Brief Overview Analysis of
Kimbell v. U.S., No. 03-10529 (5" Cir. May 20, 2004)

Steve R. Akers
Bessemer Trust
© 2004 by Bessemer Trust Company, N.A. All rights reserved.

A. Basc Facts

1. The decedent formed an FLP, retaining 99% limited partnership interest. The 1%
general partner was an LLC, owned 50% by the decedent (her son and daughter-
in-law each owned 25%). The son was manager of the LLC.

2. About 13% of the assets transferred to the partnership consisted of working oil
and gas interests, which required active management.

3. Thedistrict court emphasized that the partnership agreement provided that 70% of
the limited partners could remove the genera partner. The general partner did not
owe afiduciary duty, but aduty of care and loyaty. Those particular facts were
not important to the 5" Circuit's analysis.

B. Holdings

1. The court reversed the district court’s decision that “(1) family members cannot
enter into a bona fide transaction, and (2) atransfer of assetsin return for a pro
rata partnership interest is not a transfer for full and adequate consideration.”

2. Thedigtrict court erred in denying taxpayer’ s motion for summary judgment on
the issue of whether the transfer of assets to the partnership “was a bonafide sale
for full and adequate consideration so as to remove the transaction from the
application of §2036.”

3. Because the bonafide sale for full and adequate exception applies for transfers to
the partnership, the court did not need to address whether the decedent retained an
interest to which 82036(a)(1) [retained possession, enjoyment or rights to the
transferred property] or (8)(2) [retained right to designate the persons who would
possess or enjoy the transferred property] would apply for transfers to the

partnership.

However, the court did not address whether the bona fide sale for full and
adeguate consideration exception applies to transfers to the LLC. Instead, the
court held that even if the exception does not apply, the decedent did not retain
sufficient control of the assets transferred to the LLC to make her transfer subject
to 82036(a), because she was only held a 50% interest in the LLC and her son had
sole management powers over the LLC.



4. The court remanded to the District Court the issue of whether the Decedent’s
interest in the partnership was an assignee interest or a limited partner interest for
purposes of valuing her interest.

C. Court’'s Anaysis

1. Purpose of 82036. The purpose of 82036 isto prevent the circumvention of

federa estate tax by the use of inter vivos transactions that do not remove the
lifetime enjoyment of property purportedly transferred by a decedent.

2. Standard for “Bona Fide Sale’” Reguirement in 82036 Exception

a

The court rejected the district court’s conclusion that “bona fide” meansarm’s
length and that intrafamily transactions cannot meet the bona fide sale
requirement.

The court looked for guidance to Wheeler v. U.S., 116 F.3d 749 (5™" Cir.
1997), which is the only Fifth Circuit case (and the only circuit level case
cited to the court) addressing the bona fide sale for full and adequate
consideration exception to §2036.

Basic requirement: “whether the transferor actually parted with the ...
interest and the transferee actually parted with the requisite adequate and
full consideration.”

The requirement receives “heightened scrutiny” in intrafamily transfers.
However, just because transfers occur between family members does not
impose an additional requirement that is not set forth in the statute to be
“bona fide.”

The absence of negotiationsis not a compelling factor, particularly when
the exchange value is set by objective factors.

In summary, the issue under Wheeler is whether “the sale ... was, in fact,
a bona fide sale or was instead a disguised gift or a sham transaction.”

Under the regulations, a transaction is a bona fide sale if it is made in good
faith. Reg. §20.2036-1(a), 20.2043-1(a).

The decedent’ s subjective intent and the presence of tax planning motives do
not prevent a sale from being bonafideif it is otherwise real, actual, or
genuine. However, “[a transaction motivated solely by tax planning with no
business or corporate purpose is nothing more than a contrivance without
substance that is rightly ignored for purposes of the tax computation.”

Business purpose—Two FLP cases that concluded that the bona fide sale
exception applied (Churchand Stone) both involved fact situations where the
partnership was created for genuine business purposes.




f.  Business purpose—Prior Tax Court cases, which held that the bona fide sale
exception did not apply, recognized that the exception would apply if the
transfer were not a sham or a disguised gift. Harper (“not appear to be
motivated primarily by legitimate business concerns’); Thompson (no active
business, business enterprise or trade or business); Strangi (no “functioning
business enterprise”). [However, the court’s analysis did not require the
existence of active business operations to meet the bona fide requirement.
The court was just observing that even cases that held for the IRSwould have
held differently if active businesses issues or concerns had existed.]

0. Summary of Bona Fide Sale Standard: “...asdein which the
decedent/transferor actually parted with her interest in the assets transferred
and the partnership/transferee actually parted with the partnership interest
issued in exchange.... In addition, when the transaction is between family
members, it is subject to heightened scrutiny to insure that the sale is not a
sham transaction or disguised gift. The scrutiny is limited to the examination
of objective facts that would confirm or deny the taxpayer’ s assertion that the
transaction is bona fide or genuine.” [Observe, this statement of the standard
does not directly refer to business purpose at all.]

3. Application of Bona Fide Sale Requirement

a. Thedistrict court ignored evidence that the transaction was entered into for
“substantial business and other non-tax reasons.”

b. Objective facts included:

Decedent retained assets for her support

No commingling of partnership and personal assets

Formalities were satisfied

Assets were actually assigned to the partnership

Assets contributed (including working interests) required active

management

The partnership satisfied business strategies that could not be satisfied by

merely holding assets in a revocable trust

0 Legd protection from creditors, especialy important because decedent
owned oil and gas working interests

0 Decedent wanted to continue oil and gas operations beyond her
lifetime, and partnership allowed keeping pool of capital together in
one entity

0 Reduced administrative costs by keeping all accounting functions
together

0 Avoid costs of recording transfers of oil and gas properties in passing
them from generation to generation

0 Preserve property as separate property for her descendants



o Provide for succession of management should something happen to
her son

0 All disputes could be resolved through mediation or arbitration

0 Therecitation of purposesin the partnership agreement is confirmed
by objective facts

[ Observe that many of those purposes could have been provided by a

long-termtrust arrangement. The court did not deem that important

enough to even mention.]

c. Thefact that only de minimis contributions were made by others does not
justify treating the partnership as a sham. Thereis no principle of partnership
law requiring that a minority partner own a certain minimum percentage for
the entity to be legitimate and its transfers bona fide.

d. Thefact that the decedent’ s son managed the assets both before and after the
partnership was created does not matter. What is important is that he
contributed his management expertise after the partnership was formed.

e. Summary of court’s application of the bonafide standard: “[T]hereis no
contention that the transfer did not actually take place. The assets were
formally assigned to the Partnership and Mrs. Kimbell was actually credited
with a pro ratainterest. There is no evidence that partnership formalities were
ignored or that Mrs. Kimbell used Partnership assets for personal expenses.
Finally, applying the heightened scrutiny applicable to transactions between
family members, we are satisfied that the taxpayer has established through
objective evidence recited above that the transaction was not a disguised gift
or sham transaction. The ... taxpayer’s... substantial business reasons ...
were strongly supported by the nature of the business assets (divided working
interests in oil and gas properties) conveyed ...”

