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Marvin E. Blum
Attorney and CPA
The Blum Firm, P.C.

The Blum Firm, P.C., established by Marvin Blum over 30-years ago, has law offices in
Fort Worth, Dallas, Austin, and Houston and specializes in the areas of estate planning and
probate, asset protection planning, planning for closely-held businesses, tax planning, tax
controversy, and charitable planning. The company has grown to be the largest group of estate
planning attorneys in the State of Texas.

Mr. Blum is known for creating customized, cutting-edge estate plans, now serving
hundreds of high net worth families, several with a net worth exceeding $1 billion. Mr. Blum
was chosen as one of the “Nation’s Top 100 Attorneys” by New York’s Worth magazine, and
was also named one of the Top 100 Super Lawyers in Texas by Texas Monthly magazine. He is
a highly sought-after speaker, has served as a national commentator for The Wall Street Journal
and The New York Times, and also serves on the Editorial Advisory Committee for Trusts &
Estates Magazine.

Mr. Blum is dedicated to his community and currently serves as Secretary/Treasurer and
one of three Board members (along with Emmitt and Pat Smith) of the Pat & Emmitt Smith
Charities, a public charity devoted to creating opportunities for disadvantaged children. Mr.
Blum is in his 35" year as Treasurer of the Fort Worth Symphony and served as Presiding Chair
for numerous terms of The Multicultural Alliance, formerly The National Conference of
Christians and Jews, a service organization fighting bias, bigotry and racism. Mr. Blum also
serves on the Texas Cultural Trust Board of Directors to help raise public and legislative
awareness of the importance of the arts in Texas.

Mr. Blum, an attorney and Certified Public Accountant, is Board Certified in Estate
Planning & Probate Law and is a Fellow of the American College of Trust and Estate Counsel.
He earned his BBA (Highest Honors) in Accounting from the University of Texas in 1974,
where he graduated first in his class and was named Ernst & Ernst Outstanding Student in
Accounting. Mr. Blum received his law degree (High Honors) from the University of Texas
School of Law in 1978, where he graduated second in his class and was named the Prentice-Hall
Outstanding Student in Taxation. Mr. Blum and his wife, Laurie, reside in Fort Worth, Texas.
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Edward K. Clark
Attorney and CPA
The Blum Firm, P.C., Austin, Texas

Edward K. Clark is Managing Partner of The Blum Firm’s Austin office. He is skilled in
numerous areas of business and estate planning and corporate law including federal income,
estate, and gift tax planning, and compliance; corporate and securities law, mergers and
acquisitions, executive compensation, and closely-held businesses; probate and trust
administration law; asset protection planning; tax-exempt organizations; and state tax planning
and administrative practice.

Mr. Clark’s experience includes serving as general counsel for a venture capital firm as
well as an oilfield service and manufacturing company, as corporate controller, and as a tax
specialist in public accounting (domestic and international). Prior to joining The Blum Firm, Mr.
Clark was a partner of McGinnis, Lochridge & Kilgore, LLP, member of Kelly, Hart & Hallman,
PC, Of Counsel of Ford & Ferraro, LLP, and a sole practitioner. Mr. Clark has served on the
Boards of Directors of an Austin-based mutual fund company and currently serves on the Board
of a Dallas-based restaurant company.

Mr. Clark has been a lecturer on business, securities, tax and estate planning, probate,
asset protection planning, and trust law topics. He has also been an instructor for a CPA Review
course.

Mr. Clark, an attorney and Certified Public Accountant, is Board Certified in Tax Law.
He earned his BBA in Accounting from the University of Texas in 1973 and his Master in
Professional Accounting with a concentration in Taxation from the University of Texas in 1978.
Mr. Clark received his law degree from the University of Houston College of Law in 1981. Mr.
Clark resides in Austin, Texas.
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HAVE YOUR CAKE AND EAT IT TOO—
ESTATE FREEZE PLANNING WITHOUT LOSING ACCESS TO ASSETS

July 16, 2014
by Marvin E. Blum and Edward K. Clark

Over the last several years, we’ve noticed a phenomenon across Texas—there’s an
epidemic of people with a high net worth who are drastically under planned when it comes to
estate planning. They think they have an estate plan because they have a will. (Many don’t even
have a will.) By and large, they own their assets in their own name. When you own assets in
your own name, there are two consequences:

e When you die, if your assets are above the federal estate tax exemption level
($5,340,000 if single; $10,680,000 if married), the federal government will take
40% of your assets. Many people currently under the exemption level are
growing their estates, and their net worth will well exceed the exemption level by
the time they die. Their family will have to take assets out of their investment
accounts to pay this tax.

e If you are sued and have a judgment against you, the creditor can take your assets
from you.

