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General Disclaimer

z The information and/or the materials provided as part of this

program are intended and provided solely for informational and
educational purposes. None of the information and/or materials
provided as part of this power point or ancillary materials are
Intended to be, nor should they be construed to be the basis of
any investment, legal, tax or other professional advice. Under
no circumstances should the audio, power point or other
materials be considered to be, or used as independent legal,
tax, investment or other professional advice. The discussions
are general in nature and not person specific. Laws vary by
state and are subject to constant change. Economic
developments could dramatically alter the illustrations or
recommendations offered in the program or materials.
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(October 29-30, 2020
VIRTUAL PROGRAM

Does more than one session during a concurrent time period look interesting?
No problem! All sessions will be recorded and we plan to make them available
at no additional charge for online viewing by attendees after the Institute.

REGISTER ONLINE AT:
http://law.nd.edu/estateplanning

Program is subject to change and will be modified to reflect any
legislative developments affecting estate tax.
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Intra-Family Installment Sales - Lowest Interest Rates Ever
And Low Values Make These Great Tools For Estate Tax
Planning Now

A great many clients are well aware of how we establish special irrevocable trusts for family
members, make sure that they have seed capital, and sell partial ownership interests in family LLCs
and family limited partnerships in exchange for long-term promissory notes.

The hopefully temporary reduction in the values of stocks and other assets make this a
unigue opportunity for smart taxpayers who have confidence that our medical technology will overcome
this virus within a reasonably short period of time.

A video explanation of the installment sale to an intentional grantor trust can be viewed on
You Tube by clicking here: https://youtu.be/qw6e-HZDjs4

Please consider this if you are otherwise estate taxable, keeping in mind that the
$11,580,000 exemption will be reduced by half on January 1, 2026 unless the House of
Representatives, the Senate and the President all sign legislation to the contrary.

There is another possible pitcher of lemonade to be made from the lemons that we find
ourselves viewing on television and otherwise with respect to the Coronavirus.

The S&P 500 Index has always recovered from every significant downturn and eventually
reaches levels higher than pre-down turn values. Here’s to history and the fact that it almost always
repeats itself.
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Canuselowest of lastthree monthson a “sale or exchange”under IRCSection1274(d)(2).

Current and Recent Applicable
Federal Rates (2020)

0.99%
s 0.58% 1.15%
0.18% 0.43% 1.01%
0.18% 0.45% 1.17%
(17/?0.;1??1%) (41/?6;}?1%) LL125

agassman@gassmanpa.com
shenkman@shenkmanlawcom
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$1,000,000 PROMISSORY NOTE/SCIN/PRIVATE

ANNUITY/GRAT ALTERNATIVES
August 2020 / CLIENT AGE 73

Alternatives: (Using August 2020 Applicabledesal Rates and August 2020 7520 Rate of .4%)

<3 Year Interest Only Installment Note @ .17®ayment = $1,700 per year*

A

9 Year Interest Only Installment Note .41%®ayment = $4,100 per year*

A

<9 Year Interest Only Installment Note @ 1.12%ayment = $11,200 per year*

A

CLIENT 12 Year Interest Only SCIN @ 5.813%ayment = $58,130 per year* TR UST
(AGE 73) |« (PURCHASER)

Private Annuity Level Annual PaymenPayment = $83,934.16 per year*

<
<

3 Year Level Payment GRAT @ .49%Payment = $335,998.92 per year*

<
<

**3 Year GRAT @ .4% 4nitial Payment = $277,054.36 and Increases Annually by 20%

&
<«

* Notes would have no penalty for prepayrhe minimum payments are shown above.
Self-cancelling installment Notes must balldmefore life expectancy as measured aetohNote being made. Client’s lifegectancy is 12.33
years under IRS tables. The SCIN calculatiabsve are based on a 12-year note term.

** This GRAT assumes that each annyigyment will increase by 20% each y&dr.GRATs assume no &xable gift on funding
If interestratesincreasen the future, considetthe useof a 20 yearinterestonly note at the 1.12%long term AFRJockingin a 1.12%rate for
the next20years.

Note: August 2020 rates for annual compounding are:

Short-Term -- .17%

Mid-Term — .41% Usable through Octolfl, 2020 for a “sale or exchange”

Long-Term —1.12%
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What Is The Biden 2-Step?