4. Standard for Full Consideration Exception

a. Wheder “requires only that the sale not deplete the gross estate.” “In other
words, the asset the estate receives must be roughly equivalent to the asset it
gave up.”

b. The adequate and full consideration test is an objective inquiry, not related to
perceived testamentary or tax savings motives.

c. Summary of the standard: “In order for the sale to be for adequate and full
consideration, the exchange of assets for partnership interests must be roughly
equivaent so the transfer does not deplete the estate. In addition, when the
transaction is between family members, it is subject to heightened scrutiny to
insure that the sale is not a sham transaction or disguised gift. The scrutiny is
limited to the examination of objective facts ...”



5. Application of Full Consideration Requirement

a. The government’s inconsistency argument (that it is inconsistent for the estate
to argue that the partnership interest is worth only 50% of the assets
transferred to the partnership but claim that the partnership interest received in
exchange for assets transferred was adequate and full consideration) is
rejected. The court observed that the Tax Court in Stone, T.C. Memo 2003-
309 rgjected that argument. The court gave a common sense practical answer:

“We would only add to the Tax Court’s rejection of the government’s
inconsistency argument that it is a classic mixing of apples and oranges. The
government is attempting to equate the venerable “willing-buyer-willing
seller” test of fair market value (which applies when calculating gift or estate
tax) with the proper test for adequate and full consideration under §2036(a).
This conflation misses the mark: The business decision to exchange cash or
other assets for atransfer-restricted, non-manageria interest in a limited
partnership involves financial considerations other than the purchaser’ s ability
to turn right around and sell the newly acquired limited partnership interest for
100 cents on the dollar. Investors who acquire such interests do so with the
expectation of realizing benefits such as management expertise, security and
preservation of assets, capital appreciation and avoidance of personal liability.
Thus there is nothing inconsistent in acknowledging, on the one hand, that the
investor’s dollars have acquired a limited partnership interest at arm'’s length
for adequate and full consideration and, on the other hand, that the asset thus
acquired has a present fair market value, i.e., immediate sale potential, of
substantially less than the dollars just paid—a classic informed trade-off.”

b. Close scrutiny must be applied in an intrafamily situation, but that does not
mean “ automatic proscription or impossibility vel non”

c. Inthe context of transfers to a partnership: “The proper focus therefore on
whether atransfer to a partnership is for adequate and full consideration is: (1)
whether the interests credited to each of the partners was proportionate to the
fair market value of the assets etch partner contributed to the partnership, (2)
whether the assets contributed by each partner to the partnership were
properly credited to the respective capital accounts of the partnership, and (3)
whether upon termination or dissolution of the partners the partners were
entitled to distributions from the partnership in amounts equal to their
respective capital accounts. [Stone] at 580. The answer to each of these
guestionsin this caseisyes. Mrs. Kimbell received a partnership interst that
was proportionate to the assets she contributed to the Partnership. Thereis no
guestion raised as to whether her partnership account was properly credited
with the assets she contributed. Also, on termination and liquidation of the
Partnership, the Partnership Agreement requires distribution to the Partners
according to their capital account balances.”



d. The“recycling of value’ position of the Tax Court was totally dismissed. The
court said that issue is better addressed under the bona fide sale prong of the
analysis (i.e., as to whether the transaction was a sham transaction).

6. LLC Anayss: Not Analyze Applicability of Bona Fide Sale Exception But
Insufficient Control to Constitute Right to Designate Who Can Enjoy LLC

Property.

a Thedistrict court had included the assets transferred to both the partnership
and the LLC were included in the estate under 82036(a). There was no
specific discussion of the LLC transfers in the district court’s opinion. The
government’s brief clarifies that the government’s motion for summary
judgment and the district court opinion did not address the assets transferred
tothe LLC. It stated that the parties had agreed for the district court to amend
its opinion to include the LLC interest.

b. The Fifth Circuit opinion approaches the LL C transfers differently than the
transfers to the partnership. [Why the analysisis different is not explained.]
The court does not explain why the bona fide sale for full and adequate
exception does not apply to transfersto the LLC. Instead, the court says that
even if the bona fide sale for full and adequate consideration does not apply,
the decedent did not retain “sufficient control” of assets transferred to the LLC
to cause 82036(a) to apply. The court’sreasons. The decedent only had a
50% interest in the LLC and her son was the manager. [Apparently, the court
believed that it was such an easy straightforward conclusion that the decedent
did not have sufficient control to cause her to have a“ right” to designate who
can possess or enjoy the LLC assets, that there was no necessity to apply its
analysis of the bona fide sale exception.]

7. Obsarvations.

a. Theopinionisamajor blow to the IRS s 82036 attack on FLPsand LLCs. It
applies the bona fide sale for full and adequate consideration exception to the
creation of the FLP. Section 2036 is about the only attack that has led to any
success for the IRS. Most well-planned FLPS would appear to meet the
exception announced in Kimbell. Undoubtedly, the IRS will try to put a
“gpin” on the Kimbell decision—nbut it isa MAJOR taxpayer victory at the
circuit court of appeals level.

b. Observe that the full consideration exception would not apply to a subsequent
gift of partnership interests. (In that case, the issue would be whether the
partnership interests [with appropriate discounts] would be brought back in
the estate under 82036 (if the donor retained the power to use the property or
designate who can possess or enjoy the property), or whether the partnership
assets [without a discount] would be brought back into the estate by tying the



transfer of assets to the partnership and the subsequent transfer of an interest
in the partnership as a single integrated transaction.

. The court clearly rgjects the IRS s argument that it is being improperly
whipsawed—that the transfer of assets to the partnership istreated as a
transfer for full consideration even though it is included in the estate only after
applying a steep discount. The court’ s rejection of this argument is avery
practical analysis that makes sense in real-life. The opinion recognizes that
investors routinely make investments that cannot be liquidated the next day
for the full amount invested. Thus, it is not surprising to say that the transfer
was for full consideration even though, at the time of the decedent’s death, the
decedent does not have the right to retrieve the full value contributed.