This leads to an important piece of advice: By and large, except for retirement assets,
you should never own any investments in your own name. As explained below, you can put
your assets in entities (such as partnerships and LLCs) that are owned by trusts, and you can
even do it in a way that you still have access to your assets and still have control over them.

Every individual needs an estate plan. Regardless of the size of the estate, it is possible
to reduce the estate tax to zero. For that reason, the estate tax is sometimes referred to as a
“voluntary tax.” Consider the example of the Sam Walton family, the world’s richest family.
They have successfully employed various estate planning techniques to completely avoid paying
estate tax.

WHAT’S IN IT FOR THE FINANCIAL ADVISOR?

Working with your clients to help them prepare an estate plan can benefit you threefold.
It can:

e Make you a hero with your clients and further build your relationship with them;

FORT WORTH =Certified Public Accountant Board Certified by the Texas Board of Legal Specialization in *Estate Planning & Probate Law °Tax Law

DALLAS

816 Congress Avenue, Suite 1670, Austin, Texas 78701 Phone: 512.579.4060 Fax: 512.579.4080 TheBlumFirm.com

‘—\ J Marvin E. Blum*+* Gary V. Post* John R. Hunter®= Steven W. Novak* Len Woodard-
§

HOUSTON
AUSTIN



e Make you a hero with your client’s children. The children will appreciate you for
saving them money and will be more likely to keep you as their advisor after their
parents die; and

e Avoid depleting the account that you manage at their deaths to pay federal estate
tax.

CONSEQUENCES OF DOING NO PLANNING

Unfortunately, doing no planning is a very common fact pattern. Just recently, we talked
with a man here in Austin who has investments totaling $75 million but owns everything in his
own name because he wants it “simple.” The week before that, we talked with a Midland client
who has a mix of assets worth over $1 billion and did put them in a Family Limited Partnership,
but an elderly frail woman owns 99% of the FLP units.

Let’s discuss the case of William and Anna who had a very large estate. Although they
had a high net worth on paper ($75 million in investment assets and $10 million of other assets),
their estate was very illiquid. When they both unexpectedly died in an accident, the IRS sent
their children a tax bill for $30 million ($85 million less $10 million in exemptions®, x 40%).
The children had no means to pay this large bill and had to resort to selling off a substantial
portion of the investments to pay the tax. William and Anna would have been horrified to know
that the wealth that they had worked hard to build had to be sold to pay a tax bill rather than it
passing to their children and grandchildren as they intended.

Now, let’s rewind the clock and show what would have happened with proper
planning...

William and Anna came to us several years ago to help prepare an estate plan. Along
with the approximately $75 million of investment assets, they owned a home, bank accounts, and
other personal assets valued at approximately $10 million. Instead of allowing William and
Anna to continue holding the investments in their individual names, we completed several layers
of planning with them. Following is a discussion of the different planning layers of William’s
and Anna’s estate plan.

FIRST LAYER OF PLANNING - A FAMILY LIMITED PARTNERSHIP

A. Benefits of a Family Limited Partnership. The first step in the planning process
was to have William and Anna transfer their investment assets to a family limited partnership
(“FLP”). An FLP provides liability protection and creditor protection, and through the use of
valuation discounts, it also helps facilitate the shifting of wealth outside the estate.

It is essential to the successful implementation of a partnership that “personal use”
assets not be contributed to the partnership. In other words, clients should not contribute their
homes, cars, or financial assets that they plan to use in the near future such as personal bank

! The exemption amount is actually $5,340,000 for each. For simplicity, a total of $10 million is used.



accounts. The IRS and the courts may ignore the partnership and the benefits could be lost if
these kinds of personal use assets are contributed.

B. William’s and Anna’s FLP. In our case, William and Anna formed W&A Family
Partnership, LP (“W&A FLP”) and W&A Management, LLC, a limited liability company (an
“LLC”) to serve as the general partner of W&A FLP. William and Anna are named as the initial
limited partners of W&A FLP. An LLC that is created to act as general partner can be a non-
equity general partner, owning 0% of an FLP. The LLC can therefore be capitalized with only
$1,000. William and Anna then transferred their investment assets to W&A FLP.