TheBiden2 Stepis a multiple step planningprotocol that maybe usedby highnet value
taxpayerghat would like to both:

(A) eliminateor reducefederalestatetaxes,and

(B) bewell situatedto makeuseof a largepart of what remainsof each
taxpayer's$11,580,00@statetax exemption,at leastfor the rest of
the 2020year.

(This$11,580,00@&xemptionincreaseseachyearwith chainedCPlandwill be reducedto
one half of its then applicablelevelon 1/1/2026, unlessCongressand a Presidentdelayor
eliminatethis reduction.)
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What Is The Biden 2-Step? — Cont'd

It is possiblethat a new Presidentandthe Houseand Senatecouldreducethe exemptionin
half, or evento alower leveleffectiveJanuaryl, 2021. Legislatiorto raisetax revenues
enactedanytime duringthe 2021yearcanbe retroactiveto the first day of the year.

While this seemsunlikely,it maybe bestto be readyfor the mosteffective mannerof using
the exemption,especiallyif there are other tax burdensthat comewith changessuchasloss
of discounts steppedup basisupondeath,andpayinga highertax sooneron inherited IRA’s
andother “IRDassets”.
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What Is The Biden 2-Step? — Cont'd

(Backto the Biden?2 5tep)

StepOne rExchangassets net worth for along term low interest
promissorynote viaa saleto anirrevocable“intentional grantor trust.”

(Manytaxpayerswill wantto completethe intra family installmentsaleeven
beforethe electionsoasnot to wait until yearendandrushto implementthe
first step (the installmentsaleto a grantortrust).

shenkman@shenkmanlawcom
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What Is The Biden 2-Step? — Cont'd

StepTwo r Beforeyear end, if necessarymakea gift of the promissorynote via
one or more of the following:

(A) simplyforgivesomeor all the note.
(B) giftthe note to one or more individualsor other entities.
(C) giftthe note to a Q MIPTrust,sothat it canbe decidedon or

before 9/15/2021 whetherto considerthis a “complete gift”

to atrust that will not be taxedin the spouse’sstate,or a
“marital deductiongift” that canresultin the spousereceiving
the note or other contributed assetsand later forgivingit.

Thiswill be discussedn later slides.

shenkman@shenkmanlawcom . .
: . ATTORNEYS AT LAW C ht © 2020 G ,C & D lo, P.A.
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JOHN SMITH ILLUSTRATION CHART

John Smith
Step One - Establish Holdings, L.L.C. and transfer Judy Smith, as Trustee
building LLCs to it.
- lish 1 leT fi 20 Yr. Promissory Note

::z ;;rtoto?:tab ish Irrevocable Trust and transfer — ( e (r)vn - - ble Trist for

f ATt - Judy Smith and Judy
Step Three - Sell 99% non-voting interest to it nts
Irrevocable Trust in exchange for promissory note.
Step Four - Make annual note payments of interest — — e o
and principal as needed. / Seed Capital Gift

- (Cash)

JOHN SMITH
HOLDINGS, L.L.C.

Real Estate, L.L.C. Real Estate, L.L.C. Real Estate, L.L.C.
i D E
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JANE SMITH ILLUSTRATION CHART

JANE SMITH
John Smith, as Trustee
(20 Yr. Promissory Note Irrevocable Trust for
Safety Latch Clause prevents Jane Smith 1.1% Interest Only) John Smith, Judy Smitt
Amendments without consent of John Living Trast -~ o At
Smith, Judy Smith or two neurologists. ne o jant
|
1%V 99% NV
Seed Capital Gift
(Cash)
JANE SMITH
HOLDINGS, L.L.C.
Real Estate, L.L.C. Real Estate, L.L.C. Real Estate, L.L.C. Real Estate, L.L.C. Real Estate, L.L.C.
A B C D E
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2036 Retained Life Interests — Stay Away
From the Fruit of the Tree

Assets transferred will still be cadsred as owned by the transferor:

a) (82036(a)(1)) - The transferor had any written or oral agreement or understanding to be
able to have to receive any “fruit from the tree.” The ability to put one cow on a large farm
IS enough to cause the entire farm to be subject to estate tax.

b) (82036(a)(2)) - The grantor retains any right exercisab@njunction with anyont®
control if and when the property will be received by others.

ThePowellandStrangiTax Court cases rely on the languaggower in conjunction with any
other person.” Example: The sole general partner is a S corporation. Because decedent was
minority shareholder, decedent was not in cordfahe general partner. The “in conjunction”
language was not limited to only a power that could control.

