iz usnally controlied by the seliing stockholder where ssller financing
exists and when the ESOP is funded over tims,

4. During the term of the saller note in a tevernged transaction, the seller o
maintam his position &8 CEC, control the board ang be secured by company stock and company
BEREE.

VIL UNFUNDED LIABILITY.

Upen retirement, empioyees of a clossly-nsld company usvally opt to receive cash for
their rotrement instead of stoek.  This lishility can be substantial in the cise of & Teveraped
transaction since the agreements ususlly provide a restriction of cash distiburions from the
ESOP uatil the sellers note is repaid The company shouid establish a sinking fund, either
through an inserance policy apdior in combination with en investment fund. w0 provide-for ths

~lisbility. If an insuranee policy on the selling sharcholder is insuficient to cover the unlundsd
liability, the company can use policies on key employess can bs used as well, or # can simply
create 4 sinking fund to cover the remainder of the shortfall

VIIL. W IS,

In order to reduce the interest rate bome by the ESOP via the s=ller noge by reducing the
ratz of 1efirn (o the selling sharsholder below markst, the COTUPAnY Cap lsue warranis 1o the
seller at the same or greater price than the ESOP is paying for the stock.  Assuming the
company's stock value increases mn the future, the saller can sell the warranss back fo the
company ot & profit and thus retain @ markel intec=s rate of return,



IX. ESTATE PLANNING.

] The company should purchase insurance on the Life of the selling sharehoidenis;
ey prosids;

(&)  Ligudery for the deceasad shareholder's ERtale
(b} Relieve the ESOP from the barden of payment of the pote; and

() By using & nmversal or whole lifs policy, in the event of the survival of
the seller, %e company will accumulae o ginking fimd 0 pay the
unfunded lability deseribed under the BESOP.

2, The seller notes can be contributed 1o & family louted partnership ("FLP"). When
giftmg the limited partnership mterasts to the seller's heirs, discounts arc realired for both the
note itsell because it is long torm, weakly secured and has & babow marke: interest rate, PLUS tha
usual discounts for lack of marketsbility, transfer resmictions, efe. Al or some of the fimnited
partnsrslup mterest can be reduced further (or cven 2erocd out) by contributing them to a Grantor
Retained Annuity Trust ("GRAT"). Ses Exhimt "5

3 The warrants usually have a nominal value at issuance because fhe company stock
value must increase before the warmants have valug, and the warmnts cannol be exercised ust)
after the seller note is paid m fall. As the company increazes jts value by both paying off te
seller note and mereasing its profimbility, the warrans increass in vaiue, The warzants cam be
contributed 1o @ FLY as well The nominal value of the warents combined with the value
digcounts associnted with the limited parmership interests result in linls or no need to use up the
seller’s lifelime gift exemption. Meamwhile, incressing value of the warrants s kept out of ihe
seller's estate.

X BASIC PLAN RULES. (Ses Pension Coasultand)
b Contnbution Limits: Generally, 25% of covered payroll IRC § 404&{a)(3). For
leveragsd "C" corporation ESOP'S, contributions are firther limited to the cash contribution: and

principz] onby of ESOP loans paid that year, IRC § #04(a}9}. "S" cocporations can also deduct
the interest on the ESOP loan, Exclusions from the 25% limit sre-

(@}  Lovidends paid that are:
i pessed through to plan beneficiaries;
(i} used to repay prinzipal on ESOF loans;
(1)  remvested o emplover stozk,
(b} Contributions by "5* corparations to pav inferest on ESOP lpans:

el Insurence premiums ox the life of the seller sharsholder wiilized to pay off
the purchase money nots in 8 selier-financad ER0P,



Monetary Limits under IRC § 415

{a)

The lesser of $41.000 (s indexed by inflation since 2004} or 100% of
covered compensation.

(o) Coversd compensation cammot excsed $205,600 (as indexed by inflaton
since 2040,

Farticmabion:

(2}  Excinded Emplovees:

(i} nooresident aliens;

(i} employsss in 2 separate line of business:

(tii)  employoes covered by collective bargaining egresments;
(iv)  emplovess related to the s2lling sharsholder,

(3 All smplovess over 21 wha have commpleted ome (1) ye=ar of gsrvice that
includes 1,000 hours of sarvice

(e} Atleast 70% of all non-highty compensated most be coversd [RC § 414,

(&) 3 vear cliff, IRC § 411: or

(b}  20% after 2 years, taen 20% per year in vears 3 through 6 IRC §411.

Special ESOP Ryles.

(2} After an ESOP participant neaches a1 35 and has participated in the Pl
for 10 years, be hus 2 nght © diversify vp to 25% of employver stod
allpcated 1o his account. Afier 6 years, he can-bring the-diversified portica
up o 5%, IRC § 401{a)280B).

