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ESTATE PLANNING UPDATE: WHAT’S HAPPENNING IN WASHINGTON? 
Presented by Marvin E. Blum 

 
 
 

 
I. SUMMARY OF 2010 TAX RELIEF ACT: HOW DOES IT IMPACT YOUR 

CLIENTS? 
 
 President Obama signed the Tax Relief, Unemployment Insurance Reauthorization, and 
Job Creation Act of 2010 (the “2010 Tax Relief Act”) into law on December 17, 2010.  In 
addition to extending Bush-era income tax cuts, several changes were made to the estate, gift, 
and transfer tax system. 
 

• The Gift Tax Exemption amount was increased to $5 million per person for 
transfers made in 2011 and 2012. 
 

• The GST Exemption amount was increased to $5 million per person for transfers 
made in 2011 and 2012. 

 
• The Estate Tax Exemption amount was increased to $5 million per person for 

estates of decedents dying in 2011 and 2012. 
 

• The maximum tax rate for both gift and estate taxes was reduced to 35% for 
transfers occurring in 2011 and 2012. 

 
As in the past, the amount of estate tax exemption remaining at an individual’s 

death will be reduced by the amount of gift tax exemption used during life.  The annual 
exclusion amount remains at $13,000 per recipient per year. 

 
Bequests tied to formula clauses will need to be reviewed to ensure that the 

client’s goals continue to be achieved.  For example, an estate plan that leaves the estate 
tax exemption amount to the children and the remaining estate to the spouse needs to be 
reviewed in light of the increased exemption amounts. 

 
• The 2010 Tax Relief Act provides that a surviving spouse can take advantage of a 

deceased spouse’s unused estate tax exemption, commonly referred to as 
“portability.” 
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There are some notable items related to the portability concept in the Act.  First, it 
only applies to estates of decedents who die in 2011 and 2012.  As a result, it appears that 
both spouses must die before 2013 to take advantage of portability. 

 
Second, a surviving spouse may only use the unused estate tax exemption of his 

or her most recent deceased spouse, even if the unused amount is smaller.  For example, 
Jane and John are married.  Jane has separate property assets of $10 million.  John has 
separate property assets of $1 million.  They have no community property.  John passes 
away, leaving his $1 million in assets to the couples’ children.  His unused estate tax 
exemption amount is $4 million.  When Jane passes away, her estate can utilize John’s $4 
million unused exemption, along with Jane’s full $5 million estate tax exemption, leaving 
Jane’s estate with a total exemption of $9 million. 
 

However, subsequent to John’s death, Jane meets Tom, who has significant 
separate property assets of his own.  Tom later dies and leaves his assets his children.  
Due to the size of the assets, Tom’s estate is able to fully utilize his estate tax exemption. 

 
When Jane later dies, her estate can only utilize the unused estate tax exemption 

of her most recent spouse to die – Tom.  Tom’s estate had no unused estate tax 
exemption, resulting in Jane having an estate tax exemption of only $5 million.  John’s 
unused estate tax exemption is lost. 
 

Third, portability does not apply to the GST exemption.  As a result, if the estate 
plan of the first spouse to die is not structured in a way to fully utilize his or her GST 
exemption, it will be lost. 

 
Fourth, a bypass trust protects the appreciation on the deceased spouse’s assets 

from estate tax at the death of the surviving spouse.  Portability does not provide this 
same protection. 

 
Fifth, the estate of a deceased spouse must file a Form 706, Estate Tax Return in 

order to secure the portability of the deceased spouse’s unused estate tax exemption.  As 
a result, portability is not as simple as it first appears. 

 
 The provisions of the 2010 Tax Relief Act are scheduled to sunset on December 31, 
2012, at which time the pre-EGGTRA law will become effective.  Beginning on January 1, 2013, 
the gift tax exemption and the estate tax exemption are scheduled to revert to $1 million.  The 
GST exemption is scheduled to revert to $1 million, adjusted for inflation since 2001, and the top 
gift and estate tax rate is scheduled to be 55%. 
 
 For estate of decedents who died in 2010, the executor may elect to have one of two 
systems apply to the estate for estate tax purposes.  One option is to have a $5 million estate tax 
exemption apply to the estate, with estate tax charged at 35% to the extent that estate assets 
exceed the exemption.  In addition, the estate will receive a full step up in basis for eligible 
assets.  Alternatively, the executor can elect to subject the estate to the carryover basis rules, in 
which case no estate tax will be paid. 
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II. NON-TAX BENEFITS OF ESTATE PLANNING 
 
 There are many non-tax benefits of implementing a well-constructed estate plan.  Below 
are a few examples: 
 

• Bypass Trusts and Marital Trusts provide asset protection for the surviving spouse and 
allow the deceased spouse to ensure his or her assets pass to children, as opposed to a 
new spouse or other children of the surviving spouse. 

 
• Dynasty Trusts for children not only help avoid estate taxes at the children’s death.  In 

addition, assets held in trust for the child are protected from the child’s creditors and are 
not subject to division by a family court in the event of a child’s divorce. 
 

• An estate plan can help create a family legacy by including a charitable component, such 
as a family foundation that children can continue to operate after the parents are 
deceased. 
 

 
III. HOT PLANNING OPPORTUNITIES 
 

A. THE $5 MILLION GIFT TAX EXEMPTION – USE IT OR LOSE IT? 
 

As discussed above, the 2010 Tax Relief Act provides that each individual has a $5 
million gift tax exemption to apply to lifetime gifts made in 2011 and 2012.  However, the Act 
sunsets on December 31, 2012, at which time the $5 million gift tax exemption could revert back 
to $1 million per person.  As a result, this may be a “use it or lose it” situation. 

 
Note that, at death, taxable gifts made during life are added back to the value of the 

decedent’s taxable estate, typically referred to as “grossing up” the estate.  The estate is then 
allowed a credit for gift taxes payable on the prior gifts based on the tax rate in effect on the date 
of death and the exemption amount in effect on the date of the gift. 

 
If a donor makes a $5 million gift in 2011 and then dies in 2013 when the estate tax 

exemption amount reverts to $1 million, the donor’s estate will be required to add the $5 million 
gift to the value of his estate for estate tax purposes.  As a result, the donor’s estate could 
potentially be required to pay estate tax on $4 million – the difference between the $5 million 
gift and the $1 million estate tax exemption amount. 

 
Section 2001(g) of the Code (which was enacted as part of the 2010 Tax Relief Act) 

appears to provide that a taxpayer who utilizes the $5 million gift tax exemption will not be 
penalized (other than potentially paying a higher tax rate in the future) if the exemption amount 
decreases below $5 million. 

 
However, the 2010 Tax Relief Act is scheduled to sunset on December 31, 2012, in 

which case 2001(g) would no longer be applicable.  In that case, it is possible that a decedent 
who dies in 2013 or later may be subject to “clawback” of a significant portion of the apparent 
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benefit of a large lifetime gift.  The estate of a donor who makes a $5 million gift free of gift tax 
under the Act may owe significant additional estate tax at death, if pre-EGTRRA estate tax laws 
are reinstated.  Note that the post-death appreciation on the gifted amount still escapes estate tax.  
It is important to keep these factors in mind when advising clients on the risks and benefits of 
utilizing the $5 million gift tax exemption. 
 

B. LAST CHANCE OPPORTUNITY TO USE ALL-TIME LOWEST 
SECTION 7520 RATE FOR CHARITABLE LEAD ANNUITY TRUSTS 

 
A client who makes charitable gifts each year has until February 28, 2011 to create a 

Charitable Lead Annuity Trust (a “CLAT”) and take advantage of the all-time best conditions to 
use a CLAT to save taxes.  A CLAT allows the client to set aside a fund, out of which annual 
charitable gifts would be made, while also allowing the client to transfer assets to the his or her 
heirs free of gift and estate taxes. 

A CLAT makes a fixed annual payment to charities for a term of years (such as 10, 15, or 
20).  At the end of the term, the trust assets pass to the donor's family.  It is sometimes called a 
"Jackie O. Trust," because Jackie Onassis was renowned for establishing a CLAT in her estate. 

The payment to the charity and the value of the remainder interest passing to heirs are 
based on the Section 7520 interest rate in effect at the time the CLAT is created.  However, the 
donor can elect to use the 7520 rate for the month the CLAT is created or either of the two prior 
months.  In December of 2010, the IRS issued the lowest Section 7520 rate in history, which was 
1.8%.  The rate rose to 2.4% in January and 2.8% in February.  If a CLAT is created by February 
28, there is a last chance to elect to use the December 2010 rate (1.8%) to calculate the value of 
the remainder interest passing to the heirs, allowing you to maximize the amount that can be 
transferred free of gift and estate taxes. 

A "zeroed out" CLAT can be created, where the value of the gift to the heirs is zero, in 
which case any appreciation that occurs on the assets above 1.8% will pass to the heirs free of 
gift and estate taxes.  The assets only have to grow more than 1.8% to win. 

For example, a donor transfers $1,000,000 to a CLAT with a term of 15 years and 
specifies that the charitable payments should be large enough to cause the value of the remainder 
interest to be zero.  See the chart below for the effect the Section 7520 rate has on amounts 
passing to heirs (assuming a 5% growth rate): 

 
 
 
 
Section 7520 Rate 

December 
Rate 

 
1.8% 

February 
Rate 

 
2.8% 

Annual Payment to Charity $76,670 $82,560 

Value of assets passing to Heirs at 
end of CLAT term 

$425,000 $297,500 
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As illustrated above, the Section 7520 rate significantly impacts the amount of assets that 
the heirs ultimately receive.  In this example, the heirs receive over $120,000 more due to the 
lower rate.  This one-time opportunity is only available for CLATs created and funded by 
February 28.  Therefore, time is of the essence for clients wanting to take advantage of this 
technique. 