THREE YEAR RULE -8 2036(a) can apply even after the rights are given up if the grantor dies
within three years of giving the rights up.
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JANE SMITH ILLUSTRATION CHART

Jane Smith and John Smith, as Co-Trustees

/
JANE SMITH
John Smith, as Trustee David Doe CPA, Replaceable CPA
f chal d (20 Yr. Promissory Note SAME "?UST AS ON
Sa ety Lat ause prevents Amen me(\ts Jane Smith Livi 1.1% Interest Only) Jane Smith Spousal JOHN'S CHART
without consent of John Smith, Judy Smith, Trust “ Beneficiary Trust
Jennifer or two neurologists.
For John Smith,
Judy Smith and
Judy's Descendants
Seed Capital Gift : Seed Capital Gift
(Cash) (cash)
' %V (7% of net value of LLC assets) (7/10 fof 1% of net value of LLC assets)
‘ 99% NV
JANE SMITH
HOLDINGS, L.L.C.
Real Estate, L.L.C. Real Estate, LL.C. Real Estate, LL.C. Real Estate, LL.C. Real Estate, LL.C.
A B C D E

agassman@gassmanpa.com
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JOHN SMITH ILLUSTRATION CHART (2)

John Smith and Judy Smith, as Co-Trustees
Step One - Establish Holdings, L.L.C. and transfer

building LLCs to it.

Step Two - Establish Irrevocable Trusts and transfer JOHN SMITH
seed capital gifts to them. David Doe, as
Replaceable Trustee receives 7/10 of 1% seed

capital gifts and transfers these to LLCs as part of
initial contribution. Judy Smith, as Trustee David Doe, CPA, Replaceable CPA

Step Three - Sell 99% non-voting interest to
Irrevocable Trust in exchange for promissory note. (20 Yr. Promissory Note

John Smith 1.1% Interest Onl
Step Four - Make annual note payments of interest Living Trust * . ANVt Vs

and principal as needed.

SAME TRUST AS ON
JANE'S CHART

| For Judy Smith and Judy

| Smith's Descendants
Seed Capital Gift Seed Capital Gift
S%V (Cash) (Cash)
(7% of net value of LLC assets) (7/10 fof 1% of net value of LLC assets)
99% NV
JOHN SMITH
HOLDINGS, L.L.C.
Real Estate, L.L.C. Real Estate, L.L.C. Real Estate, L.L.C. Real Estate, L.L.C.
A B i D E
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JANE SMITH ILLUSTRATION CHART

Jane Smith and John Smith, as Co-Trustees

JANE SMITH

Safety Latch Clause prevents Amendments
without consent of John Smith, Judy Smith,

Jennifer or two neurologists.
Real Estate, L.L.C. Real Estate, L.L.C.
A B

agassman@gassmanpa.com
shenkman@shenkmanlawcom
jhesch62644@gmail.com

- John Smith, as Trustee
- SAME TRUST AS ON
JOHN'S CHART
Jane Smith Spousal
\“"'e Beneficiary Trust
‘6‘""0 00“\
oS ?
PR ou ‘9‘\0@"‘) For John Smith,
2 x:g'lo Judy Smith and
Judy's Descendants
Seed Capital Gift
(Cash)
(7% of net value of LLC assets)
9%V
99% NV

Real Estate, LL.C.

GASSMAN CROTTY }DENICOLO,PA.

David Doe CPA, Replaceable CPA

pd

Seed Capital Gift
(cash)
(7/10 fof 1% of net value of LLC assets)

LISI — 8/18/2020 — The Biden 2-Step
Copyright © 2020 Gassman, Crotty & Denicolo, P.A.
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JOHN SMITH ILLUSTRATION CHART (2)

John Smith and Judy Smith, as Co-Trustees
Step One - Establish Holdings, L.L.C. and transfer
building LLCs to it.
Step Two - Establish Irrevocable Trusts and transfer JOHN SMITH
seed capital gifts to them. David Doe, as
Replaceable Trustee receives 7/10 of 1% seed
capital gifts and transfers these to LLCs as part of
initial contribution. Judy Smith, as Trustee
Step Three - Sell 99% non-voting interest to
Irrevocable Trust in exchange for promissory note. SAME TRUST AS ON
= JANE'S CHART
Step Four - Make annual note payments of interest Living Trust W IS Irrevocable Trust
and principal as needed. S D
o
' 42 S . For Judy Smith and Judy
99% \ 0\3 & Smith's Descendants
’ \
|
Seed Capital Gift
(Cash)
(7% of net value of LLC assets)
9%V 999% NV
JOHN SMITH