C. Advantage: Asset Protection. As mentioned above, one of the advantages of an
FLP is creditor protection it provides to the assets it holds. If assets are held by the FLP, then the
client owns a limited partnership interest instead of the underlying assets. Under Texas law, the
creditor’s rights as to a limited partnership interest are severely limited; the creditor can only
obtain a charging order against the limited partnership interest. The charging order entitles the
creditor to receive a share of the distributions from the FLP if and when distributions are made.
The creditor cannot force a distribution nor can it vote the FLP interest. The FLP would likely
be structured so that distributions are made in the sole discretion of the general partner, an LLC.

D. Advantage: Valuation Discounts. The FLP structure can also reduce estate tax
liability by providing valuation discounts for gifts to trusts. Limited partnership interests are less
marketable than assets held outright or assets traded on an exchange, such as stock of public
companies or bonds. By virtue of the partnership form and standard restrictions in partnership
agreements, a partnership interest is worth less than the underlying assets of the partnership.
Discounts for lack of marketability and lack of control are routinely recognized by the courts
when the partnership is formed and maintained properly. These discounts can result in estate tax
savings upon death, or gift tax savings during life, when transferring the limited partnership
interests to the next generation.

For example, if a partnership is formed and funded with $10,000,000 in
investment assets, the limited partnership interests associated with such assets might be valued at
only $6,500,000 (representing a 35% discount for lack of marketability and lack of control). As
a result, holding the assets in a limited partnership rather than holding them outright would result
in an estate tax savings of approximately $1,400,000 using the current estate tax rate of 40%.
Clients can gift limited partnership interests to their children in a more tax-efficient manner,
removing such interests and the future appreciation of the interests from their estate.

The chart on the following page illustrates the ownership structure for William’s and
Anna’s investment assets after transferring them to their new FLP.
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SECOND LAYER OF PLANNING - A GRANTOR TRUST FOR THE CHILDREN

A Basic Structure. The concept of gifting to the children is an age-old estate
planning device, but here we do it with a twist. Instead of giving outright to the children, give to
an Intentionally Defective Grantor Trust (“IDGT?”) for the children. We worked with William
and Anna to create an IDGT to benefit William’s and Anna’s children. Assets held in IDGTs are
outside of the client’s estate for estate tax purposes, and they can be structured to avoid estate tax
at the deaths of the clients’ children and grandchildren as well. Provisions are included in these
trusts to make the trusts “grantor” trusts.

When a trust is structured as a Grantor Trust, the gift is “supercharged” because
the grantors (the clients) remain liable for the income tax attributable to the trust and pay the
trust’s income taxes out of their own funds which reduces their estate. The IRS has ruled that
this payment of the trust’s income taxes is not treated as a gift to the trust. The grantor trust
status can be “toggled” off later if the client no longer wishes to bear the trust’s income tax.

The IDGT can be funded by the clients making a gift to the trust (known as a
“seed gift”) and using a portion of each spouse’s $5,340,000 lifetime gift tax exemption and
generation-skipping transfer (“GST”) tax exemption. As beneficiaries, the clients’ children and
their descendants would be entitled to distributions from the IDGT as necessary for their health,
education, maintenance, and support. At a child’s death, he or she can be given a power of
appointment to direct the disposition of remaining trust assets make it a dynasty trust. If the



child fails to exercise that power, the assets remain in similar trusts for the benefit of that child’s
descendants. The assets in an IDGT can pass free of estate taxes from generation to generation
so long as the assets remain in trust (subject to a mandatory termination under state law
approximately 90-100 years from the date of creation) by allocating the clients” GST tax
exemption to his or her contributions to the IDGT. The assets in the IDGT would also be
protected from the children’s creditors and divorcing spouses.

B. William’s and Anna’s IDGT. William and Anna created an IDGT (the
“Children’s Trust”), and William and Anna each used a portion of his or her $5,340,000 lifetime
gift tax exemption and GST tax exemption to make a “seed gift” of 1/6™ of the FLP, thereby
funding the Children’s Trust. The seed gift provided the Children’s Trust with sufficient equity
so that it could be used to support some subsequent sales of FLP units to the trust (discussed
below). A typical seed gift is an amount equal to 10% or more of the anticipated sale
transaction. As a result of the gifting, the gifted FLP interests and any further appreciation
thereof are removed from William’s and Anna’s estate.