 
C. ESTATE FREEZE PLANNING: SALES TO GRANTOR TRUSTS AND 

GRANTOR RETAINED ANNUITY TRUSTS ARE ALIVE AND WELL 
 

 1. Sale to Grantor Trust 
 
In a grantor trust structure, the grantor will continue to personally pay the income taxes 

on the income generated by the trust’s assets, which allows the trust to grow without being 
depleted by income taxes.  The grantor’s payment of these taxes is not treated as a gift to the 
trust.  Studies have shown that, in many cases, this single aspect of a grantor trust has an even 
greater impact on the grantor’s ability to shift wealth to future generations than discounts.  
Therefore, as discounts are limited or even eliminated, structuring irrevocable trusts as grantor 
trusts continues to be an extremely effective way of shifting significant wealth to future 
generations with minimal gift and estate tax cost. 

 
In the sale to a grantor trust technique, the grantor creates a Trust and sells assets to it in 

exchange for a promissory note.  The Trust generally has a longer time over which to pay off the 
promissory note (typically up to 9 years).  The steps involved in creating and implementing a 
grantor trust are as follows: 

 
1. Grantor creates a GST exempt Grantor Trust for the benefit of the grantor’s 

children and grandchildren.  The grantor trusts could be structured as dynasty 
trusts.  Not only do dynasty trusts help minimize estate taxes for future 
generations, but they also protect the trust assets from the beneficiaries’ creditors, 
spendthrift tendencies of the beneficiaries, and spouses in the event of a 
beneficiary’s divorce.  The trustee of the trust controls the investment and 
distribution of the trust assets.  If a beneficiary’s access to trust assets needs to be 
minimized, the trust can be drafted with restrictions and a third party can serve as 
trustee. 
 

2. Grantor makes a seed gift to the Trust (or arrange for guarantees from the children 
or other trusts), typically in an amount equal to 10% or more of the entire 
transaction. 

 
3. Assign LP units to the Trust (units of a limited partnership funded with some of 

the grantor’s investments). 
 

4. Trust signs a promissory note payable to the grantor in an amount equal to the 
value of the assets sold to the Trust.  The interest rate on the note would be equal 
to the mid-term AFR (which is 2.33% for February 2011) for a 9-year note. 
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5. Obtain an appraisal of the LP units. 
 

6. File a gift tax return reporting the sale to the Trust and allocate GST exemption to 
the seed gift.  This will begin the running of the 3-year statute of limitations 
within which the IRS must audit the transaction. 

 
7. As the Trust has liquidity, it makes note payments. 

 
Some risks associated with this technique include the risk of IRS challenge and whether 

the sale will be respected.  In order to bolster the sale, it is important to ensure that the trust has 
adequate creditworthiness to support the sale.  The grantor can do this by making a sufficient 
seed gift to the trust in order to provide equity to support the sale.  In addition, the trust 
beneficiaries or other trusts can serve as guarantors on the note owing back to the grantor and 
should receive a nominal guarantee fee for doing so (typically 3% of the amount guaranteed). 

 
While the typical structure of the promissory note owing to the grantor is a 9-year term 

requiring annual payments of interest, if the grantor has a shortened life expectancy, the 
promissory note could be structured as a self-cancelling installment note (“SCIN”).  In addition, 
the grantor should consider hedging against a revaluation of the LP units by using McCord 
clauses, which are discussed in more detail later in this outline. 
 

This kind of planning helps prefund the children’s inheritance.  By setting aside assets for 
future generations now, the children and grandchildren do not have to wait until their parent or 
grandparent dies to enjoy the assets.  The amount set aside in this way is further compounded 
through the use of grantor trusts because the grantor pays the income tax liability for the trust out 
of his or her own assets, as discussed above.  As long as the grantor is amenable to paying the 
trust’s income taxes, the trust will get a free ride on the income taxes and can grow without being 
depleted by them. 
 

i. Structuring a Grantor Trust 
 

The following are some methods to design the Grantor Trust so that the grantor will be 
treated as the owner for income tax purposes: 

 
a. Spouse as Beneficiary.  If the Trust provides that the spouse is a permissible 

beneficiary of income and principal, then the Trust should be treated as a grantor trust in its 
entirety.  Section 677(a)(1) and (2). 

 
b. Power of Grantor to Borrow from Trust.  If the Trust provides that a grantor can 

borrow from the Trust without providing adequate security for the loan, the Trust will be treated 
as a grantor trust.  Section 675(2). 

 
c. Actual Loan from Trust to Grantor.  If the Trust makes a loan to the grantor or the 

grantor’s spouse and the loan is not adequately collateralized, or in the case of a loan to the 
grantor’s spouse, the loan does not provide for adequate interest, the Trust will be treated as a 
grantor trust.  Section 675(3). 
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d. Payment of Insurance Premiums.  If the principal and income of the Trust can be 

used to pay life insurance premiums on the life of the grantor or the grantor’s spouse, then the 
Trust should be treated as a grantor trust.  Section 677(a)(3).  The IRS has gone back and forth 
on the issue of whether just the ability of the trustee to use trust income to make life insurance 
premium payments on the life of the grantor is sufficient to cause the Trust to be treated as a 
grantor trust, or whether the actual use of the trust income to make such payments is necessary. 

 
e. Substitution of Trust Assets.  The ability of the grantor to substitute assets of the 

Trust for assets of equal value will cause the Trust to be treated as a grantor trust if such power is 
exercisable in a non-fiduciary capacity without the approval or consent of someone in a fiduciary 
capacity.  Section 675(4)(C).  The IRS has refused to rule on the question of whether a power 
can be exercised in a non-fiduciary capacity on the grounds that it is a question of fact.  PLRs 
9437022, 9524032, 9642039, and 9713017.  However, in Revenue Ruling 2008-22, the IRS did 
conclude that a grantor’s retained power, exercisable in a non-fiduciary capacity, to acquire 
property held in a trust by substituting property of equivalent value will not, by itself, cause the 
value of the trust corpus to be included in the grantor’s gross estate for federal estate tax 
purposes under either Section 2063 or Section 2038. 

 
f. Power to Spray Principal and Income.  If a majority of the trustees of the Trust are 

related or subordinate to the trustee and if the trustees have the ability to make discretionary 
distributions of principal and income, then the Trust will be treated as a grantor trust.  Section 
674. 

 
g. Power to Add Beneficiaries.  If a non-adverse party has the power to add 

beneficiaries to the Trust, the Trust will be treated as a grantor trust.  Section 674. 
 

ii. Advanced Planning with Sales to Grantor Trusts 
 

a. McCord Clause and Its Effect on Undervaluation 
 

If hard-to-value assets are sold to the Grantor Trust and the IRS successfully argues that 
the assets were worth more than the sales price, then the grantor may owe gift tax if the grantor 
has fully utilized his or her lifetime gift tax exemption.  One way to mitigate this risk is to use a 
McCord clause.  A McCord clause can also be used to help further a client’s charitable goals. 

 
The McCord clause is a valuation adjustment clause that is included in the sale 

documentation that complies with the holding in McCord v. Commissioner, 461 F.3d 614 (5th 
Cir. 2006).  In McCord, the taxpayers, a husband and wife, sold all of their limited partnership 
interests in a certain limited partnership to a GST exempt trust, their sons, and two charitable 
organizations.  The taxpayers directed that a portion of the limited partnership interests equal in 
value to their remaining GST exemption amounts pass to the GST exempt trust.  Second, a 
portion of the limited partnership interests worth approximately $6.9 million, reduced by the 
amount passing to the GST exempt trust, would pass to their sons.  Third, a portion of the limited 
partnership interests worth $134,000 would pass to a charitable organization.  Fourth, the limited 
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partnership interests remaining after funding the first three gifts would pass to a second 
charitable organization. 

 
Subsequent to the transfer, an independent appraisal of the limited partnership interests 

was obtained.  Based on this appraisal, the GST exempt trust, the taxpayers’ sons, and the 
charitable organizations entered into a confirmation agreement, in which they agreed on the 
exact percentage of limited partnership interests allocated to each of them.  Under the transfer 
document, the limited partnership retained a “call” right with respect to the limited partnership 
interests transferred to the charitable organizations.  Approximately three months after the 
confirmation agreement was signed, the limited partnership exercised its call right and redeemed 
the charitable organizations’ interests in exchange for cash. 

 
The taxpayers filed a gift tax return reporting this transaction.  When the gift tax return 

was later audited, the IRS argued that the value of the limited partnership interests that actually 
passed to the GST exempt trust and the taxpayers’ sons (collectively, the “noncharitable 
assignees”) was greater than that which was reported on the gift tax return.  The IRS’s argument 
was successful in Tax Court, which found in the IRS’s favor.  The case was appealed to the 5th 
Circuit. 

 
The 5th Circuit ultimately held that the fair market value of the limited partnership 

interests must be determined as of the date of the gift and is not affected by subsequent events.  
Therefore, the confirmation agreement must be ignored and the IRS could not consider the exact 
percentage of partnership interests transferred to the noncharitable assignees.  Rather, the IRS 
was bound by the formula clause, which directed that a portion of the limited partnership 
interests equal in value to approximately $6.9 million pass to the noncharitable assignees.  As a 
result, the taxable portion of the gift would not be greater than $6.9 million. 