HOLDINGS,

agassman@gassmanpa.com
shenkman@shenkmanlawcom
jhesch62644@gmail.com

LLC Real Estate, L.L.C.
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Seed Capital Gift
(Cash)
(7/10 fof 1% of net value of LLC assets)

David Doe, CPA, Replaceable CPA
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What Is The Biden 2-Step? — Cont'd

Backto StepOne:SellProperty Intereststo a Trustfor a Note
Most of the PresentersClientsUselLLC’stssFamilyHoldingCompanies:

Thereare goodbusinesgeasongo aggregatanvestmentandbusinessaassetsand
entity ownershipundera holdingcompany.

(A) Toallowmultiple generationgo haveinvolvementwith identificationand
managemenbf the assets.

(B) Toshieldthe assetdrom potential undueinfluenceor lackof management
that canoccurif the taxpayerbecomesncapacitatedor compromised.

(C) Taoprovidecreditor protectionin casethe taxpayeris eversuedfor a car
accidentor other activitiesor exposures.

(D) Tofacilitate sharingownershipof the assetsduringthe taxpayer’difetime
usingthe techniquesnereindiscussedandthereafter by family members

who inherit them.

B GASSMAN CROTTY | DENICOLOPA. LISI — 8/18/2020 — The Biden 2-Step
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What Is The Biden 2-Step? — Cont'd

Determininga SalesPrice

Onceit isdecidedwhat assetswill gounderthe holdingcompanyandwhat
assetanaybe solddirectlyto anirrevocabletrust, theseitemscanbe valued,so
that a salespriceis determined.

Typicallythere will be a discountif a non voting membershipinterestin a
family LLds beingsold. Thesameappliesto transferringlimited partnership
interestsin alimited partnership.

Sizeof the valuationdiscountfor lackof control and lackof marketability? In
the longrun, the discountisinsignificant. Themore effectivewealth transfer
occurswith the grantortrust earninga rate of return greaterthanthe 1.12%
interestrate on the note andthe grantor payingthe incometaxeson the
grantortrust’staxableincome. Aggressiveraluationdiscountsincreasethe gift
tax auditexposure!!
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What Is The Biden 2-Step? — Cont'd

Usingthe IrrevocableGrantor Trustto Make the Purchase:

While or after the FamilyLLds establishedandfundedanirrevocabletrust that
may be heldfor a spouseand/or descendantand/or others,whichmayinclude
charity,is establishedand hasbeenfunded by only the taxpayerwho will sellthe
assets.

Thetrust is“disregarded’for incometax purposes.

Thediscussiorof suchatrust couldgofor hoursandis beyondthe scopeof
today’stalk.

Theirrevocablegrantortrust purchaseghe non woting memberinterestin the
holdingcompanyandwhateverother assetsare beingsold,for along term note
bearinginterestat the applicablefederalrate (whichis presentlyl.12%for notes
that exceed9 years).

TheabovecompletesStepOne.
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What Is The Biden 2-Step? — Cont'd

As StepTwo, and before the estate tax exemptionis reduced,the taxpayercan:

(A) Forgivethe note, if desired,after receivingelectionresultsandreport this asa
gift in anamountequalto the statedprincipal(its facevalue).

(B) Considevaluingthe note baseduponits fair marketvalue,asopposedto the
faceamountowedandthen giftingit (forgivingthe note isalsoa gift) For
example,a $13,000,000ow interestlongterm note maybe worth $11,000,000
becausadts interestrate is lower than marketratesandother factors.

(C) Inthe future there maybe a possibleswapof the low interestlong term note
for ahigherinterestshorterterm note of equalvalue,but with alower amount
owed. Thatnote would be forgivenor gifted at facevalue. Forexample the
$13,000,00(hote aboveistradedfor a currentrate $11,000,00@emandnote,
andthat note is forgivenasa gift.

(D) Transfethe note to a Q MIPTrustfor the spouseof the taxpayerand decideby
the due date of the maritaldeductionelectiondeadlinein 2021whetherto have
this be consideredo be either (a)a 2020gift to a non marital deductiontrust,
thus usingpart of the $1,580,00Cxemption,or (b) atransferto the spousevia
the maritaldeductionbeingelectedandthe trustee distributingthe note to the
spouse thus usingnone of the exemption,asif no transferwasmade.