. Business Purpose Discussion A major caveat to the court’s analysisis that
the bona fide sale requirement is satisfied if there is at least some degree of
non-tax purpose. The gist of the concern would appear to be the following
statement that appears in the opinion: “A transaction motivated solely by tax
planning with no business or corporate purpose is nothing more than a
contrivance without substance that is rightly ignored for purposes of the tax
computation. See Gregory v. Helvering, 293 U.S. 564, 469 (1935).”

The Wheeler case did not apply a business purpose test to the meaning of
“bonafide” The Wheeler court said the modifier “bona fide” does not
mean that a different “adequate and full consideration” test would be
applied in intrafamily situations. Instead, it said that the “bona fide”
qualifier” requires that neither transfers nor the adequate and full
consideration for them be “illusory or sham.” The Wheeler court
concluded: “Certainly an intrafamily transfer—like any other—must be a
“bonafide sale” for the purposes of section 2036(a). But assuming, aswe
must here, that a family member purports to pay the appropriate value of
the remainder interest, the only possible grounds for challenging the
legitimacy of the transaction are whether the transferor actually parted
with the remainder interest and the transferee actually parted with the
requisite adequate and full consideration.”

It isinteresting that the initial summary statement of the “bonafide sale”
standard is merely that “the decedent/transferor actually parted with her
interest in the assets transferred and the partnership/transferee actually
parted with the partnership interest issued in exchange.” (Thisisthe same
standard announced in Wheeler, which also stated that the transfers must
not be “illusory or sham.”) Theinitia summary statement goes on to add
that in intrafamily situations, there is “heightened scrutiny to insure that
the sale is not a sham transaction or disguised gift. The scrutiny is limited
to the examination of objective facts that would confirm or deny the
taxpayer’ s assertion that the transaction is bona fide or genuine.”
Accordingly, apparently the determination of whether the requisite




“business purpose’ existsis in determining that the transfer is not a “sham
transaction” or “disguised gift” and that the transaction is “genuine.”

The Kimbell decision is similar to the Stone opinion in looking to business
purposes in determining that the “bona fide” requirement is met.

The opinion makes very clear that the court can only look to objective
factors (p. 10).

What is not clear is HOW MUCH *business or corporate purpose’ is
required.

The court was able to recite a wide number of business purposes satisfied
by the partnership. The opinion mentioned various times that the
partnership included some active business interests requiring management
(i.e., the 13% of the assets in oil and gas working interests) but the opinion
nowhere suggests that only FLPs with some active business interests could
qualify as “bonafide.” Also, the opinion never suggests that a partnership
must satisfy along list of business purposes to qualify as passing the
“sham transaction/disguised gift/genuine” test.

Many of the “objective facts’ listed to show the existence of “substantial
business and other non-tax reasons’ would be present in most FLP
gtuations. Seethelist in Item C.3.b. above. (The one factor that may not
ordinarily be present, at least with investment partnerships, is the reference
to assets requiring active management.)

Many of the “nontax business reasons’ that the court said were satisfied
by the partnership but that could not be satisfied by Mrs. Kimbell’s
revocable trust could have been satisfied by an appropriately drafted long-
term trust arrangement (except the factor of providing creditor protection).
That apparently was not important to the court.

John Porter’s summary of the “business purpose” discussion: “We should
be careful when saying that the 5" Circuit required a “business purpose.”

| don’t think the opinion goes that far, at least the narrow way the IRS
traditionally speaks of business purpose. It does appear to require some
non-tax purpose (see the language on page 16 which talks about ‘ business
and nonttax reasons’), but | don’t see that being much different from the
definition of a partnership under 7701(a). Those nort+tax reasons are
present in almost every case. The interesting thing is the non-tax purposes
can include post-death management (which we have always thought was a
substantial non-tax reason (See Bishoff)), such as ease in generational
transfer of assets (as the court found with respect to the oil and gas
interests).”

The requirement of nontax reasons may be amorphous. A wide variety of
estate planning transactions are entered into only because of tax reasons.
For example, specia provisions inserted into many trusts are included
ONLY for tax reasons (provisionsto qualify as GRAT, QPRT, QDOT,
QSST, NIMCRUT, CLAT, Crummey powers, bypass trusts, etc.).

The opinion’s discussion of the bona fide requirement is somewhat similar
to the analysis suggested by the ACTEC amicus curiae brief in suggesting
that a“sham transaction” standard be applied in determining if atransfer




has actually been made, thus satisfying the “bonafide’ test. However, the
ACTEC brief did not suggest applying a business purpose test, but that the
sham transaction standard would weed out abusive situations in which the
parties ignore the partnership, especialy if the partnership is disregarded
by the decedent after creation. Indeed, the ACTEC brief took the position
that the “adequate and full consideration” test should be applied
objectively, and “ subjective criteria such as testamentary into or the
absence of a primary business purposes should not be relevant.”

Reports from the oral argument are the Judge Davis asked a number of
guestions about business purpose. Perhaps the judges were concerned
about business purpose, and saw the “bonafide’ requirement as the only
place to address business purpose, particularly in light of the Fifth

Circuit’ sfirst opinion in Strangi [293 F.3d 279 (2002)] affirming the Tax
Court’s ruling in the taxpayer’s favor in its first opinion regarding the
IRS s lack of business purpose attack.

e. Full Consideration Requirement Means “Roughly Equivalent”.

The court’s opinion is similar to the Stone case, which held that transfers
to a partnership in return for pro rata interests and capital accountsin the
partnership would be treated as meeting the full consideration
requirement.

The test regarding contributions to partnerships (quoted in Item 5.c.
above) would be satisfied in most FLP situations.

The court makes clear that an objective test is applied: “... taxpayer's
testamentary or tax-saving motive for a transfer alone does not trigger
82036 recapture if objective facts demonstrate that the transfer was made
for afull and adequate consideration.” (p.9).

The court does not specifically address the tension between two possible
approaches to the full consideration requirement: (1) an “in pari materia”
test, which would focus on whether the consideration received is sufficient
to avoid a gift for gift tax purposes; and (2) an “equilibrium test,” which
focuses on not depleting the gross estate. Arguably, an “equilibrium test”
would not be satisfied by the contribution of assets to a partnership,
because the gross estate would be lower if the contributor to the
partnership were to die the next day. In Wheeler, the court was able to
demonstrate that the sale of remainder interest situation satisfied both
tests. In Kimbell, the court recited some of its discussion from Wheeler,
hinting that an equilibrium test might be applied (“requires only that the
sale not deplete the gross estate”), but then interpreted the inquiry as
follows. “In other words, the assets the estate receives must be roughly
equivalent to the asset it gave up.” The opinion’s statement of a “test” for
adequate consideration regarding partnership contributions is that the
“exchange of assets for partnership interests must be roughly equivalent so
that the transfer does not deplete the estate.”