 
The McCord clause allows the client to give and/or sell a specific amount of property to 

the grantor trust while, at the same time, transferring an amount to a charity of the client’s 
choosing.  If the value of the property gifted and/or sold is later determined to be higher than the 
appraised value, that additional value is also attributed to the charity.  Thus, if the value of the 
property is redetermined by the IRS, the additional value transferred would qualify for the 
charitable gift tax deduction. 

 
McCord clauses involve careful and intricate drafting, as well as specific procedures to 

make sure that the charity and the grantor trusts deal with each other at arm’s length.  We have 
utilized the McCord technique for several clients with appreciating assets who wanted to transfer 
a portion the assets in a way that would benefit subsequent generations and one or more 
charitable organizations.  First, the clients form a grantor trust, naming their descendants as the 
beneficiaries and gift a nominal amount of cash to the trust.  The clients then sell a portion of the 
assets to the trust and the remainder is transferred to a donor-advised fund. 

 
The transfer document directs that an amount of the assets with a value equal to a certain 

dollar amount (assume $1 million for illustration purposes) will pass to the trust.  The remaining 
amount of the assets will pass to the donor-advised fund.  The trust executes a promissory note 
promising to pay $1 million to the clients in exchange for its share of the assets.  The portion 
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passing to the donor-advised fund is treated as a charitable gift.  A gift tax return should be filed 
allocating GST exemption to the cash gift and reporting the sale to the grantor trust. 

 
The trust and the donor-advised fund subsequently agree on an allocation of the assets, 

based on an appraisal that was performed by an independent appraisal firm.  Over time, the trust 
repays the promissory note.  After the note is paid in full, the trust is left with the appreciation on 
the assets.  By using this technique, clients can make these types of transfers free of gift tax and 
using a minimal amount of their GST exemption. 

 
b. Self-Cancelling Installment Notes 

 
Using a self-cancelling installment note (“SCIN”) may be appropriate where the client is 

concerned whether he or she will outlive the term of the note to the grantor trust.  A SCIN is a 
debt obligation that will terminate upon the seller’s (grantor’s) death, with any remaining balance 
payable by the purchaser (trust) automatically cancelling, potentially saving millions of dollars in 
estate taxes.  In order to compensate the seller for the risk of cancellation, the SCIN must have a 
risk premium, which can be in the form of a higher interest rate or a higher sales price.  With 
today’s extremely low applicable federal rates, the SCIN premium is not nearly the deterrent that 
it is in a higher interest rate environment. 

 
There should be no gift upon the sale of the assets in exchange for the SCIN provided 

that the interest rate or principal is adjusted to compensate the seller for the self-cancelling 
feature.  NumberCrunchers is an estate planning/financial planning software that performs the 
calculations as to what an appropriate interest rate or principal premium should be. 

 
For example, assume a client who is 60 years old sells an asset worth $1 million to a 

grantor trust in exchange for a SCIN with a 9-year term.  Based on a 2.8% Section 7520 rate and 
a 2.33% mid-term AFR (both effective for transactions occurring in February 2011), and 
assuming that the SCIN would be self-amortizing, the principal risk premium would be $81,508, 
resulting in the SCIN having a principal amount of $1,081,508 and an interest rate of 2.33%.  
The interest risk premium would be 1.6869%, resulting in the SCIN having a principal amount of 
$1,000,000 and interest rate of 4.0169%. 

 
The SCIN can be structured many different ways, depending on a client’s specific 

situation.  The note can be self-amortizing, require level principal payments, or require payments 
of interest only with a balloon payment of principal at the end of the note term.  Each structure 
will require a different principal or interest risk premium and should be analyzed carefully before 
the final structure is chosen. 

 
Since the note cancels upon the death of the seller, the note has no value for purposes of 

computing the seller’s gross estate.  The use of a SCIN was recognized as a bona fide sale by the 
6th Circuit in Costanza v. Commissioner, 320 F.3d 595 (6th Cir. 2003), rev’g TCM 2001-128.  
The 6th Circuit Court of Appeals held that a sale utilizing a SCIN was a bona fide sale of 
property; however, the 6th Circuit remanded the case back to the Tax Court to determine if any 
portion of the SCIN was a “bargain sale” and therefore partially a taxable gift. 
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2. Grantor Retained Annuity Trusts 
 
 A grantor retained annuity trust (“GRAT”) is a trust designed to comply with the 
requirements of Section 2702 of the Code.  Section 2702 provides that for purposes of 
determining whether or not a transfer in trust for the benefit of one or more members of the 
grantor’s family is a gift, the value of the interest retained by the grantor will be valued at zero 
unless the interest is a qualified interest. 
 

1. Payments to the grantor must be made annually.  Section 2702(b)(1). 
 

2. The payments must be either a fixed amount (annuity) or a fixed percentage of the 
fair market value of the assets transferred to the GRAT at the date of transfer 
(unitrust).  Treas. Reg. Section 25.2702-3(b)(1)(ii). 

 
3. Payments from one year to the next may not increase by more than 20%.  Treas. 

Reg. Section 25.2702-3(e), Example 2. 
 
4. The trust agreement must prohibit additional contributions from being made to the 

trust.  Treas. Reg. Section 25.2702-3(b)(4). 
 
5. The trust agreement must prohibit commutation of the interest of the grantor. 
 

i. Gift Tax Implications 
 
 Assuming that the Section 2702 requirements are satisfied, then the annuity or unitrust 
interest retained by the grantor will be a qualified income interest.  The value of the remainder 
interests will be treated as a taxable gift from the grantor to the remainder beneficiaries of the 
GRAT.  The amount of the taxable gift is affected by the following factors: 
 

• Term of the GRAT.  The longer the term of the GRAT, the lower the value of the 
remainder interest. 
 

• Section 7520 Rate.  The higher the Section 7520 rate, the higher the value of the 
remainder interest.  Therefore, lower Section 7520 rates generate lower gift tax 
costs. 

 
• Annuity or Unitrust Amount.  The higher the annuity or unitrust amount paid to 

the grantor each year, the lower the value of the remainder interest. 
 

ii. Zeroed Out GRAT 
 
 The Tax Court decision in Walton v. Commissioner, 115 TC 589 (2000), now effectively 
allows a taxpayer to “zero-out” a GRAT – meaning that the remainder interest would be valued 
at zero or slightly in excess of zero depending upon the manipulation of the factors discussed 
above.  Obviously, the grantor cannot adjust the Section 7520 rate, so the grantor will have to 
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manipulate the term of the GRAT and the payout amount in order to effectively zero out the 
GRAT. 
 

iii. Ideal Assets 
 

The ideal assets to be used for a GRAT are those with significant appreciation potential. 
 

• Single Stock.  Particularly effective is the creation of a GRAT with a single stock, 
since a diversified portfolio will likely not have the significant appreciation 
potential of a single stock.  Since a GRAT can be designed to zero out the value 
of the remainder interest, the grantor will not “waste” lifetime gift tax exemption 
by allocating to a transfer in which the assets decline in value or fail to grow at a 
rate in excess of the Section 7520 rate.  Thus, a grantor could create a series of 
zeroed out GRATs that are each funded with a single stock.  The GRATs in which 
the stock appreciates in excess of the Section 7520 rate will have achieved the 
goal of transferring value from the grantor’s estate with little or no transfer tax 
cost.  From a transfer tax perspective, the grantor will not suffer because of the 
GRATs that have stock that decline in value or fail to grow in excess of the 
Section 7520 rate.  The grantor’s only loss will be the professional fees associated 
with the creation of the GRAT. 
 

• Grant of Option to Acquire Stock.  One idea is for the grantor to transfer an 
option to acquire stock which the grantor owns to a GRAT.  The option should be 
written so that there can be a cash settlement upon exercise of the option.  If the 
underlying stock increases in value, then the trustee of the GRAT will choose to 
exercise the option. 

 
• Substitution of Low Basis Assets.  If a grantor has established a GRAT with low 

basis assets, the grantor can retain the right in the GRAT to substitute assets of 
equal value.  Thus, a grantor can transfer cash or other high basis assets to a 
GRAT before the expiration of the term so that the low basis assets might be 
included in the grantor’s taxable estate which will provide for a basis step up at 
the grantor’s death. 

 
iv. Risk of GRAT: Death of Grantor During Term of GRAT 

 
If the Grantor dies during the term of the GRAT, then either the fair market value of the 

assets in the trust will be included in the Grantor’s taxable estate under Section 2036, or possibly 
the value of the assets in the GRAT necessary to produce sufficient income under Section 2039. 
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 3. Comparison of GRAT and Sale to Grantor Trust 
 

Grantor Retained Annuity Trust  
(“GRAT”) 

Sale to Grantor Trust 

A GRAT, where the grantor transfers an asset 
to the GRAT and receives a stream of annuity 
payments in return, works better with an asset 
that produces substantial cash flow and is 
liquid or easy to value. 

In this technique, the grantor creates a Trust 
and sells assets to it in exchange for a 
promissory note.  The Trust generally has a 
longer time over which to pay off the 
promissory note (typically up to 9 years). 
 