SSRGS L E0 GA! N CROTT iDENICOLQPA LISI — 8/18/2020 — The Biden 2-Step
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IncomeTaxConsequencesf the Installment Saleto a
Grantor Trust

» |f the Trustis structuredasa grantortrust, then no incometax will resultfrom
the sale. Underthe grantortrust rules,the grantoristreated asthe incometax
owner of the trust’s assetsf@ disregardecentity for incometax purposesonly).
Onecannotrealizea gainif there isno saleof exchange. Rev.Rul.854.3

* Notonlyisnoincometax gainrealizedon the sale,no interestincomeno
interestdeductionis reported for incometax purposes.

* Any income,deductionandcredit of the Trustmust be reported on the
grantor’sindividualincometax return.

« Ifthe trustisnolongeragrantortrust duringthe note term for reasonsother
than the grantor’sdeath,then the assetsare deemedto havebeensoldto the
trust for federalincometax purposeswhichresultsanincometaxable
installmentsaleby the grantorat the time the trust becomesa non grantor
trust. SeeTreasReg.81.10012(c)Examplg>5).

SRR S a0l GASSMAN CROTTY | DENICOLOPA. LISI — 8/18/2020 — The Biden 2-Step
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What Is The Biden 2-Step? — Cont'd

Questionsfor ProfessorHesch:

1. Ifanonwrotingmemberinterestin anLLGvorth $10,000,000s exchangedor a 25 year
note, payablel.12%interestonly with all principaldue at maturity, hasa gift beenmade
uponthe issuance?

2. Carnthere be a gift uponthe issuanceof the note if shortlythereafterthe note isvaluedat a
discount. Compareto a $13,000,00@Gapitalcontributionto a LLOn exchangdor anonr
votinginterestandthe LLOnterestis later valuedat a discount. Whatarethe LLGnember’s
rightsunderthe LLGoperatingagreement?

3. Isit acceptabldor a promissorynote to havealongerlife thanthe life expectancyof the
sellerwho will hold the note? Yesbut to be on the conservativeside,do not exceedthe
lesserof the seller’slife expectancyor 20 years.

4. Afterthe 1.12%longterm 20 year AFRnhote isissuedthe AFRfive yearslater hasincreased
backto its historicalmeanof 5.0%. Justusingthe current5.0%AFRthe valueis
discounted?

5. Arethere other factorsthat canbe usedto valuenotes? Forexample the longterm AFR
interestrate islower than marketrates.
Seecharton next two slides
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Valuation of Promissory Notes for Transfer Tax Purposes
Date the | Face Duration | Interest | Decedent’s How long Applicable | Whether | Financial | Discount rate applied
note amount of | of the rate on date of death | the note had | federal or not strength
was the note note the note to run rate on the note | of the
entered following date of was lender
in to death of death secured
decedent

Estate of 5 notes: | $275.000 20 years 6% 1974 (2-6 Unknown 9.75% No Unknown | 50% or more for each

Berkman v. years after note (longer term notes

Commissioner | 1in ‘68 issnance of got greater discounts)

1in 69 notes -

(1) 21 ‘70 depending on

1in ‘72 the note)

B. Smith v. 1977 $10,312,000 | 20 years 6% 1988 Unknown 7.57% Unknown | Unknown | Discount applied —

U.S. specific percentage
amount not given.

(2) (Lack of marketability.
lack of protective
covenants. lack of
formal
acknowledgement of
the debt by the lender.
unusual payment
schedule. market
interest rate increase.)

Estate of 1992 2 notes: 20 7.61% 1994 Until 7.58% No Strong Discount applied —

Hoffman v. $278.147; maturity specific percentage

Commissioner $173.083 amount not given.

3)

Estate of 1991 $450.000 1 year 10.75% 1995 Note was 7.19% Yes Unknown | 12% (no assurance that

Harper v. renewed each the note would be paid

Commissioner year until in full at the next

decedent’s maturity date and issues

) death affecting the property
the note was secured
by.)
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Valuation of Promissory Notes for Transfer Tax Purposes