William’s and Anna’s seed gifts, assuming $75,000,000 in FLP underlying assets
and that the FLP units qualify for a 35% valuation discount, have a value of $8,125,000,
resulting in a gift of $4,062,500 from each of William and Anna.?

C. Appraisal of FLP Interests Gifted. By placing the assets in an FLP, there is an
opportunity for a valuation discount. The client should hire a qualified appraiser to appraise the
FLP units. When valuing the FLP interests, discounts for lack of control and lack of
marketability are often appropriate. The fair market value of the FLP interests would be
calculated after considering these discounts.

The appraiser should be advised that the value sought should be on the mid-range
of the scale of reasonableness. If the appraisal is too aggressive and results in a value lower than
that reasonably determined by the IRS, it is possible that the client will be treated as having made
a gift to the trust equal to the difference between the appraised value and the IRS-determined
value. There are some techniques that utilize defined value clauses to guard against such an
unintentional gift.

Once a gift is made and the gift is “adequately disclosed” on a Form 709 Gift Tax
Return, a three-year statute of limitation begins to run during which the IRS can challenge the
valuation of the gift. Hiring a qualified appraiser and obtaining a top-quality appraisal report to
attach to a gift tax return is money well spent. The statute of limitations will not run on a gift tax
return unless the gift is adequately disclosed on the return itself. A quality appraisal report
should fulfill all the requirements of adequate disclosure in Treasury Regulation 301.6501(c)-
1(f)(2). Without the statute of limitations running, the IRS could challenge the valuation and
assess gift tax at any point in the future.

% |f the assets are mainly liquid, the applicable discount may be lower than 35%. Our example assumes a mix of
assets that would qualify for a 35% discount.



The following chart is updated to reflect William’s and Anna’s ownership structure after

funding the Children’s Trust with a portion of the FLP interest.
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THIRD LAYER OF PLANNING - ESTATE FREEZE PLANNING

William and Anna still own 5/6" of the FLP. Question: How do they move it out of their
estate? Answer: They sell it. As discussed below, William and Anna have two choices. They
can either sell it to the Children’s Trust or they can sell it to a new “678 Trust.”

A. Estate Freeze Planning. Many transfer planning techniques help shift wealth to
future generations and minimize estate taxes. Certain techniques, known as “estate freeze
techniques,” freeze the value of the client’s estate at its current discounted value and shift future
appreciation into a pocket not subject to estate tax. Estate freeze planning is typically done by
selling assets to a Grantor Trust in exchange for a promissory note with the promissory note
“frozen” and the assets growing in a Grantor Trust outside of the estate.

B. Path Not Chosen: Sale to Children’s Trust. As mentioned above, William and
Anna have two choices for selling the 5/6™ of the W&A FLP interests. One choice is to sell it to
the Children’s Trust in exchange for a promissory note. This is a very common estate planning
technique. Because the Children’s Trust is drafted as a Grantor Trust, William and Anna are
considered to be the owners of the trust for income tax purposes but not for estate tax purposes.
The IRS would therefore ignore any transactions between William and Anna and the trust for




income tax purposes, and sales to the trust would not trigger any income tax gain to William and
Anna.

Under this option, William and Anna would have then sold their remaining
interests in W&A FLP to the Children’s Trust and, in exchange, received a promissory note from
the trust with a principal amount equal to the fair market value of the assets sold. As previously
discussed, the fair market value of the W&A FLP interests would be calculated after considering
discounts for lack of marketability and lack of control. The promissory note would be structured
as a 9-year note with interest at the mid-term AFR, which is currently 1.91% for transactions
occurring in June 2014. It is often structured as an interest-only promissory note with a balloon
payment at the end of the ninth year. Of course, this technique works best with assets that are
anticipated to appreciate at a rate higher than the interest rate on the promissory note.

The law is still uncertain whether the unrealized gain on the sale to the trust
would be immediately recognized if the seller (William or Anna) were to die during the term of
the promissory note, so it is recommended to avoid making a promissory note with an
excessively long term—a 9-year note is typical.

Although this approach is effective in transferring value outside of the estate,
many clients are hesitant to utilize this approach due to the loss of access to the funds generated
by the investment assets once the note is paid in full. Their interest in the investment assets
would be limited to their promissory note, reduced by the income taxes they pay on behalf of the
Children’s Trust.