Steps: Steps: 

1. Create the GRAT. 
 
2.  Create a stand-alone Nonexempt Trust to be 
on standby to receive the GRAT assets at the 
end of the GRAT’s term. 
 

1.  Create GST-exempt Grantor Trust. 
 
2.  Make a seed gift to the Trust (or arrange for 
guaranties from the children or other trusts), 
typically in an amount equal to 10% or more of 
the entire transaction. 

3.  Transfer stock to the GRAT. 
 
4.  In return, the GRAT promises to pay an 
annuity equal to the value of the stock 
transferred, based on the value of the stock on 
the date of the transfer. 
 
5.  File a gift tax return reporting the gift to the 
GRAT (generally the gift is worth close to 
zero). 
 
6.  At the end of each year, the GRAT transfers 
some stock back to the grantor to satisfy the 
required annuity payment. 
 
7.  When the annuity term ends, the leftover 
GRAT assets (basically, the appreciation on 
the stock) spills over into the Nonexempt 
Trust, which could also be structured as a 
grantor trust. 

 
3.  Assign LP units to the Trust (units of a 
limited partnership funded with some of the 
grantor’s investments). 
 
4.  Trust signs a promissory note payable to the 
grantor in an amount equal to the value of the 
assets sold to the Trust. 
 
5.  Obtain an appraisal of the LP units. 
 
6.  File a gift tax return reporting the sale to the 
Trust and allocate GST exemption to the seed 
gift. 
 
7.  As the Trust has liquidity, it makes note 
payments. 

  

Pros: Pros: 

1.  Legislatively approved 
2.  If cash flow insufficient to make payments, 
they can be made with in-kind assets 
3.  No “seed gift” required 
4.  Can use trading price to value publicly-
traded stock 

1.  Can allocate GST exemption to recipient 
trust up front 
2.  Grantor not required to outlive term 
3.  Lower interest rate (2.33% for February 
2011) 
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GRAT Sale to Grantor Trust 

 Pros, con’t: 

 4.  Allows for another layer of discount 
because sale made with LP units 
5.  Report on From 709 Gift Tax Return to 
begin 3-year statute of limitations 
 

Cons: Cons: 

1.  Cannot allocate GST exemption to recipient 
trust until the term ends 
2.  Grantor must outlive GRAT term (generally 
2 years) 
3.  Higher interest rate (2.8% for February 
2011) 
4.  GRAT must make annual annuity payment 
(balloon payment not permitted, although 
annuity payments can be graduated) 
 

1.  Risk of IRS challenge – will sale be 
respected? 
     - What is the equity (“seed gift”) in the 
trust? 
     - What is the cash flow generated by the 
assets? 
2.  Requires appraisal of LP units, if LP units 
are sold 

Considerations: Considerations: 

• Consider 5-year GRAT v. 2-year 
GRAT 

• 5-year GRAT 
- Historically low interest rates 
- Risk of legislative repeal of GRAT 
- Volatility of the asset 

• 2-year rolling GRAT traditionally 
favored because better hedge against 
volatility and lower chance of losses 
offsetting wins; each year’s annuity 
payment placed in a new GRAT 
 

• Works best if you first fund stock 
and/or other assets into a new LP 

• Children or existing trusts could 
guarantee notes owing by grantor trust 

• Note could be structured as interest 
only with a balloon payment 

  

Example: 
 
A GRAT with a 2-year term is funded with $1 
million worth of stock.  Two annual annuity 
payments of $521,105, based on a 2.8% 
interest rate, will be made on the anniversary 
of the GRAT’s funding. 
 
Assume the stock owned by the GRAT 
generates approximately $50,000 per year in 
dividends.  Assume further that the stock is  

Example: 
 
Stock with a value of $1 million is transferred 
to a limited partnership (“LP”).  The LP units 
have a value of $700,000, assuming a 30% 
valuation discount.  The LP units are sold to a 
Grantor Trust for a note in the amount of 
$700,000.  The note requires annual payments 
of interest at a rate of 2.33% and a balloon 
payment of principal at the end of 9 years. 
 



-14- 
 

GRAT Sale to Grantor Trust 

Example, cont.: 
 
worth $1.5 million at the end of 2 years, in 
which case the GRAT will own assets worth 
$557,790 at the end of the term, which will 
pour into a Nonexempt Trust for the children. 
 
This amount is calculated as follows: 
 
Value of stock @ end of term:       $1,500,000 
Dividends received during term:         100,000 
Annuity payment, year 1:                   (521,105) 
Annuity payment, year 2:                   (521,105) 
Amount removed from estate 
  (based on value passing to 
  Nonexempt Trust):                       $  557,790 
 
Estate tax savings (assuming 
  35% tax rate):                              $   195,227 
 

Example, cont.: 
 
The stock owned by the LP generates 
approximately $50,000 per year in dividends, 
all of which will be taxed on the grantor’s 
income tax return.* 
 
After 2 years, the assets owned by the LP have 
grown to $1.5 million.  The Trust’s financial 
picture would be as follows: 
 
LP units w/ underlying value of:    $1,500,000 
Dividends ($50,000 x 2 years):*         100,000 
Note payable, principal balance:        (700,000) 
Interest payment, year 1:                    (  16,310) 
Interest payment, year 2:                    (  16,310) 
Amount removed from estate:        $   867,380 
 
Estate tax savings (assuming 
  35% tax rate):                               $   303,583 

 
 
D. 678 TRUSTS: HAVE YOUR CAKE AND EAT IT TOO 

 
 The use of a “678 Trust” is a cutting-edge technique that has been referred to as the 
“nirvana” of estate planning.  Typically, when a client is considering options to help reduce 
estate taxes, the client must consider techniques that require the client to part with at least a 
portion of the assets he or she has accumulated over the years, as well as part with future 
appreciation.  For example, many estate planning techniques involve gifting and/or selling the 
client’s assets to trusts that benefit the client’s children.  As a result, the client permanently parts 
with all of the future appreciation, as well as the income stream from the assets. In these 
situations, it can be difficult to balance the client’s desire to reduce estate taxes with the client’s 
need to retain sufficient assets to maintain his or her standard of living. 
 
 One vehicle that allows the client to combine asset protection, estate tax savings 
associated with “estate freeze” techniques, and the continued ability to benefit from assets he or 
she has accumulated over the years is the 678 Trust.  The 678 Trust is named after the Internal 
Revenue Code Section upon which it is based, which states that a beneficiary who has a 
withdrawal right under a Crummey trust will be treated as the owner, for income tax purposes, of 
the portion of the trust over which the withdrawal power lapsed. 
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1. Benefits of the 678 Trust 
 
 The assets owned by the 678 Trust will not be subject to estate taxes at the client’s death.  
While the client is living, he or she will continue to have access to the funds for health, 
education, maintenance, and support purposes. 
 
 In addition, the assets owned by the 678 Trust will not be subject to the claims of the 
client’s 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 Trust assets to be subject to 
the reach of the beneficiary’s creditors.  This very clear legislation makes Texas particularly well 
suited for 678 Trust planning. 
 
 When compared to other estate planning techniques, such as GRATs, the 678 Trust is 
superior because, among other things, (i) the client does not have to survive the transaction with 
the 678 Trust by any period of time in order for the assets to be outside of the client’s estate, and 
(ii) the estate tax inclusion period rules do not apply, so that GST exemption can be allocated to 
the Trust on its creation. 
 

2. When to Use a 678 Trust 
 
 The 678 Trust can be structured and customized to fit many different situations and can 
be utilized by almost any type of client.  The most obvious use of a 678 Trust is for clients who 
are expecting to purchase an asset that has high appreciation potential, are starting a business, or 
are expanding an existing business (but as discussed below, it can also be used for existing assets 
with appreciation potential or that are subject to valuation discounts).  Some examples include 
buying a new business opportunity, engaging in additional drilling operations, or investing in 
restaurant franchises. 
 
 In those cases, the client can make a loan to the 678 Trust to enable it to buy the asset, 
start the new business, or expand the existing business.  In order for the loan to be respected by 
the IRS, it must carry an interest rate equal to, at a minimum, the applicable federal rate for the 
type and length of the loan.  As the asset or business grows in value, the loan can be repaid.  The 
asset will continue to be owned by the 678 Trust, where it will not be subject to estate tax at the 
client’s death.  Once the 678 Trust has built up significant assets, it can simply purchase new 
assets using its own credit. 
 
 The 678 Trust can also be useful for clients who have existing assets that have 
appreciation potential or that are valued at a discount.  Furthermore, with many corporations 
accumulating significant cash, some predict a surge in merger and acquisition activity.  A 
closely-held business owner who might be presented with an opportunity to sell the business at 
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some point in the future would be an ideal candidate to sell his or her ownership interest to the 
678 Trust prior to such a liquidity event (the earlier, the better). 
 

In these cases, it would be desirable for the client to sell the asset to the 678 Trust in 
exchange for a promissory note.  For the reasons discussed below, 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 
Code.  The 678 Trust needs to have sufficient substance to support the sale, which can be 
problematic if the 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 
client) guarantee the note owing to the client.  If no other trusts or individuals are available to 
guarantee the note, the client can create a separate trust for his or her children and make up to a 
$5 million gift (or up to $10 million if the client is married and gift splits with his or her spouse) 
to it.  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. 
 

3. Structure of a 678 Trust 
 
 The 678 Trust is established by the client’s parents, sibling, or close friend with a gift of 
$5,000.  This is the only gift that should ever be made to the Trust.  It is important that the 
$5,000 contribution to the Trust be a true gift and that the creator of the Trust receive no quid pro 
quo payments or benefits as a result of making the gift. 
 