The application of the “rule’ to partnership contribuions clearly points out
that transfers for pro rata interests in a partnership based on capital
accounts will satisfy the full consideration test.

The court’ s statement of the rulesis very similar to the position taken in
the ACTEC amicus curiae brief. It concluded that a transfer for interests
in an entity that are proportionate in all material economic respects to the
capital contributions should be “full consideration.” It regjected a strict
equilibrium test (i.e., no depletion of the gross estate), because such atest
would almost never be satisfied whenever property is transferred to an
entity as a capital contribution, irrespective of whether the transferor is a
family member.

The court summarily the “mere recycling” argument that has been adopted
by the Tax Court, by saying that a concern that a contribution of assetsto
an FLP is a“mere paper transaction resulting in a ‘recycling of value' is
better addressed under the ‘bona fide sale’ prong of this exception.”

f. Inadeguate “Control” for Application of §2036to LLC.

The U.S. Supreme Court in Byrum rejected the government’ s position that
aright to designate should be construed as mere “control.” The Supreme
court said: The *control’ rationale, urged by the Government and adopted
by the dissenting opinion, would create a standard—not specified in the
statute—so vague and amorphous as to be impossible of ascertainment in
many instances.”

A strict control test makes no sense, because many courts have blessed
transfers to trusts, with the grantor as trustee with complete control over
trust distributions, as long as distributions may be made only under a
determinable standard.

The opinion concludes that 82036 does not apply to the LLC because the
decedent “did not retain sufficient control” to trigger 82036(a) where the
decedent was a 50% member where her son had sole management powers.
If the Fifth Circuit was suggesting that a pure control test should be used
to gauge whether a decedent has retained a right to designate who can
pOssess or enjoy property, that approach is most suspect. However,
perhaps the court was just saying that the decedent had no ability at all to
designate who could possess or enjoy property where she was only a 50%
member and not the sole manager). Therefore, there was no need to
address whether any power at all to designate would rise to the level of a
“right to designate,” taking into consideration any fiduciary or other
limitations on the exercise of that power.

The discussion ameliorates some of the concern that has been raised about
Judge Cohen’s extremely broad application of the “in conjunction with”
language in §2036 in her opinion in Strangi. Her analysis, if pushed to its
limits, would suggest that retaining even a 1% limited partnership interest
could risk inclusion of the entire partnership contribution because that 1%
limited partner, in conjunction with all other partners, could dissolve and
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liquidate the partnership at any time. The Kimbell decision debunks that
theory, indicating that even a 50% member interest in an LLC, where the
decedent was not the sole manager, would not cause inclusion under
§2036(a)(2).

g DeMinimis Transfers.

The court rejected the government’ s argument that one factor suggesting
that the transfer was not bona fide was because of the de minimis
contributions made to the partnership by other partners. “This argument
amounts to a restatement of the government’ s recycling of value argument
and does not justify treating the transaction as a sham. We know of no
principle of partnership law that would require the minority partner to own
aminimum percentage interest in the partnership for the entity to be
legitimate and its transfers bona fide.”

Another reason suggested for having significant transfers by other partners
isto avoid a“mere recycling” argument where the decedent had an
interest in the same pool of assets both before and after the transfer. The
Kimbell court totally dismisses the “mere recycling” argument, so that
would not be avalid reason to insist on having substantial contributions by
other partners if Kimbell is followed.

There is a separate argument by the government to disregard fiduciary
limitations on the exercise of a power, to determine whether it rises to the
level of a“right to designate,” if there are only de minimis other partners
to whom afiduciary duty would be owed. The Kimbell opinion does not
address that issue and thus is not a complete repudiation of a possible
advantage of having significant contributions by other partners.

D. Status of Strangi and Thompson Appeas

1. The Strangi appeal had been stayed by the Fifth Circuit pending resolution of
Kimbell. Norm Lofgren reports that the Fifth Circuit lifted the stay on May 21,
2004, and the estate’ s opening brief is due by June 30, 2004.

2. The Thompson oral arguments to the Third Circuit were in April. The Third
Circuit has requested the parties to advise it of any developments in the Kimbell
case, leading some to believe that the court planned to wait to rule until the
Kimbell decision was announced.
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Family Limited Partnerships and Limited Liability Companies:
How to Coordinate Income Tax | ssueswith Estate and Gift Tax Planning

By Steven B. Gorin*

Limited partnerships and limited liability companies can be useful vehiclesto control family
wedlth. They are useful to centralize management and try to protect family members from outsiders,
including creditors and possible future ex-spouses. They have played arole in planning to avoid transfer
taxes.

Notwithstanding their usefulness, al good things must come to an end. Family members might
not want to be partners their whole lives. They may develop personality conflicts or different investment
objectives. We need to be just as ready to plan for their unwinding as we are to get these partnerships?
formed.

How do (or should) income tax considerations affect how we structure partnerships for families?
Thisissue was explored at some recent joint RPPT/Tax CLE presentations. A summary of a program
focusing on family limited partnershipsis at http://www.abanet.org/rppt/committees/pt/c2/cle-flp.pdf. A
summary of a program focusing on limited liability companiesis at
http://www.abanet.org/rppt/committees/pt/c2/Fall2003-L L Cteaser.pdf. Also, asummary of aprogram
focusing on transferring flow-through entities in leveraged transactions (but not on their income tax
aspects) isfound at http://www.abanet.org/rppt/committees/pt/c2/Friday Spotlights.pdf. Materias for al
three programs can be found at RPPT PT (C-2) Estate Planning & Administration for Business Owners.

If you did not attend those CLES and would like some highlights, read on. The materias
referenced above are the basis for most of the comments below.

When forming partnerships, take care to avoid gain on formation. For example, suppose each
partner contributes stock (whether closely-owned or publicly traded). If apartner contributes stock that
does not congtitute a diversified portfolio, then there is a good chance that, absent planning, that partner
will be taxed on the contributed property. This concern applies notwithstanding the fact that the
formation of partnershipsis generaly not ataxable event.

Likewise, athough using property other than cash to liquidate a partner’ s interest generdly is not
taxable, some traps await the unwary (and sometimes even the wary!)