C. Sale to 678 Trust. In order to transfer their investment assets outside of their
estates without sacrificing the ability to access or control the investments, William and Anna
chose to sell their W&A FLP interests to a newly-created 678 Trust. A 678 Trust is a unique
vehicle that combines asset protection, estate tax savings associated with the “estate freeze”
techniques, and the clients’ continued ability to benefit from assets they have built up over the
years. Therefore, 678 Trusts are ideal for individuals who need to reduce their estate tax
exposure but who are not in a position to part with their assets. The 678 Trust is named after the
Internal Revenue Code Section upon which it is based, which controls who will be treated as the
owner of the trust for income tax purposes.

D. Structure of a 678 Trust. A 678 Trust is established by a third party—the client’s
parents, sibling, or close friend—uwith a gift of $5,000. This is the only gift that should ever be
made to the 678 Trust. It is important that the $5,000 contribution to the 678 Trust be a true
gift and that the person making the gift receives no quid pro quo payments or benefits as a result
of making the gift. Since the 678 Trust is created by a third-party trustor, the client can be the
beneficiary and the client can be the trustee.

The Trust is structured as a “Crummey” trust, so the beneficiary has a period of
time to withdraw the $5,000 gift. If the beneficiaries (the clients) do not demand the gift, their
withdrawal right lapses after a certain period of time (e.g., thirty days). In order for the 678
Trust technique to work as intended, it is crucial that the beneficiaries not be given a withdrawal
right exercisable with regard to any other trust at any earlier point in the year of the gift. When



the clients allow the withdrawal right over the initial $5,000 contribution to lapse, the 678 Trust
becomes a Grantor Trust as to the clients (under the authority of Section 678 of the Internal
Revenue Code). Thus, all income tax effects of the 678 Trust from that point forward are the
responsibility of the clients and the IRS would ignore any transactions between the clients and
the 678 Trust. Therefore, the clients could sell assets to the 678 Trust without triggering an
income tax gain.

Because the clients are the primary beneficiaries of the 678 Trust, they can
receive distributions for health, education, maintenance, and support purposes. The clients can
also be named as the trustees. The Trust is structured initially as a “non-grantor” or “complex”
trust for income tax purposes. Therefore, at inception, the 678 Trust is a separate taxpayer for
income tax purposes.

As a result of being treated as the owners of the 678 Trust for income tax
purposes, the clients will be responsible for paying the income tax on the income generated by
the trust’s assets during their lifetimes. Assets outside of the 678 Trust can be used to pay the
income taxes, allowing the trust assets to grow without being depleted by income taxes. This
also allows the clients to “spend down” assets that would otherwise be includable in his or her
estate and subject to estate taxes at death. If the time came that the clients were unable to pay the
income taxes out of his or her own assets, the 678 Trust could make a distribution to the client in
the amount of the income taxes under the health, education, maintenance, and support standard.

E. William’s and Anna’s 678 Trust. Jim, William’s brother, created a 678 Trust to
benefit William and Anna and their descendants (the “Family Trust”) and funded the Family
Trust with a $5,000 gift. The Family Trust provides that William and Anna have a withdrawal
right over contributions to the trust. William and Anna received notice of the withdrawal right
and declined to withdraw the $5,000 contribution, allowing the withdrawal right to lapse after the
thirty-day withdrawal period.

F. Benefits of a 678 Trust. As discussed above, the assets owned by the 678 Trust
will not be subject to estate taxes at the clients’ deaths. While a client is living, he or she will
continue to have access to the funds for health, education, maintenance, and support purposes
and can serve as trustee of the 678 Trust.

In addition, the assets owned by the 678 Trust will not be subject to the claims of
the clients’ creditors. Texas law provides that a trust that contains “spendthrift” language that is
created by a third party will not be subject to the creditors of the trust beneficiary. This is true
even if the trust is structured as a Crummey trust and the beneficiary is given a right of
withdrawal over the trust assets. Section 112.035 of the Texas Trust Code specifically states that
a trust beneficiary is not treated as a settlor of a trust merely because of a lapse of withdrawal
rights, provided that the withdrawal right does not exceed the greater of the amount specified in
Section 2041(b)(2) or 2514(e) of the Code or Section 2503(b) of the Code (the “5 and 5 rule™).
As a result, the lapse of a withdrawal right will not cause the 678 Trust assets to be subject to the
reach of a beneficiary’s creditors. This very clear legislation makes Texas particularly well
suited for 678 Trust planning.