 The Trust is structured as a “Crummey” Trust, so the beneficiary has the right to 
withdraw the $5,000 gift.  If the beneficiary does not demand the gift, his or her withdrawal right 
lapses after a certain period of time (e.g., thirty days).   
 

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.  
However, the 678 Trust also includes a “Crummey” withdrawal right for the client.  When the 
client allows the withdrawal right over the initial $5,000 contribution to lapse, the 678 Trust 
becomes a grantor trust as to the client (under the authority of Section 678 of the Code).  Thus, 
all income tax effects of the 678 Trust from that point forward should become the responsibility 
of the client. 

 
 Assets outside of the 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 client 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 client 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. 
 
 The 678 Trust should be structured as a GST exempt dynasty trust.  When the initial gift 
is made to the 678 Trust, the client’s parents (or other third party who makes the gift) should 
allocate GST exemption to the Trust, which will allow it to pass to future generations free of 
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transfer taxes.  As a result, the assets owned by the Trust should not be subject to estate tax at the 
death 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. 
 
 The client may be given a limited inter vivos or testamentary power of appointment over 
the assets of the 678 Trust to account for changes in family circumstances or the law.  Upon the 
client’s death, the 678 Trust can be drafted to divide into separate trusts for his or her children, 
and those trusts will be considered “complex” trusts (rather than “grantor” trusts) for income tax 
purposes. 
 
 See the “Tax Fence” chart at the end of the outline. 
 

4. Traps for the Unwary 
 
 It is important when the client transacts 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 client is treated as having made a 
gift to the 678 Trust, then the Trust’s assets will be subject to estate taxes when the client dies. 
 
 In order to guard against the client being treated as having made a gift to the 678 Trust 
when he or she loans money to the Trust, the interest rate on the loan should be at least equal to 
the applicable federal rate in effect at the time the loan is made.  When assets are sold to the 
Trust, the sales price must be equal to the fair market value of the asset. 

Sale documents can also include adjustment clauses, where the 678 Trust and the client 
agree that, if the fair market value of the asset sold to the 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 is determined to be lower than the 
asset’s fair market value. 

 
In addition, a McCord Clause can be used to guard against the argument that the client 

has made a gift to the 678 Trust.  The McCord clause would be structured to allow the client to 
sell a specific amount of property to the 678 Trust while, at the same time, transferring an 
amount to a charity of the client’s choosing.  If the value of the property sold is later determined 
to be higher than the appraised value, that additional value is also attributed to the charity.  Thus, 
if the value of the property is redetermined by the IRS, the additional value transferred would be 
treated as a gift to the charity, which would qualify for the charitable gift tax deduction, as 
opposed to a gift to the 678 Trust.  As discussed above, McCord clauses involve careful and 
intricate drafting, as well as specific procedures to make sure that the charity and the 678 Trust 
deal with each other at arm’s length. 
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 It is also advisable to have the asset sold to the 678 Trust professionally appraised.  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.  As a result, the appraisal should not be overly aggressive. 
 
 The 678 Trust can also allow the client to exercise a special power of appointment 
(“SPOA”) over the Trust assets.  By possessing an SPOA with respect to the Trust assets, any 
inadvertent gift that the client may have made to the Trust will be treated as an incomplete gift.  
Treasury Regulation § 25.2511-2(b) provides that, if a donor transfers property (to a trust or 
otherwise) but retains the power to control how the property will be disposed of, then the gift by 
the donor will be incomplete.  The SPOA gives the client-beneficiary the power to control how 
the property will be disposed of at his or her death.  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. 
 
 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 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. 
 
 The SPOA also gives the client the flexibility to modify the terms of the Trust on his or 
her death to account for changed circumstances.  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. 
 
  5. Reporting Requirements 
 
 The creator of the 678 Trust should file a gift tax return reporting the $5,000 gift to the 
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 client transacts with the 678 Trust, he or she should file a gift tax return 
disclosing the sale or loan in order to start the running of the 3-year statute of limitations.  
Assuming that the disclosure is adequate, if the IRS does not audit the gift tax return within the 
3-year period, it will be prohibited from challenging the transaction later.  The gift tax return will 
be due on April 15 of the year following the year in which the transaction takes place. 
 
  6. Examples 
 
 Example #1:  The example below illustrates how the 678 Trust would be structured when 
the Trust will be investing in a new business, expanding an existing business, or purchasing a 
new asset from a third party. 
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 Step 1:  Client decides to buy a new business, and the purchase price is $100,000. 
 
 Step 2:  Parents of client (“Mom and Dad”) create a non-grantor trust (the “Trust”) 

for the benefit of the client (“Son”) and his descendants.  Mom and Dad 
initially fund the Trust with $5,000, and the Trust provides that Son has a 
Crummey withdrawal right over contributions to the Trust. 

 
 Step 3:  Son receives notice of withdrawal right and allows the withdrawal right to 

lapse. 
 
 Step 4:  Trust creates a limited liability company (“LLC”) to purchase the new 

business.  Trust is the sole member of the LLC. [Note: If expanding an 
existing business (such as acquiring more product lines or franchises, 
additional oil and gas drilling, etc.), the new activity will be owned by the 
new LLC rather than the existing business.] 

 
 Step 5:  Trust borrows $100,000 from a bank or a third party.  Son, Son’s existing 

business, or another trust guarantees the Trust’s debt to the bank/third 
party for a small fee.  Alternatively, the Trust can borrow $100,000 from 
Son directly, with interest on the loan charged at the applicable federal 
rate. 

 
 Step 6:  Trust contributes $100,000 to LLC.  LLC purchases new business 

opportunity for $100,000. 
 
 Step 7:  Mom and Dad file Form 709 Gift Tax Return, reporting a $5,000 gift to 

the 678 Trust and allocating $5,000 of GST exemption to the 678 Trust, 
making the Trust fully exempt from GST tax. 

 
 Step 8:  Son manages and grows new business.  All of the income from the Trust 

assets is taxed to Son.  If necessary, Son (or his descendants) may receive 
distributions of Trust income or principal. 

 
 Step 9:  The 678 Trust continues to own and operate business, and has sufficient 

capital to acquire new business opportunities or other assets.  Son and his 
children can benefit from Trust income or principal.  The assets are 
protected from creditors.  At Son’s death, if Trust assets are worth $5 
million, then Son has saved approximately $2.5 million in estate tax. 

 
 Example #2: The example below illustrates how a 678 Trust transaction would be 
structured when the 678 Trust plans to purchase an existing business or other asset from the 
client.  This use of the 678 Trust may be a fit for more clients’ situations. 
 
 Step 1:  Client owns a package of investment assets that have high appreciation 

potential.  The package of investment assets is currently worth $15 
million. 
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 Step 2:  Client contributes the investment assets to a limited partnership (the 
“LP”).  Assuming a 40% valuation discount, the LP interests would be 
worth $9 million. 

 
 Step 3:  Client creates a grantor trust for the benefit of Client’s children (the 

“Grantor Trust”) and makes a gift of up to $1 million worth of LP interests 
to it.  If Client is married, Client’s spouse can also make a gift of up to $1 
million worth of LP interests to the Grantor Trust.  (Note: This step is not 
necessary if Client has already created trusts for his children that have 
substantial value.) 

 
 Step 4:  Parents of Client (“Mom and Dad”) create a non-grantor trust (the “678 

Trust”) for the benefit of Client and his descendants.  Mom and Dad 
initially fund the Trust with $5,000, and the Trust provides that Client has 
a Crummey withdrawal right over contributions to the Trust. 

 
 Step 5:  Client receives notice of withdrawal right and allows the withdrawal right 

to lapse. 
 
 Step 6:  678 Trust purchases Client’s LP interests in exchange for a promissory 

note.  The note is structured as a 9-year note, with interest at the mid-term 
applicable federal rate.  New Grantor Trust (or previously existing trust, if 
such exists) guarantees at least 10% of the note amount in exchange for a 
small fee.  [The size of the guaranty dictates the amount of LP interests the 
Client can sell, as the guaranty should be at least 10% of the note amount.] 

 
 Step 7:  An appraisal of the LP interests is obtained for the purpose of determining 

the exact percentage transferred to the Grantor Trust and determining the 
principal amount of the promissory note owing by the 678 Trust. 

 
 Step 8:  Mom and Dad file Form 709 Gift Tax Return, reporting a $5,000 gift to 

Trust and allocating $5,000 of GST exemption to the Trust, making the 
Trust fully exempt from GST tax. 

 
 Step 9:  Client files a Form 709 Gift Tax Return, reporting the $1 million gift to 

the Grantor Trust and disclosing the sale to the 678 Trust.  A copy of the 
appraisal should be attached to the Return. 

 
 Step 10: All of the income from the Grantor Trust assets and the 678 Trust assets 

should be taxed to Client.  If necessary, Client (or his descendants) may 
receive distributions of income or principal from the 678 Trust.  Client’s 
descendants may also receive distributions of income or principal from the 
Grantor Trust.  The assets owned by the 678 Trust and the Grantor Trust 
are protected from creditors. 
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 Step 11: Trust continues to own the LP, which owns and manages the investment 
assets.  Over time, the investment assets appreciate.  At Client’s death, if 
Trust assets are worth $25 million, then Client has saved approximately 
$5.6 million in estate tax.  [Calculated as follows: (i) $25 million less $9 
million (the $1 million gifted, which used up lifetime gift tax exemption, 
plus the $8 million sold, in exchange for which Client received a 
promissory note that was repaid over time), multiplied by (ii) 35% tax 
rate.]  Note that the estate tax savings calculation ignores the benefit 
received from Client paying the Trust’s income out of his non-Trust assets 
from the “taxable” side of the tax fence. 