If apartner’sinterest in a partnership is liquidated within seven years after that partner
contributed property, that partner may be taxed on liquidation. |f property a partner contributed is
distributed to another partner within seven years after the first partner contributed property, the

1 Gorinis a partner in the Private Client Services practice group of Thompson Coburn LLP. His e-mail
address is sgorin@thompsoncoburn.com. Gorin is co-chair of the Probate & Trust Division’s committee
C-2, Estate Planning and Administration for Business Owners. This article is based on three CLE
presentations he chaired at the Joint Fall Meeting between the RPPT and Tax Sections of the ABA.

2 This article uses “partnership” interchangeably with limited partnerships and limited liability
companies. For tax purposes, both entities are generally considered partnerships.



contributing partner may be taxed on the transfer. Finally, if a partner receives marketable securities, they
are treated as cash and taxable unless certain exceptions apply.

This last rule about marketable securities applies whether or not the distribution is within seven
years. Certain exceptions might apply, such as making pro rata distributions of that partner’ s share of
every single marketable security in the partnership. Another exception is one that can be planned when
you form the partnership. If the partnership is an “investment partnership” from inception, then pro rata
distributions might not be required to avoid gain. An investment partnership is one in which, from
inception, substantialy all of the partnership’s assets consisted of stock (whether or not marketable), cash,
bonds, etc. Owning an interest is a trade or business, directly or indirectly, might preclude investment
partnership treatment. Owning more than a small amount of real estate would also preclude this favorable
treatment. Although some practitioners advocate having a mixture of types of assets to try to maximize
valuation discounts, the actual additional discounts alowed are questionable, and the loss of investment
partnership status might be too high a price to pay for any such additional discount.

Another red flag is debt, especially debt-financed losses. If a partner deducts losses, and the
partner was able to deduct those losses only because the partnership’s debt was attributed to him, then a
transfer of the partnership interest (even a simple gift to children) might trigger income tax.

However, transferring the partnership interest to an irrevocable grantor trust should alleviate the
above issuesto alarge degree. That's because atransfer to such atrust isignored for income tax
pUrposes.

Finaly, consider the interplay between saving estate tax and basis adjustments due to death.
Vauation discounts reduce any basis step-up. They might actually produce a basis decrease, if the
contributed assets aready had a high basis before the partnership was formed. Y ou really need to crunch
the numbers before a partnership files a section 754 election.

Y ou aso should preserve the family’ s right to amend the partnership income tax returns, and the
partners persona income tax returns, in the event of an estate tax audit. The estate tax audit could result
in increased tax basis, which might then increase the basis of the partnership’s underlying assets. In the
case of real estate, this could generate additiona depreciation deductions. In the case of marketable
securities, this could reduce gain on sale due to the turnover that often occursin portfolios.

Please check out the articles that are linked above for a better discussion of these (and other)
issues. Also, you might find perusing the Probate and Trust Division Group C web site, ABA RPPT -
Probate and Trust Group C Committees, to be helpful to your practice.



ASSET PROTECTION TRUSTS: A NECESSITY IN TODAY'SWORLD?

By Jeffrey T. Getty and Kaimah Z. White, NatCity Trust Company of Delaware
I ntroduction

Who's suing whom in America? EVERYBODY'! It is estimated that one lawsuit
isfiled every thirty secondsin the United States. Additionally, about one in every ten
adultsis sued each year. Liability issues have expanded and greater exposure to risk of
loss has occurred through higher jury awards, unprecedented theories of liability and
volatile judges. More alarmingly, liability can be imposed on those who do no wrong.
One can be liable for damages caused by someone for whom one is responsible or
damages caused by accidents that occur on one's property in which no fault arises. As
such, many law abiding citizens look for legitimate ways to protect their assets from
future judgments that, in one swoop, can deplete the assets they have worked hard to
accumulate over their lifetime. Accordingly, the concept of asset protection planning is
prevaent in the minds of people today.

Asset protection planning involves organizing one’s affairs in advance to protect
against risks that would otherwise threaten those assets. The goal of asset protection
planning is not only to protect against the ramifications of an adverse judgment, but also
to serve as a deterrent to litigation. The ultimate goal is not to hide assets, but to protect
them.

There are many common forms of asset protection, such as outright gifts of assets
or owning property jointly with another. However, more complex asset protection
techniques, such as offshore and domestic asset protection trusts, have become extremely
popular in recent years. Such complex techniques permit a person to protect their assets
while, at the same time, retaining some control over those assets.

Basics of Asset Protection Trusts

An asset protection trust or APT, whether offshore or domestic, has a couple of
major requirements to be effective. First, an APT must be irrevocable or unchangeable.
Second, an APT should appoint a trustee with the discretion to administer the trust. The
appointed trustee must be a corporate or individual resident of the jurisdiction in which
the trust isformed. Third, an APT must contain a spendthrift clause, which restricts the
transferability of a beneficiary’sinterestsin the trust property, whether voluntary or
involuntary, before the trustee actually distributes the property to the beneficiary.

In exchange for restricting the use of their assets, those who establish APTs or
grantors may receive several benefits. First, because the assets placed in the APT may be
viewed as the property of the trust, the grantor may protect those assets against clams
made by future creditors of the grantor. Additionally, unlike jurisdictions without asset
protection statutes, a grantor may create a self-settled trust, which permits a grantor to
retain a beneficia interest in the trust while protecting the assets from future creditors.



Although APTs generally do not provide a grantor with either U.S. federal income tax or
U.S. estate tax benefits, in Delaware, grantors can benefit from the state income tax
benefits of asset protection trusts.

In establishing APTs, one should be careful to avoid a fraudulent conveyance. A
fraudulent conveyance is atransfer of assets made with the intent to delay, hinder or
defraud creditors. As such, athorough investigation of a grantor’s financia situation
should be completed. Primarily, one should undertake due diligence procedures to ensure
that the intertion of the asset protection planning is lawful. In the due diligence process,
one should obtain the financial statements for the grantor and all affiliated entities and
perform searches for judgments, liens and pending litigation. Additionally, one should
obtain an affidavit of solvency from the grantor. No jurisdiction, whether offshore or
domestic, will protect transfers made by an insolvent grantor. Thus, in order to ensure
the effectiveness of the asset protection planning, the grantor should be as open as
possible regarding his or her financial situation.

Offshore vs. Domestic Asset Protection Trusts

Prior to the late 1990s, asset protection planning through trusts could only be
accomplished in offshore jurisdictions, such as Gibraltar and the I le of Man. However,
in 1997, Alaska became the first state in the U.S. to pass a statute permitting self-settled
asset protection trusts. Thereafter, severa states, including Delaware and Nevada,
enacted similar statutes. Since the enactment of domestic asset protection trust statutes,
proponents of offshore and domestic APTs continue to debate over which techniqueis
most advantageous. Both offshore and domestic APTs, however, have advantages and
disadvantages.