Section 112.035 of the Texas Trust Code also provides that a trust beneficiary is
not treated as a settlor of a trust merely because the beneficiary has the power to consume or
distribute trust property to or for the benefit of himself or herself as long as the power is limited
by an ascertainable standard (such as health, education, maintenance, and support). Therefore, a
beneficiary’s creditors will not be able to reach the trust’s assets if the beneficiary is also named
as the trustee, so long as the trustee-beneficiary’s distribution standard is limited to health,
education, maintenance, and support.

The 678 Trust can also allow the clients to exercise a special power of
appointment (“SPOA”) over the trust assets during life or at death. An inter vivos SPOA can
give the client-beneficiary the power to provide for trust property to pass to individuals or
charitable organizations during the client’s life. As a result, if the client is treated as having
made a gift to the 678 Trust, the gift will be incomplete from a gift tax perspective and no gift
tax will be due at that time.

Note: Although the gift will be incomplete for gift tax purposes, the gift will still cause all of the
trust assets to be included in the client’s estate at death because the client will have made a gift to
a trust of which he or she is a beneficiary. As a result, the tax will not be avoided by virtue of
the gift being treated as incomplete; it will merely be postponed until the client’s death.

A testamentary SPOA can give the client-beneficiary the power to control how
the property will be distributed at his or her death and also can give the client-beneficiary
flexibility to modify the terms of the trust on his or her death to account for a change in
circumstances or a change in the law. The SPOA can be so broad as to allow the client to
exercise it in favor of anyone (including other individuals, trusts, and charitable organizations)
other than the client, the client’s estate, the client’s creditors, or the creditors of the client’s
estate.

G. Shifting Assets to a 678 Trust. Since there’s never another gift to the 678 trust
after the initial $5,000 gift, you beef up the trust by the client (beneficiary) selling assets to the
trust in exchange for a promissory note. Assets that have appreciation potential or that are
valued at a discount (FLP interests) are perfect for selling to a 678 Trust. Selling the interests to
the 678 Trust at a discounted value immediately moves the amount of the discount out of the
client’s estate and also freezes the value of the FLP interests.

It is important that the sale be structured so that it will be respected by the IRS as
a bona fide sale under Section 2036 of the Internal Revenue Code. The 678 Trust needs to have
sufficient substance to support the sale, which can be problematic if the 678 Trust is new and has
not yet built up significant value. To remedy this situation, the 678 Trust can have other trusts or
individuals (other than the clients) pledge assets to guarantee the promissory note owing to the
clients. The assets pledged should equal at least 10% to 20% of the size of the promissory note
(the higher, the better). If no other trusts or individuals are available to guarantee the promissory
note, the client can create a separate trust for his or her children and make a gift to it (as already
discussed above with the creation of William’s and Anna’s Children’s Trust). The new trust can
then provide a guarantee to the 678 Trust in exchange for a guarantee fee. To supercharge the



new trust, it can be structured as a Grantor Trust with respect to the client for income tax
purposes and as a GST-exempt dynasty trust.

William and Anna sold their remaining 5/6™ W&A FLP interest and all of their
LLC interest in W&A Management, LLC to the Family Trust for $40,625,000 ($75,000,000 less
35% discount x 5/6 = $40,625,000). William and Anna each received a 9-year promissory note
for $20.3 million in return, plus interest at the mid-term applicable federal rate (1.82% for July
2014). This immediately moved $21,875,000 out of their estate (the value of the discount)
providing instant estate tax savings of $8,750,000. In addition, there was a $4,375,000 discount
on the gift of 1/6™ of the FLP to the Children’s Trust, saving an additional $1,750,000 of estate
tax, for a total savings of $10,500,000 from valuation discounts alone.

William’s and Anna’s Children’s Trust had sufficient assets to pledge as the
guarantor of 20% of the promissory note amounts and so guaranty agreements were executed. In
return for the guaranties, the Family Trust executed guaranty fee agreements agreeing to pay the
Children’s Trust annual fees equal to 3% of the amount guaranteed. The annual guarantee fees
paid by the Family Trust to the Children’s Trust are $243,750 for guaranteeing 20% of the
promissory notes ($40,625,000 x 20% x 3%).