 
7. Discussion of Statutory Authority 
 

Although the beneficiary may be deemed to be the grantor of the trust for income tax 
purposes, he is not considered the grantor for estate and gift tax purposes.  Under Section 2041 
and Section 2514 of the Code, a lapse of a withdrawal right is not deemed to be a gift to the Trust 
from the beneficiary so long as the lapse does not exceed the greater of $5,000 or 5% of the Trust 
assets (the “5 and 5 power”).  As a result, allowing the withdrawal right to lapse will not cause 
the assets of the 678 Trust to be subject to estate taxes at the client’s death.  (Note that an 
affirmative release of a withdrawal right may have the opposite effect.  If a holder of a 
withdrawal right releases the right, he or she could be treated as having made a gift to the Trust, 
causing the Trust assets to be subject to estate taxes at the holder’s death.  Therefore, in order to 
clearly qualify for the statutory “5 and 5” exception, the plan is for the beneficiary to allow the 
withdrawal right to lapse, rather than release it.) 

 
Under Section 678(a)(1), a person who “has a power exercisable solely by himself to vest 

the corpus or the income” of the Trust in himself will be treated as the owner of the portion of 
the Trust over which the power is held.  A withdrawal right gives the beneficiary the right to vest 
the corpus or the income of the Trust in himself and, as a result, is a power that will cause the 
Trust to be owned by the beneficiary for income tax purposes under Section 678(a)(1) so long as 
the power remains outstanding.  If the withdrawal right applies to all of the assets owned by the 
678 Trust (as in the case of the initial $5,000 gift), then the entire Trust will be treated as owned 
by the beneficiary for income tax purposes.  Once the withdrawal right lapses, however, the 
income tax treatment of the Trust is not as clear. 

 
Under Section 678(a)(2), a person who “has previously partially released or otherwise 

modified such a power and after the release or modification retains such control as would, within 
the principles of sections 671 to 677, inclusive, subject a grantor of a trust to treatment as the 
owner thereof” will be treated as the owner of the portion of the Trust over which the power was 
partially released or modified.  After the withdrawal right lapses, the question, therefore, is 
whether the client would be treated as the owner of the Trust under Sections 671 to 677 of the 
Code if he had been the initial grantor of the Trust.  Accordingly, the 678 Trust must be drafted 
in a way that would cause the beneficiary to be considered the grantor as to both income and 
corpus, had the beneficiary funded the trust.  There are a number of avenues under Sections 671 
to 677 to achieve this treatment, but careful drafting is required. 
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 Note that Section 678(a)(2) refers to a “partial release” (as opposed to a “lapse”) of a 
withdrawal right as the triggering event.  Although this terminology does not mirror that 
contained in Sections 2041 and 2514, the IRS has issued a recent private letter ruling interpreting 
a lapse under Sections 2041 and 2514 to be a partial release under Section 678.  PLR 200949012.  
In addition, the IRS has implied in prior private letter rulings that a lapse under Sections 2041 
and 2514 would have the same effect of a partial release under Section 678.  See, e.g., PLRs 
200747002, 200104005, 200147044, 200022035, 9809005, 8342088. 

 
8. Too Good to be True? 

 
 Some have expressed concern that the 678 Trust technique is “too good to be true.”  
However, it is important to note that, while it can be a particularly effective technique in the right 
situation, the technique has real economic substance, as it may not always achieve the goal of 
reducing a client’s taxable estate.  When assets are sold to a new 678 Trust in exchange for a 
promissory note, another person or entity must guarantee a portion of the note.  In many cases, 
the guarantor of the note will be an irrevocable trust created by the client and funded with a gift 
that uses some or all of the client’s lifetime gift tax exemption. 
 

If the asset sold to the 678 Trust decreases in value and the Trust is unable to repay the 
note to the client, the guarantee must be called.  In that event, the irrevocable trust must satisfy 
the guarantee using the assets it received as a gift from the client.  As a result, it is possible to do 
“negative estate planning” if the irrevocable trust is required to use assets it received as a gift to 
repay the note owing by the 678 Trust to the client.  Note that the negative planning would be 
particularly painful if, as is typical, GST exemption has previously been allocated to the 
irrevocable trust.  As a result, this risk of loss is real and must be carefully considered by the 
client, but the fact that such a risk exists provides economic substance to support the 678 Trust 
transaction. 
 
 
IV. PLANNING WITH RETIREMENT ASSETS 
 

A. ROTH IRA CONVERSIONS 
 
 Roth IRAs have a number of benefits over traditional IRAs.  For example, all future 
distributions from the IRA are tax-free, including all future earnings on the IRA assets.  The 
account owner also avoids the requirement of taking minimum required distributions during the 
owner’s lifetime.  Prior to 2010, only certain taxpayers were eligible to convert a traditional IRA 
to a Roth IRA, but beginning in 2010, all taxpayers may now convert to a Roth IRA. 
 
 Many factors will impact whether it is advisable for a client to covert a traditional IRA to 
a Roth IRA, including the following: 
 

• The client can afford to pay the conversion tax from sources other than the IRA. 
• The client does not expect to be in a lower tax bracket in retirement. 
• The client does not plan to access the Roth IRA for living expenses until much 

later, if ever. 
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• The IRA will not be left to charity at the client’s death. 
• The client wants to allow his or her heirs, after the client’s death, to have the 

ability to stretch out the IRA distributions and never pay income tax on them. 
 
 To convert, the taxpayer must pay ordinary income tax on any pretax assets that are 
transferred to the Roth IRA.  Please note that the taxes incurred during a conversion in 2011 
must be paid on or before April 16, 2012.  As an added bonus, the assets used to pay the income 
tax on the IRA conversion will be removed from the estate and will not be subject to estate taxes 
at the taxpayer’s death. 
 

B. $100,000 CHARITABLE IRA ROLLOVER 
 

Congress extended the IRA charitable rollover option through 2011, allowing individuals 
who are 70½ or older to transfer up to $100,000 to their IRA to a qualified charity without 
paying income tax on the withdrawal.  The amount transferred to charity in this way will satisfy 
the client’s required minimum distribution amount for 2011.  Keep in mind, the client is not 
permitted to take a charitable contribution deduction for the amount transferred to charity from 
the IRA. 

 
C. CONDUIT TRUST PLANNING FOR IRAS 

 
 Qualified retirement plan benefits and IRAs are generally exempt from the reach of the 
participant’s creditors, subject to the restrictions set forth in the 2005 Bankruptcy Reform Act, 
which limits the exemption to $1 million per debtor (or, $2 million for a husband and wife).  
However, this same protection does not apply to inherited IRAs owned by an individual.  
Therefore, the creditors of individuals who inherit an IRA outright (even if the IRA is rolled over 
into an inherited IRA) can reach the IRA assets to satisfy their claims. 
 
 Many people whose IRA comprises a significant portion of their estate will typically 
prefer to leave the IRA to their children in a way that will allow the IRA assets to not only be 
protected from claims of the child’s creditors and divorcing spouses, but also allow the income 
taxes associated with the IRA assets to be deferred as long as possible.  However, specific rules 
govern when a trust may be named as a beneficiary of an IRA and still qualify for the stretch-out 
treatment. 
 
  1. Designated Beneficiary Rules 
 

If a beneficiary of an IRA qualifies as a “designated beneficiary” under the Code, the 
beneficiary may take the required minimum distributions from the IRA over the beneficiary’s 
actuarial life expectancy.  Since an individual will generally qualify as a designated beneficiary 
of an IRA, the individual can stretch out the distributions from the IRA over his or her life 
expectancy.  Since IRA assets do not receive a step-up in bases at the participant’s death, this 
allows the beneficiary to recognize the gains that have accumulated in the IRA over his or her 
life, rather than recognizing all of the gains within a short period after the participant’s death. 
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Trusts will generally not be treated as designated beneficiaries under the Code, unless 
certain requirements are met.  If a trust meets these requirements, then its oldest beneficiary will 
be treated as the designated beneficiary for IRA distribution purposes.  Note that contingent 
takers will be considered for purposes of determining who is the oldest trust beneficiary.  The 
requirements are as follows: 
 

• The trust must be valid under state law; 
• The trust must be irrevocable on or before the participant’s death; 
• All of the trust beneficiaries must be identifiable; and 
• The trust document must be delivered to the plan administrator by October 

31 of the year following the year of the participant’s death. 
 

However, individual beneficiaries of a certain type of trust, called a conduit trust, may be 
treated as designated beneficiaries if the conduit trust meets certain requirements. 

 
 2. Conduit Trusts 
 
A conduit trust must require that all retirement plan benefits payable to the trust 

immediately be distributed to the primary trust beneficiary and no portion of the retirement plan 
benefits may be accumulated.  If the trust is structured this way, the primary beneficiary of the 
conduit trust will be considered the designated beneficiary of the IRA and the subsequent trust 
beneficiaries will be disregarded.  As a result, the IRA required minimum distributions can be 
stretched out over the primary beneficiary’s actuarial life expectancy.  This helps defer income 
taxes on the gains built up in the IRA to the maximum extent possible. 