Offshore Asset Protection Trusts

For several decades, offshore asset protection trusts or OAPTs have been
considered an effective form of protecting assets from claims of future creditors. An
OAPT isatrust established under foreign laws that lawfully remove assets from a
grantor’ s balance sheet without adverse federal transfer tax consequences and allows for
some or all of the assets to be distributed back to the grantor.

There are two methods of establishing an OAPT. First, one can establish an
OAPT by importing the law of the foreign jurisdiction. Under the “import the law”
method, a grantor creates a domestic entity to hold the assets. Thereafter, the grantor
conveys some or al of the entity’ s interests to aforeign trustee. Although the assets
remain in the entity in the United States, the trust itself is under the jurisdiction of a
foreign country. However, the “import the law” method may be risky. Because the
assets continue to be located in the U.S,, they may be vulnerable to being frozen by an
U.S. court. The second method one can use to establish an OAPT isto export the assets
to aforeign jurisdiction. In the “export the assets’ method, a grantor sends the real assets
to aforeign jurisdiction and creates atrust governed by foreign law with a foreign trustee
to hold the assets. In utilizing the “export the assets’ method, a grantor receives
maximum protection of the assets because a creditor would have to travel to the foreign



jurisdiction to attempt to enforce an U.S. judgment. Additionally, some jurisdictions will
refuse to enforce a foreign judgment, or will only do so if the caseis retried under local
law.

There are severa advantages of an OAPT. The primary advantage of an OAPT is
that offshore jurisdictions will not recognize judgments of foreign courts in determining
whether trust assets are subject to claims of the grantor’s creditors. OAPTS provide
procedural, substantive and psychological barriers to creditors by making assets beyond
practical reach of most creditors. Thus, due to the onerous undertaking of litigating in a
foreign jurisdiction, a creditor may be deterred from going after the assets of an OAPT..

Additionadly, there are several disadvantages of an OAPT. The most prevalent
disadvantage of an OAPT istheloss of control of a grantor over the assets. As stated
previoudy, for maximum protection from U.S. judgments, assets should be located
physically outside the U.S. In most cases, grantors may be unwilling to transfer assets to
aforeign jurisdiction where political difficulties and unrest may arise or where foreign
trustees may be unreliable. Although most foreign jurisdictions known for OAPTS,
including the Cayman and Cook Islands, have well structured governments, grantors may
feel uncomfortable in the knowledge that they are several hours away from their assets
and that the U.S. government may not be able to assist with prosecution of foreign
trustees. Furthermore, OAPTs may have negative tax consequences. OAPTSs actually or
potentially risk being classified as foreign trusts for U.S. income tax purposes, which will
subject such trusts to special U.S. tax rules and reporting requirements. Moreover,
OAPTs may be costly to establish and administer.

Domestic Asset Protection Trusts

Although domestic asset protection trusts or DAPTs are relatively new to the asset
protection arena, many grantors have realized the utility of DAPTS. Prior to the
enactment of asset protection trust statutes in the U.S., self-settled spend thrift trusts
(trusts established for the benefit of the grantor that also provide protection from
creditors) were not permitted in the U.S. However, Delaware and other states, through
enactment of asset protection trust statutes, provide U.S. citizens with access to
protections once only offered by foreign jurisdictions.

There are several requirements that must be satisfied to establish an effective
DAPT. For example, under Delaware law, in addition to the basic asset protection trust
requirements (i.e. irrevocability, appointment of trustee and a spendthrift clause), the trust
document must state that Delaware law governs the validity, construction, and
administration of the trust. Additionally, the Delaware asset protection statute applies to
“qualified dispositions.” A “qualified disposition” is a disposition by or from a grantor to
atrustee who is a Delaware resident or corporation authorized by Delaware law to act as
trustee and maintains custody of the trust assets in Delaware.

DAPTs have severa advantages. First and foremost, grantors are more
comfortable knowing that the trust assets and its trustees are located in the U.S. and



subject to the jurisdiction of U.S. courts. Furthermore, besides protection from future
creditors for non-fraudulent transfers, DAPTs do not have complex reporting
requirements and can be a cost effective way to protect assets.

Moreover, some states offer additional advantages. For instance, Delaware law
permits grantors to retain a right to income or annuity payments without losing
spendthrift protection. Delaware law also permits nonresidents of Delaware to act as
trust advisors or trust protectors with the authority to remove and appoint qualified
trustees and discretion over distributions from the trust. Delaware asset protection trusts
may have multiple trustees located in different jurisdiction so long as at least one of the
co-trustees is an individual resident of Delaware or a corporation authorized by Delaware
law to act as atrustee. Also, Delaware law grants extensive liability protection to trustees
and advisors of grantors thereby absolving such advisors and persons involved in the
creation of a Delaware DAPT from any personal liability to a grantor’s creditors.
Additionaly, under Delaware law, even where a transfer is found fraudulent, the transfer
may be held void only to the extent necessary to satisfy a creditor’s judgment.

DAPTSs, however, have afew disadvantages. Unlike OAPTS, the validity of
DAPTsisless certain since no reportable cases exist construing the effectiveness of
DAPTs. Additionally, the validity of DAPTs may be vulnerable to the Full Faith and
Credit Clause of the U.S. Consgtitution. In brief, this clause requires each state to respect
the acts of other states. Thus, an argument can be made that a creditor could obtain a
judgment against a grantor in a non-asset protection state such as Florida that must be
recognized by an asset protection state such as Delaware. However, a rebutting argument
could be made that the trust is the property of the trustee, not the grantor, and, therefore,
claims against the grantor are ineffective against the trust. Also, the federa bankruptcy
laws, which give Bankruptcy courts jurisdiction over a grantor or trustee located in the
U.S., may threaten the validity of DAPTs. Nevertheless, if an individual is sufficiently
solvent, the federa bankruptcy laws may not be applicable.

Due to the lack of reportable case law regarding DAPTS, it is unclear whether the
Full Faith and Credit Clause or the federal bankruptcy laws actually decrease the
effectiveness of DAPTs. Accordingly, states such as Delaware continually modify their
asset protection statutes to combat the uncertainty found in the present law.