It is important when the clients transact with the 678 Trust that the transaction be
structured at fair market value, and that no gifts be made to the 678 Trust beyond the initial
$5,000 gift contributed by a third party. Any additional gifts could alter the income tax and
estate tax characteristics of the 678 Trust. Furthermore, if the clients are treated as having made
a gift to the 678 Trust, then the trust’s assets will be subject to estate taxes at the clients’ deaths.

Sale documents can also include adjustment clauses, where the 678 Trust and the
client agree that, if the fair market value of the assets sold to the 678 Trust is ever determined to
be different than that agreed upon by the trust and the client, the sales price will be adjusted to
reflect the differently determined fair market value. This adjustment clause could help avoid the
argument that the client made a gift to the 678 Trust if the sales price were determined to be
lower than the fair market value of the assets.

H. Appraisal of FLP Interests Sold. It is advisable to have the assets sold to the 678
Trust professionally appraised. The appraisal report already obtained to report the gift of 1/6™ of
the FLP interest can be used to value the assets sold.

. Reporting Requirements. The creator of the 678 Trust should file a Form 709 gift
tax return reporting the $5,000 gift to the 678 Trust and allocating GST exemption to the gift.
The gift tax return will be due on April 15" of the year following the year in which the $5,000
gift is made.

When the clients transact with the 678 Trust, they should file gift tax returns also,
disclosing the sale or loan in order to start the running of the 3-year statute of limitations within
which the IRS can challenge the valuation of the assets. Again, the gift tax return will be due on
April 15™ of the year following the year in which the transaction takes place.
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Jim, the creator of the Family Trust, filed a gift tax return reporting the $5,000 gift
to the Family Trust and allocating $5,000 of his GST exemption to the Family Trust making the
Family Trust fully-exempt from GST tax. William and Anna filed gift tax returns disclosing the
sale to the Family Trust which started the 3-year period within which the IRS can challenge the
valuation of the assets sold to the Family Trust.

J. Results of 678 Trust Planning. The 678 Trust should be structured as a GST-
exempt dynasty trust. When the initial gift is made to the 678 Trust, the third party who made
the gift should allocate GST exemption to the 678 Trust, which will allow it to pass to future
generations free of transfer taxes. As a result, the assets owned by the 678 Trust should not be
subject to estate tax at the deaths of the client or the client’s children. In addition, the 678 Trust
should contain a spendthrift provision, in which case the trust assets should be protected from the
client’s creditors.

Furthermore, assets in the 678 Trust do not constitute marital property, protecting
the assets if a beneficiary of the 678 Trust gets a divorce. As a result, it is often possible for a
client’s child to avoid needing a prenuptial agreement when the child marries, as the child’s
assets will be owned by the 678 Trust and not by the child.

With regard to assets sold to the 678 Trust, the value of the assets owned by the
client is frozen at the value of the promissory note the client received in the sale. The client can
spend down these assets by paying the income tax liability generated by the 678 Trust’s assets
and allow the assets owned by the 678 Trust to grow without being depleted by income taxes.

The trustee of the 678 Trust can distribute trust assets to the clients and their issue
for health, education, maintenance, and support needs. The 678 Trust can be drafted to, upon the
clients’ deaths, pour into an existing trust created for the child’s benefit or divide into separate
trusts for their children, and those trusts will be considered complex trusts (rather than Grantor
Trusts) for income tax purposes.

As discussed above, the clients would live off the promissory note payments and
other assets remaining inside their estates to “spend down” the assets that would otherwise be
includable in his or her estate and subject to estate taxes at death. Once the clients have
insufficient assets outside of the 678 Trust to cover their living expenses, the clients would then
have access to the assets in the 678 Trust for their needs.

In our case of William and Anna, they are liable for the income taxes generated
by the Family Trust income. As they receive payments on the promissory note, they use those
funds to pay income taxes and cover their living expenses. Once the promissory note has been
paid in full, William and Anna, as beneficiaries of the Family Trust, may, if necessary, receive
distributions of trust income or principal for health, education, maintenance, and support. Their
children and grandchildren can also receive distributions. At William’s and Anna’s deaths, the
Family Trust assets are protected from estate tax.
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The following illustration shows William’s and Anna’s current ownership structure for
their investment assets.