 
In addition to the income tax deferral discussed above, conduit trusts also provide asset 

protection and divorce protection for the IRA assets.  Because the IRA assets are owned by the 
conduit trust, they will not be subject to seizure by the beneficiary’s creditors.  Note, however, 
that once the required distribution is made to the beneficiary outright, those funds will likely be 
subject to the beneficiary’s creditors.  In addition, the IRA assets owned by the conduit trust 
should not be subject to division if the beneficiary is involved in divorce proceedings. 

 
 If GST exemption is allocated to the conduit trust, then to the extent that the beneficiary 
has not received required distributions from the trust (i.e., if the beneficiary does not live to his 
or her full life expectancy), those amounts will not be subject to estate taxes when the 
beneficiary dies.  However, it may not be efficient to allocate GST exemption to the conduit trust 
since the IRA assets must be distributed out of the trust over the beneficiary’s actuarial life 
expectancy.  If the beneficiary outlives his or her life expectancy, then the beneficiary will have 
received all of the conduit trust assets outright.  Therefore, the proceeds could be subject to estate 
taxes to the extent they have not been consumed by the beneficiary.  As a result, it is best to 
allocate GST exemption to other trusts first, and allocate GST exemption to the conduit trust as a 
last resort. 
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  3. Other Trusts that Do Not Qualify as a Designated Beneficiary 
 
For trusts that do not qualify as designated beneficiaries, different rules will apply.  If the 

participant had reached the point where the IRA was making required minimum distributions to 
the participant at the participant’s death, the IRA must be distributed out over the participant’s 
remaining actuarial life expectancy.  If the IRA was not making minimum required distributions 
to the participant at the participant’s death, then the IRA must be distributed out over five years.  
Both situations will result in the gains being recognized much more quickly than if the IRA 
distributions could have been stretched out over an individual’s life expectancy. 
 
  4. Separate Share Treatment & Beneficiary Designation Forms 
 

Care should be taken when designating more than one trust, including a conduit trust, as 
the beneficiary of an IRA.  The beneficiary designation form should specifically designate each 
conduit trust as a beneficiary of a portion of the IRA in order to obtain separate share treatment.  
If, instead, the beneficiary designation form names a single trust as beneficiary that will later 
divide into multiple subtrusts, then the IRA assets allocated to each subtrust must be distributed 
out based on the actuarial life expectancy of the oldest primary beneficiary, considering all of the 
subtrusts. 
 

D. USING RETIREMENT ASSETS TO FUND BYPASS TRUSTS 
 
 As discussed previously, the estate tax exemption amount has increased to $5 million for 
estates of decedents dying in 2011 and 2012.  Individuals who have significant retirement plan 
assets (e.g., IRAs, 401(k)s) may now need to look to using their retirement assets to fund the 
bypass trust, as opposed to naming their spouse as the beneficiary of the IRA. 
 
 When using an IRA to fund a bypass trust, the client will typically prefer to accomplish 
the funding in a way that allows income taxes associated with the IRA assets to be deferred as 
long as possible.  As discussed above, specific rules govern when a trust may be named as a 
beneficiary of an IRA and still qualify for the stretch-out treatment.  As a result, the bypass trust 
must be drafted in a way that will allow the IRA to qualify for stretch-out treatment.  In addition, 
the beneficiary designation form for the IRA must be carefully prepared to ensure that it will 
qualify for separate share treatment, if necessary.  
 
 
V. SUCCESSION PLANNING FOR CLOSELY-HELD BUSINESSES 
 

A. FAMILY OWNED BUSINESSES 
 

Ninety percent of all business in the United States are family-owned, and one-third of all 
S&P 500 companies are family-owned.  However, a May 2006 article entitled “Generation Gap” 
stated that two-thirds of all family businesses do not survive past the first generation of company 
founders, and that less than 10% survive past the second generation.  These statistics underscore 
the importance of business succession planning for family owned businesses. 
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In the family context, younger generations that are involved in the business may have a 
vested interest in the business itself.  In such cases, the following items should be considered: 

 
• When some children are involved in the business and some children are not 

involved in the business: 
 

o Recapitalize the stock so that there is voting and nonvoting stock or 
common stock and preferred stock. 

o Adopt a buy-sell agreement providing a method to buy out non-active 
children. 

o Leave business to active children and purchase life insurance (or use non-
business assets) to equalize inheritance for children who are not involved 
in the business. 

 
• If more than one child is involved in the business, determine who will manage the 

business once the client is no longer able. 
 

• Whether any children currently involved in the business have the ability to 
manage the business. 

 
• Building relationships between key customers and children or other successors. 

 
• Need for “key man” life insurance to provide liquidity to enable the business to 

hire successor managers. 
 
Needless to say, there is not a “one size fits all” solution to these problems.  Each set of 

circumstances will require a specialized, tailor-made solution. 
 
Business succession plans should consider not only the items discussed above, but also 

the financial, emotional, and business needs of the family.  All of the generations involved in the 
business, as well as any key non-family members, should be involved in creating and 
implementing a business succession plan.  As a foundation for the business plan, the family 
members should create an objective or mission statement for the family business, setting out 
their goals for the future growth and management of the company.  The business succession plan 
can then be designed to best accomplish these goals. 

 
B. NON-FAMILY OWNED BUSINESSES 

 
In a business owned by non-family members, the owners also need to consider business 

succession planning, especially in conjunction with buy-sell agreements, which are discussed in 
more detail below. 

 
Another consideration is maintaining “key man” life insurance on key personnel, 

including the owners.  This can provide liquidity to assist the company in purchasing a deceased 
owner’s interest and in replacing other key talent when death occurs. 
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C. THE ROLE OF BUY-SELL AGREEMENTS 
 

Buy-sell agreements help create certainty in difficult circumstances.  For example, buy-
sell agreements can be drafted to deal with issues that arise when a shareholder attempts to 
withdraw from the business, when a shareholder-employee is fired, when a shareholder-
employee retires, when a shareholder becomes disabled, when a shareholder dies, and when a 
shareholder transfers his or her interest in the business without obtaining the prior approval of 
the other shareholders.  Buy-sell agreements can also address what happens upon a shareholder’s 
divorce or insolvency. 

 
1. Types of Buy-Sell Agreements 

 
There are multiple types of buy-sell agreements.  In a cross-purchase agreement, the 

remaining shareholders agree to purchase the ownership interests of the outgoing shareholder.  In 
a redemption agreement, the entity agrees to purchase the ownership interests of the outgoing 
shareholder. 
 
 The third type of agreement is a hybrid between the cross-purchase agreement and the 
redemption agreement.  In such an agreement, the entity typically has a right of first refusal to 
purchase the outgoing shareholder’s ownership interests for a period of time.  If the entity fails to 
purchase the interests within the specified time frame, the other shareholders have the right to 
purchase the interests for a period of time.  If they fail to do so, the entity then must redeem the 
interests. 
 

2. Setting the Buy-Out Price 
 

A key aspect (and perhaps the most important aspect) of the buy-sell agreement is setting 
the price at which the outgoing shareholder’s ownership interests will be purchased.  The buy-
out price can be based on a formula that considers standards accepted in the entity’s particular 
industry. 

 
Alternatively, the buy-out price can be based on an appraisal, in which case a mutually 

selected valuation appraiser will opine as to the value of the interests.  The value should be 
determined without applying valuation discounts. 

 
Another option is for the buy-out price to be based on a certificate of agreed value.  In 

this case, the shareholders mutually agree on the value of the company as of the date of the 
agreement.  They also agree to periodically revisit the value and determine whether it needs to be 
adjusted.  If the shareholders have failed to revisit the value within the prescribed time period, 
the buy-out price will typically be determined based on a formula or an appraiser’s valuation. 

 
Another way to determine the price is to include a push-pull provision in the agreement.  

Under such a provision, the executor of the deceased owner’s estate can set a price for the 
company, and the surviving owners can determine whether to purchase the decedent’s interest 
based on that price or whether to sell their interests based on the same price.  This method can 
help reduce the likelihood of price disputes. 
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3. Estate Tax Consequences of Buy-Sell Agreements 
 

In any case, the buy-sell agreement needs to be respected by the IRS for estate tax 
purposes to ensure that the deceased shareholder’s estate is not burdened with an additional 
estate tax liability.  In order for the agreement to be respected, it should be negotiated at arm’s 
length, each shareholder should be represented by his or her own counsel, the formalities of the 
agreement should be respected and followed, and the agreement should be consistently applied to 
all shareholders. 

 
Code Section 2703 provides that restrictions placed on the use or sale of the stock, such 

as those imposed in buy-sell agreements, will be ignored by the IRS for gift and estate tax 
valuation purposes unless the following three items are satisfied: 

 
• The restriction on the stock must be a bona fide business arrangement; 

 
• The restriction must not be a device to transfer property to members of the 

decedent’s family for less than full and adequate consideration; and 
 

• The restriction must have terms comparable to similar arrangements 
entered into by persons in arm’s-length transactions. 

 
Satisfying the requirements of Section 2703 does not guarantee that the IRS will accept 

the value set by the buy-sell agreement for estate and gift tax purposes.  However, meeting the 
requirements does help bolster the client’s argument that the buy-sell agreement should be 
respected for estate and gift tax purposes.  In short, the goal is for the buy-out price determined 
under the buy-sell agreement to be equal to the fair market value of the ownership interests for 
estate tax purposes.  If this is not the case, the agreement can have unintended estate tax 
consequences. 