Conclusion

In today’ s litigious society, asset protection planning may be a necessity.
Individuals, whether or not involved in liability producing activities, are justified in
seeking to protect their assets from unforeseen liability in order to preserve those assets
for themselves and future generations. However, the particular asset protection technique
used by an individual is a personal decision. As previously noted, both offshore and
domestic asset protection trusts have advantages and disadvantages. Depending on on€e's
goals, expectations and mental state, an offshore or domestic asset protection trust may
be preferable. If an individual is comfortable with less control over exported assets and
foreign trustees, an offshore asset protection trust may be the way to go. However, if one



desires more control over the trust assets and domestic trustees and can handle the
uncertainty of developing law, then a domestic asset protection trust may be the answer.



REPRESENTING CHARITABLE
ORGANIZATIONS—A PRIMER IN FUNDAMENTALS

by Ronni G. Davidowitz

Legal representation of beneficial interests of charitiesis a specialized field requiring a
mixture of sensitivity to public relations and legal knowledge of aspects of not- for-profit law.
Counsel for charities must balance the dependence the charities have on maintaining good will to
enhance donations against its fiduciary duty to ensure that all benefits accruing to it are collected.
Armed with certain fundamentals, counsel may adequately and properly protect the charities

interests while at the same time keeping an eye on its public image.

A charity may acquire a beneficial interest through any variety of instruments, whether
testamentary or inter vivos, Notification of such interest is made first to the entity itself. Itis
important to train the charity’s staff in how to deal initialy with such notification and how to
know when to refer the matter to its counsel. A primary objective of counsel is to overcome any
inclination a charity’s board or staff might have to sign any form of receipt and release presented
to it, under the theory that it shouldn’t “look a gift horse in the mouth.” Rather, the charity
should be encouraged to review the underlying papers presented to it and request supporting
documents when such documents have not been presented. Thisis simply good, prudent
business practice. At thisjuncture, it also may be appropriate to refer the matter to counsel for

assistance.

Preliminary Considerations

It isimperative to read thoroughly the entire instrument to ensure that the charity’s
complete interest is ascertained and understood. For example, a charity may have an up-front

cash legacy, but may also be named as aremainderman of atrust. In addition, one should be
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aware of any condition or restriction placed on the gift to charity to make sure that such
condition or restriction may be complied with by the charity and that it is not too onerous a
burden on the charity. If ademand is made on the charity that smply cannot be fulfilled because
it is not practicable or possible to fulfill due to obsolescence, consideration should be given to
either a construction proceeding or a cy pres proceeding to construe a reasonable alternative that
most closely resembles the donor’ s intent.  Alternatively, it may be necessary for the charity to
refuse the gift, viaa disclaimer under Section 2518 of the Internal Revenue Code of 1986 as
amended, (the “IRC"), if the requirements of the gift negate the value of the gift or are wholly
unreasonable. This also should be considered in the case of gifts of real property as no charity
should blindly accept real property without having done its due diligence to see if, for example, it

will become subject to environmental clean-up liabilities by accepting title to land.

A further note on restrictive gifts. Many times a gift to charity takes the form of an
endowment gift, with the requirement that the charity hold the funds in a segregated account, in
perpetuity. The charity by the terms of the donative instrument may be able to use the income
earned by the fund for its genera charitable purposes or its use of income may be further limited.
In any case, it is up to counsel to alert the charity to strict bookkeeping and reporting
requirements as these funds must be separately accounted for to ensure compliance with the
terms of the gift. In New York, for example, Section 513 of the New Y ork Not-for-Profit
Corporation Law sets forth the reporting obligations and the New Y ork Attorney Genera’s
Office has developed forms for not- for-profits to use to trace the historic dollar fund (the initial
principal or corpus of the fund), the appreciation or depreciation of the fund and the ordinary
income earned. The Attorney Gereral’s office is particularly concerned that efforts be made to
preserve the historic dollar fund and absent a limitation in the donative instrument as to use of
any appreciation, will encourage that a reserve of appreciation be maintained as a hedge against
inflation. For general information, log on to the New Y ork Attorney General’s website at

www.oag.state.ny.us.




Returning to the review of the donative instrument, counsel should read the instrument to
see if atestator’s charitable intent has been fulfilled by the creation of a charitable remainder
trust in strict conformity to Internal Revenue Service Code and Regulations. (See Section 664 of
IRC, et seq.) Unhappily, an inexperienced draftsman may not have drafted a trust which meets
the requirements for a charitable deduction. However, with timely attention, it may be possible
to bring a reformation proceeding to bring the trust into conformity and salvage the charitable
deduction.

Counsel must be alert to the presence or absence of an estate tax clause. Absent language
directing to whom estate taxes must be apportioned against, estate taxes are apportioned against
each beneficiary’ s interest in proportion to the estate taxes generated by the property gifted to the
beneficiary. See, for example, Section 2-1.8 of the New Y ork Estates, Powers & TrustsLaw. In
such an instance, no estate taxes should be charged against the interests of the charitable
organization. To the extent the charity has aresidual (or remainder) interest in an estate, it will
be entitled to receive an accounting summarizing al of the transactions which have occurred in
the administration of the estate since the death of the decedent and counsel should pay particular

attention to the allocation of estate taxes reported in the accounting.

Reviewing An Accounting

In reviewing an accounting on behalf of charity, counsel must give consideration to the
same issues as when representing a non-charitable beneficiary. Specifically, counsel should
compare the principal on hand to the income collected to be certain all monies have been
accounted for, that the fiduciary took prudent steps, in the case of an estate, to preserve the estate
assets, and in the case of atrust, to grow the trust assets. Did the fiduciary take control of the
assets by getting, if necessary, preliminary letters and did the fiduciary act to stem losses? Were

the assets sufficiently diversified? Were the disbursements made proper charges against an



estate or trust, are the legal and accounting fees reasonable, are commissions properly calculated

and is the proposed schedule of distribution properly determined?

With respect to fiduciary income taxes, as a general rule, no charitable share should be
diminished by payment of fiduciary taxes. If there are charitable and non-charitable residuary
beneficiaries, any fiduciary incomes taxes paid should be allocated against the non-charitable
beneficiaries. Pursuant to Section 642 (c) of the IRC, the estate is entitled (and should have
taken) afull charitable deduction on its fiduciary income tax returns for income distributed or

deemed set aside for charity. Such charitable deduction inures to the benefit of charity.

Counsel must be knowledgeabl e about applicable statutory rules concerning the
computation of commissions to ensure that commissions have been determined correctly. For
example, under Section 2309(5) of the New Y ork Surrogate’ s Court Procedure Act, in the case
of atrust created wholly for charitable purposes, the trustee is not entitled to commissions
against principal, but rather, is entitled in such circumstance, to commissions from income in an

amount equal to six percent of income collected in each year.