Promissory Note
Payments

—_—— T T T =
— - ~
-— - ~
— -~ Annual
—
_ e Guarantee Fees ~

CHILDREN’S

WILLIAM ANNA TRUST
(a grantor trust)

FAMILY TRUST
(a 678 trust)

100% Member

WR&A
MANAGEMENT,
LLC

0% (non-
equity) GP

16.7% LP 83.3% LP

v

W&A FAMILY
PARTNERSHIP, LP

(holds investments)

HAPPY ENDING AFTER SUCCESSFUL ESTATE PLANNING

Thankfully, William and Anna chose to engage in active estate planning. As a result of
the various layers of planning performed, William and Anna have significantly reduced the size
of their taxable estate. Following the gift to the Children’s Trust and the sale to the Family
Trust, William and Anna saved $10.5 million in federal estate tax from valuation discounts alone
(($75,000,000 x 35%) x 40%).> As the promissory note payments are consumed (by living
expenses and payment of income taxes), the estate tax savings will be even greater.

William and Anna will continue to receive interest payments on the promissory note
owned by the Family Trust and will receive principal payments on or before nine years. They
will continue to pay the income tax on income generated by the Children’s Trust and the Family
Trust, which will help to further deplete their taxable estate. As trustees and beneficiaries of the
Family Trust, they also have access to the Family Trust assets if necessary for their health,
education, support or maintenance. Additionally, William and Anna continue to participate in
the management of the FLP through their ownership of the LLC general partner. William and

® Assuming a 35% discount for lack of marketability and lack of control.
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Anna can continue to spend down the assets that will be subject to federal estate tax, while
allowing their investments to appreciate outside of their estates.

The Children’s Trust owns 1/6" of the FLP and will benefit from the future appreciation
of 1/6"™ of the FLP assets. The Children’s Trust receives an annual guaranty fee from the Family
Trust. The assets within this Children’s Trust are protected from creditors, and the trust itself
does not have to pay income tax as long as the grantor status of the trust is maintained.

The Family Trust owns 5/6™ of the FLP and will benefit from the future appreciation of
5/6™ of the FLP assets. The Family Trust makes principal and interest payments on the
promissory note payable to William and Anna, as well as guarantee fee payments to the
Children’s Trust. The assets within the Family Trust are protected from creditors. Like the
Children’s Trust, the Family Trust will not have to pay income tax on trust income. In addition,
both the Family Trust and the Children’s Trust will be protected from estate tax at the deaths of
William and Anna, their children, and possibly their grandchildren.

Assuming that William and Anna do not unexpectedly die before the promissory notes
are paid in full (2020) and assuming assets in their estate have been spent down to cover living
expenses and pay income taxes, their estate tax will be zero. (Their lifestyle expenses are
approximately $2 million per year.) Had William and Anna not engaged in active estate
planning, approximately $30 million in estate tax would have been due. If William and Anna
want to accelerate the results and get to a zero estate tax sooner, they can engage in more sales or
do some charitable planning.

Note that William’s and Anna’s estate tax would be even more than $30 million if they
do no planning, they continue to invest and do deals, and their estate continues to grow.
However, if they create this new structure and do all of their future deals and investments in the
FLP, then all of the growth is outside of their estate.

In order to visualize the techniques used for William’s and Anna’s planning, consider the
two illustrations on the following page. The assets on the left side of the “Tax Fence” are
included in your taxable estate at death and are generally subject to your creditors. In contrast,
the assets on the right side of the Tax Fence are not subject to estate tax and cannot be reached
by your creditors.
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“Tax Fence” Without Planning
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“Tax Fence” With Planning

Assets Inside Estate and Subject to
40% Estate Tax and Creditor Claims

PERSONAL
ASSETS

(household items,
bank accts, etc.)

NOTE
RECEIVABLE

($40,625,000, from
sale to 678 Trust)

PERSONAL
RESIDENCE

(protected from
creditors)

RETIREMENT
ASSETS

(protected from
creditors)

*Assets on this side of the tax fence are used to pay
income tax generated by assets held outside the estate.

|

|

|

|
“+

Assets Outside Estate and Protected from
40% Estate Tax and Creditor Claims

CHILDREN’S
TRUST

(a grantor trust)

FAMILY TRUST
(a 678 trust)

|
| | 1/6
: v
W&A FAMILY
| MANXLSE“:AENT PARTNERSHIP, LP
| LLC ' (holds $75,000,000
| of investments)
|
|
)

-14-



	WHAT’S IN IT FOR THE FINANCIAL ADVISOR?
	CONSEQUENCES OF DOING NO PLANNING