 
For example, we have a client whose family owns a business in which she and her family 

members are subject to a buy-sell agreement.  The agreement provided that upon a shareholder’s 
death, the other shareholders could purchase the deceased shareholder’s interest at book value.  
In this case, the book value of the stock was significantly lower than the fair market value of the 
stock.  However, the fair market value would be required to be reported on the estate tax return 
and would be the value on which estate taxes were assessed. 

 
Here, the closely-held business interest comprised such a large portion of the client’s 

asset structure, the client’s estate could have been faced with a situation where the estate taxes 
exceeded the total value of all of the assets owned by her estate.  Essentially, a shareholder with 
significant wealth during her life could have had an estate with a negative net worth. 

 
To remedy this situation, we negotiated a new buy-sell agreement on behalf of the client which 
set a new methodology for determining the buy-out price.  The methodology is now based on 
determining the fair market value of the stock so that upon the client’s death, the value of the 
stock for estate tax purposes will be similar, if not equal, to the value of the stock for buy-out 
purposes. 
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VI. RETITLE ASSETS TO A LIVING TRUST TO ACHIEVE PRIVACY 
 
 Most of our clients have a Living Trust, but few have funded their assets into the Trust.  
By taking the next step and retitling assets into a Living Trust, clients can avoid probate on those 
assets and provide privacy for their families. 
 
 When an individual dies, the executor of the decedent’s estate must prepare an inventory, 
which describes the nature and the value of assets owned by the decedent at death.  The 
inventory, like other probate documents, is open to inspection by the general public.  Many 
clients are uncomfortable knowing that the general public would have the ability to access 
information about assets that a surviving spouse or children are receiving. 
 
 However, assets owned in a Living Trust prior to death are not required to be listed on a 
probate inventory.  By retitling assets in a Living Trust, information regarding the nature and 
value of assets can remain private. 
 

When retitling bank and brokerage accounts, financial institutions may request a copy of 
the Living Trust as part of their due diligence before opening accounts in the name of the Trust.  
In lieu of providing the full Living Trust, a “certification of trust” can be prepared, which 
contains only the information required to open such accounts in the name of the Living Trust. 
  
 
VII. RENEGOTIATE INTRA-FAMILY LOANS TO SECURE LOW INTEREST 
RATES 
 
 Interest rates continue to be at all-time lows.  When loans are made between related 
parties, Section 7872 requires the lender to charge a certain minimum interest rate, which is 
based on the market interest rates in effect at the time the loan is made and the length of the loan.  
This interest rate is called the applicable federal rate (the “AFR”) and is published by the IRS 
monthly.  If the lender does not charge this minimum interest rate, he or she will be treated as 
having made a gift equal to the interest that otherwise would have been charged to the borrower. 
 
 The mid-term AFR, which applies to loans with a term of 3 to 9 years, for loans made in 
February 2011 is 2.33%.  The long-term AFR, which applies to loans with a term of more than 9 
years, for loans made in February 2011 is 4.15%.  Many people have made loans to family 
members or may have participated in sales to grantor trusts in the past when interest rates were 
higher.  As a result, they may be holding promissory notes with interest rates greater than those 
that would be applicable if the loan were made today.  If the promissory note does not prohibit 
prepayment, the obligor (i.e., the lender’s children or a trust for the children) should consider 
renegotiating the terms of the note in order to secure a lower interest rate. 
 
 When a promissory note does not prohibit prepayment, the obligor can pay off the note at 
any time if it has sufficient funds to do so.  If the obligor does not have sufficient funds to pay 
off the note on its own, but could obtain a better interest rate and loan terms in the market, the 
obligor could borrow funds from another source and use those funds to pay off the note owing to 
the lender. 
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 So that the lender can continue to receive the benefit of the interest payments on the note, 
it may be advisable for him or her to negotiate with the obligor to reduce the interest rate to 
match those charged in the market.  This allows the lender to continue to receive the interest 
payments on the note, and it also allows the obligor to secure an interest rate that is comparable 
to what is charged in the market. 
 
 Several of our clients were holding promissory notes from grantor trusts which had been 
put in place when interest rates were higher, some as recently as two years ago.  In many cases, 
these clients entered into an agreement with the grantor trust that owed the promissory note, in 
which the client agreed to reduce the interest rate to the current AFR in exchange for the trust to 
continue to keep the promissory note outstanding.  From an estate planning standpoint, this is 
beneficial to the client for additional reasons.  The lower the interest rate charged on this type of 
note, the greater the appreciation that can occur outside of the client’s estate, where it will not be 
subject to estate taxes. 
 
 
VIII. AVOID JTWORS, JT TEN, AND POD DESIGNATIONS 
 
 Certain assets pass outside of a client’s Will and Living Trust, including bank or 
brokerage accounts that are designated as “pay on death” (POD), “joint tenants” (JT TEN), “joint 
tenants with right of survivorship” (JTWROS), and certain “Trust” accounts.  Many clients use 
these types of designations in an attempt to expand FDIC protection. 
 

However, assets titled in this way are not available to fund the bypass trust at the first 
spouse’s death and thus could result in a larger estate tax liability at the second death.  In 
addition, assets passing in this way will not pass to trusts created under the Living Trust.  Assets 
passing outright, rather than to a spendthrift trust for an individual, do not receive protection 
from the individual’s creditors and spouses in the event of divorce.  Bank and brokerage 
accounts should be carefully reviewed to be sure they are not inadvertently styled in this way. 
 
 
IX. ASSET PROTECTION PLANNING 
 
 Asset protection is an integral part of a well-balanced estate plan.  Each client’s situation 
should be analyzed using the following seven steps: 
 

1. Take full advantage of state law exemptions; 
2. Protect personal assets from business claims; 
3. Protect personal assets from personal claims; 
4. Protect business assets from personal claims; 
5. Protect business assets such as accounts receivable and equipment from business 

creditors; 
6. Protect assets of one business activity from claims against another business 

activity; and 
7. Protect inherited assets from creditors. 
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Because of current economic conditions, it is increasingly important for clients to protect 
personal and business assets from unforeseen litigation and liabilities. Depending on the client’s 
circumstances, it may be appropriate to engage in limited partnership planning, partition 
planning, gifting to spendthrift trusts, and increasing holdings in assets protected under Texas 
law. 

 
A limited partnership (“LP”) can be an excellent tool to help achieve asset protection.  

LPs generally protect their owners from liability generated by the assets owned by the LP itself.  
Additionally, by placing certain assets in the LP, these assets cannot be directly seized by the 
partners’ creditors.  Because LPs cannot generally be pierced by creditors, we have found that 
plaintiff’s attorneys may be less likely to sue someone whose investment assets are owned in 
such a structure.  Secondly, in the event a client is sued and a judgment is entered, the judgment 
creditor would be limited to obtaining a charging order against the LP interest, rather than 
obtaining any of the LP’s underlying assets.  This arrangement greatly strengthens a client’s 
bargaining position vis-a-vis creditors.   
 

If a client owns assets that may generate both tort liability (“risky assets” such as working 
interests or real estate) and assets that will not generate such liability (“safe” assets, such as 
royalty interests and stocks and bonds), a master limited partnership (“MLP”) structure can help 
separate the risky assets from the safe assets, preventing a claim arising from the risky assets 
from exposing the safe assets to liability.  
 

Example: 
 

Client owns the following assets:  
(a) stocks and bonds;  
(b) working interests; and  
(c) rental real property.   

 
Client forms a MLP to own the stock and bonds.  The MLP creates two lower-tier 
entities (such as LLCs).  The working interests are owned by one LLC and the 
rental real property is owned in the other LLC.   If, at a later date, someone should 
slip and fall while on the rental real property, collection of a subsequent judgment 
could only be satisfied from assets within the LLC that owns the rental real 
property, and not from the working interest LLC or the stocks and bonds in the 
MLP. 

100% LLC 
Interest

100% LLC/LP 
Interest

0% 
Interest

50% Interest 50% Interest

MASTER LIMITED PARTNERSHIP
Master Entity owns stocks and bonds and 

interests in other entities

MANAGEMENT, LLC
General Partner of MLP

Husband Wife

REAL ESTATE, LLC
Lower-tiered entity owns 

rental real property

WORKING INTERESTS, LLC/LP
Lower-tiered entity owns working 

interests  
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X. THE OPTIMAL ESTATE PLAN   
 
 By engaging in forward-thinking estate planning, a family can all but eliminate estate 
taxes.  If a family is charitably inclined, this type of planning can also allow the family to make 
substantial charitable gifts after the parents die, especially since the children will already have 
substantial wealth at that time. 
 

Many times, a client’s “optimal plan” may involve setting aside a portion of the estate for 
descendants and the remainder of the estate for charity.  By funding the portion passing to 
descendants during life, the client can leave the assets remaining at his or her death directly to 
charity, thus eliminating estate taxes and the IRS as an “heir” of the estate.  The charity that will 
receive the assets can be a private foundation created by the client during life or at death.  Under 
this structure, the children have two inheritances – one as a beneficiary of the grantor trust for the 
children to spend and enjoy personally.  The second is as a director of the family foundation 
where the child can help perpetuate the family’s name and charitable impact by doing public 
good. 

 
The attached “Tax Fence” chart illustrates the division of the estate between the assets 

that are included in the client’s estate at death and those that are not included in the client’s 
estate.  The goal of estate planning techniques is to shift more and more assets to the right side of 
the tax fence (the side not subject to estate taxes).  As this is accomplished, the “optimal” estate 
plan, which is illustrated in the “Optimal Estate Plan” chart, can be achieved. 
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