In determining whether to recommend approval of an accounting, counsel for charity
must be grounded in law and in common sense. With regard to the law, counsel must protect
charity by being aware of the rules affecting all beneficiaries and charities, in particular. With
regard to common sense, counsel must be sensitive to public relations aspects as too vigorous a
defense may result in attorneys and corporate entities discouraging a donor from making a gift to
charity. Care must be taken to use appropriate judgment in protecting the interests of the
beneficiary while not antagonizing the estate or trust administrator with points that, although
technically correct, are of a minor nature in substance and volume. If, for example, lega fees
appear higher than normal and you are unable to ascertain any unusual circumstances justifying
the higher fees, 100k to see what your charity’ s interest is and to what degree it would receive

additional funds should you prevail.



Experience has shown that where individuals leave sizeable gifts to charity, they tend to
benefit multiple charities, often times charities with common goals and objectives. It is good
practice to communicate with counsel for the other charitable beneficiaries. Therefore, to the
extent that circumstances permit, avoid having your charity be the lone voice and rather join
forces with your co-beneficiaries to argue any problems with an accounting. Also, where
possible, encourage the attorney general’s attorneys and staff to help you out as the

representative of ultimate charitable beneficiaries.

In summary, counsel should be well versed in the law to maximize the benefits accruing
to its charitable clients, should operate with sensitivity to charity’s role and yet not abdicate

fiduciary responsibility and good advocacy.



Drafting Tipsfor Zeroed-Out GRATS
James Kronenberg, Principal/Associate Fiduciary Counsel

Bessemer Trust
Copyright © 2004 Bessemer Trust Company, N.A. All rights reserved.

Zeroed out GRATs are currently an extremely attractive planning strategy for a
number of reasons. First, the Walton opinion has finally eliminated the debate among
planners as to whether a GRAT can be zeroed out. Second, while the Applicable Credit
for estate tax purposes has been increased, the Applicable Credit for gift tax purposesis
now subject to a ceiling, limiting tax-free gifts to $1,000,000. This ceiling makes the
latter extremely valuable to clients so that strategies that operate to preserve it are very
appealing. Third, the object with almost any “successful” GRAT isto fund it with assets
that appreciate more than the 7520 rate. With interest rates currently so low, that isa
near certainty. Finally, now as always, the GRAT is a statutory creature, unlike the rival
strategy — the sale to a defective grantor trust. Because the GRAT is gtatutory, it is not
beset with the open issues that have always made certain planners nervous where the sale
to defective trust is concerned, such as whether the note is includable in the grantor’s
estate if he or she dies beforeiit is paid off.

1. Fit the Annuity Squarely Within the Walton Decision Walton, 155 T.C. 589

(2000), is the only authority for zeroing out a GRAT, and the IRS has now

acquiesced in the decision (Notice 2003-72). The annuity must be for aterm of

years, payable to the Grantor, or if the Grantor is not living, to the Grantor’s
estate.

2. A Revocable Contingent Annuity Interest for Spouse is No Longer Necessary.
The Schott, 319 F.3d 1203 (9™ Cir. 2003), rev. and rem. 80 TCM 1600 (2001),
and Cook, 269 F.3d 854 (7" Cir. 2001), aff' g 115 T.C. 15 (2000), cases deal with
the attempt to reduce gift tax exposure by giving the surviving spouse a
contingent annuity interest. After Walton and Notice 2003- 72, this technique is
no longer necessary because the GRAT can be zeroed out.




. Pay the Annual Annuity on the Anniversary Date of the Agreement. Using a 12-
month period ending on the anniversary date of the agreement keeps the assetsin
the GRAT aslong as possible, allowing them to grow. Thisis permitted by Tress.
Reg. §25.2702-3(b)(3). Do not use the calendar year, unless the trust agreement
was executed on December 31. Using the calendar year means there will be one
extra payment for the stub year.

. Take Advantage of the Formula Annuity Allowed by the Requlations. Defined

value formula clauses are under attack by the IRS, but in a GRAT such aformula
clause is dlowed by the Regulations. Reg. §25.2702-3(b)(ii) provides that the
annuity amount may be stated as a fixed percentage of the initial fair market value
of the property transferred to the trust, as finally determined for federal tax
purposes. Thus, a subsequent determination that the property was undervalued
will simply work to increase the value of the annuity and should not significantly
increase the value of the taxable gift.

. Allow for Late Annuity Payments. Treas. Reg. 25.2702-3(b)(4) allows the
annuity to be paid within 105 days after the anniversary date. Although the
regulation seems to allow such a payment even if the provision is not in the trust
agreement, including such a provision in the trust agreement is a useful reminder
of this rule and may facilitate some planning opportunities with respect to the
annuity payment.

. Don't Forget to Protect the Marital Deduction if the Grantor Dies During the
GRAT Term If the Grantor dies during the GRAT term leaving a surviving
spouse, the remainder interest can be directed away from descendants into a
marital trust to defer the payment of estate tax until the death of the surviving
spouse. There is some concern among commentators that if the remaining
annuity payments, as directed by the Grantor’s Will, and the remainder end up
passing to the spouse outright or to the same marital trust, the IRS would argue
that these “merged” interests are really areversionary interest, so that no value
would be given to the post-death payments and the GRAT could not be zeroed
out. In order to avoid this potential argument, two possible solutions are: (1)
create a separate contingent QTIP within the GRAT itself and (ii) give the Gantor
a power of appointment over the remainder interest if he or she dies during the
trust term.

Also, the marital deduction for the remaining annuity payments should be
preserved by providing that the GRAT will pay to the Grantor’s estate the greater
of net income and the annuity amount.

. Structure the Trust as a Grantor Trust. The GRAT should be a grantor trust, at

least during the retained annuity period, so that if the annuity payments are made
in kind, there is no taxable event for income tax purposes. In addition, the tax on
any gains taken by the GRAT will be paid by the grantor, not the GRAT, thereby
keeping more assets in the trust to pass down to the next generation. To achieve




grantor trust status, the grantor is typically given a nonfiduciary power to
reacquire trust assets from the GRAT by substituting property of equa value, see
IRC Sec. 675(4), or another administrative power under Section 675.
Alternatively, the grantor could retain the right to receive the greater of the trust
income and the annuity amount, plus a genera testamentary power of
appointment.

. Watch Out for Skip Beneficiaries. Because of the ETIP rules, GST exemption
cannot be applied to the GRAT until the end of the term of years. If the Grantor
survives the trust term, make sure GST planning is done with respect to potential
distributions to skip persons.