(B} Closely held company ESOP plans must provide & "pur option® an
company stock distriboted 10 participants at the then current fair marke
valos, IRC § 409Ch)1).

{c)  The Plan may provide for o right of first refusal in the eveat & resiet

{d)

employes dagires (o seil distributed stock
IRC § #01{a)(28)(C) requires an independent sppraiser annually,



XL  IMPLEMENTATION.

L. Feasibility Study, Data needed:
*  successiorn plan
+ employee census
+ financial and rax analysis
2 Valustion of the Company Stock
v discoss rollup {Ses Exhibat "A")

3 Decision on "C* Corp., allowing 1042 tax deferral: or "8* Carp. r=moving incoms
15 burden completaly,

4, Plan Dociiments
5. Finaning
= ingide
*  DUEide
. Selection of plan mTusfes
Separate counsel for:
*  Fompany
* selling shareholdar(s)
»  plan rrustes
«  third parvy lander (if any)

H.M?H:im-uu?'_nﬁs'm-mmmﬂnPMN IS vpan
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A

Sharehaldar Company [~ {_m
Sk ] Purchass of Saock —J
Exhibit "C"
REDEMPTION

Gaxh snd Nete Cash Cantribution



Exhibit " D"

ACOUISITION/ESOP

ETEF I Merjger of Franchisees into Franchisor in retum far 49% of Franchisor.

Sbershalder

Franchisor
Company :

,..--*i Fmr:iﬁmtnmpmy—I

Original Shareholder
51%

| Franchigee Company |
TPl D el v A

e v oy

Franchizes Shareholdes
A%

:

ang:l:!js_&:

STEP 2: Formation of ESOP which purchases the stock of the 51% Shareholdar.

RESULT.  Frenchisees acquire 100% of Franchisor uxing tax deduetible dollars,



Lxhibit "
ESTATE G FOR ESOP NO

_‘I]::ﬁmmt‘u.&thcthhu:hpndmﬂ wife received & $15 million note each. for g okl of

parmership interest should be somewhere in the range of 70%. bring the valus of diect pift b e
hedrs on sach parmership to 4,500,000, for 2 total of S9M far bth of them,

The attached illusiration shows & gift of the [mitd partneTsnip isterests to a GRAT
mstead of directly 1o the children, "zeroing out” the value of the interest. Use 10 years for the life
of the GRAT,



)

o - - RES T, TR R R g

=l

Exhibit fi-1
POST DISCOUNTED VALUE WITH GRAT

Note Princpsl Mot Apaual  FLP IMarestVeive GRAT Anusl  FLP Assets Yesr Taeatie Estale
Wafue * Enterast (7% Discoant) Faymant * End == A
13,500,000.00 3 77 405000000 §  Qrrizam § T.0eTET0Ts
$ 1350000000 & S4600000 § 410038127 & ATIA2228 5 14,435,741.44
51350000000 5 94500000 § 435072243 § ATPAZAZE § 14,903 B12.16
$ 1350000000 § 94500000 § 447108365 § ATTAZN2E § 15 871 4B2B4
$ 1350000000 § Q4500000 § 459144485 § ATTAZREE & 15338,353.60
3 13.500,00000 § B4500000 § 475180608 3 4Tr4ERE § 16,307 22432
§13,500000.00 § 94500000 § 485216730 & 4IT1828 §  16,775.085.08
$135000000) § DaSDO0.00 § SO SEASY & 4TTAZEE § 17,242 9BS.TE
$713.50000000 5 S&500000 % 517BIOTT ¢ ATTAZERE & 17.710.E36.48
5 13,500,000.00 5 84500000 § 531375004 % £77 2800 § 48.1TR.TOFR0
T BABLEIZIE S s o E¥Srin g
FLP Assetzs End of Term: §18,178.707.20
FLF Interest Post-Discount End of Tarm: $5453512.15
Total GRAT Payments: $4,771,282.80
Assetl Subject to Estate Tay: B4,7T1,290.80

"Frincipal Value and interest Payments are shown as 50% of Aoiual Mols and Interest Payments
$inge note holder retaing 10% inderest in the FLP,

T Mustraiion assumes ORAT Payments are accumulsted In the Exable estate. I thase
FEyTNSNE 4re spent M e or i whole, the "taxenic etele” aosetc wold be reduced.

™" Higsiration astumes FLP Assebs are relamsd i the ELE. Aty distibutions rom or sxpanaes
incurred by the FLP would resuce asests in the FLE,

Th Musiration does not include the use of Ifetime or grawal gifts thal may not be subject w gift
or esEE B,
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