Date the | Face Duration | Interest | Decedent’s How long Applicable | Whether | Financial | Discount rate applied
note amount of | of the rate on date of death | the note had | federal or not strength
was the note note the note to run rate on the note of the
entered following date of was lender
in to death of death secured
decedent
Example 2012 Unknown 9 years 0.95% Unknown Unknown 3.40% Unknown | Unknown | 12.85% (lack of
Appraisal One collection rights and
lack of marketability)
()]
Example 2012 Unknown | 9 years 1.07% Unknown Unknown Not Yes Weak 21.6% (no protective
Appraisal Two provided covenants, size of the
note, lack of
(6) marketability, weak
financial strength of
1ssuer.)
Valuation Unknown | $1.000.000 | 9 years 3% Unknown Unknown 3% Unknown | Unknown | Subject to discounts
Scenario 1 because note likely
would not have a fair
0] market value equal to
its face value. No
specific discount
percentage given.
Valuation Unknown | $1.000.000 | 20 years 4% Exactly one Unknown 4% Unknown | Unknown | Subject to discounts
Scenario 2 year after because. when
1ssuance of compared. other similar
8 note long-terms loans are
meaningfully
discounted. No specific
discount percentage
given.

A
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What if the Grantor DiesDuringthe Note Term?

It isunclearwhetherincometax would be realizedif the grantor diesduringthe note term.

A few commentatorsbelievethat the promissorynote representsincomein respectof decedent,which
doesnot getastepup in basisunderIRCSection1014. Thus,n their view, gainwould be recognizedf
the outstandingnote balanceexceededhe grantor’sbasisin the note immediatelybefore death. This
viewis flawed!

» Ifthe deemedsalequalifiesfor installmenttreatment under Section453,the realized gainwould
be reported only asprincipalpaymentsare made;if the assetssoldwere marketablesecurities,
the installmentsaleis not eligiblefor the installmentmethodandgainis deemedto be reported,
mostlikely on the sellers’final incometax return death.

Becausdhe note cannotbe incomein respectof a decedent,the holder of the note (i.e.,the grantor’s
successoin interest)is entitled to a stepup in basison the note uponthe grantor’sdeath pursuantto
Section1014,which presumablywould equalthe valueof the note includedin the grossestate. If the
note isvaluedin the grossestateat a discount,that valuemustbe usedanda marketdiscountdebt
obligationis createdunder§ 1276.

Foran excellentdiscussiorof both sidesof this issue(andother issuesapplicableto the InstallmentSale
to a GrantorTrust),seeMichaelD. Mulligan'spaper,“A ‘Realityof Sale’Analysiof InstallmentSaledo
GrantorTrusts:ProperlyStructured the BestTransferTaxStrategy”’presentedat the 2015Notre Dame
Tax& EstatePlanningnstitute.
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1. What is income in respect of a decedent?Under § 691, IRD is income that was
earned while the decedent was living but was not reported on the decedent’s
individual income tax returns.

Example A cash method taxpayer was not paid wages earned while living
because the decedent used the cash method of accounting.

Example. While living the decedent sold an appreciated asset in exchange for
third party buyer’s installment note and used the installment method of
accounting to report the gain “realized” while living to when the note principal
Is paid. The gain was “realized” by the seller while living but was not reported
because the installment method of accounting deferred reporting the “realized”
gain.

2. With an installment sale to a grantor trust no gain was “realized” while the decedent
was living.

3. Because the note included in decedent’'s gross estate is not IRD, its basis is
determined under § 1014(a).Caution: If note value is discounted, § 1276 creates a
market discount debt obligation. When the note principal is paid, the excess of
principal over basis is ordinary income.
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4. Because death cannot be an income tax realization event, no gain can b
reported when the grantor dies with the grantor trust's note still
outstanding.

That leaves two choices.

a. Apply Section 1015(b): “If property is acquired by a transfer in trust,
the basis shall be the same as it would be in the hands of the
grantor.” The note in the grantor’'s gross estate takes a Section
1014(a) basis and the grantor’s basis continues as the non-grantor
trust’s basis. Because Section 1015 was only intended to apply to
gifts in trust, and the grantor’s sale was not a gift, Section 1015(b)
should not apply to transfers at death.

b. Upon conversion to a non-grantor trust by reason of death, the
transfer occurred simultaneously with death. The trust is deemed to
acquire the asset by purchase and its basis in the asset purchased
should be a cost basis under section 1012, equal to the outstanding
principal on the note at the time of death.
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Must a sale for adequate consideration be reported on a
Gift Tax Return? vs. Optional (Recommended)

WHAT HAS TO BE REPORTED ON A GIFT TAX RETURN
VERSES OPTIONAL (BUT RECOMMENDED)

Required To Be Not Required To Be
Disclosed Disclosed

1. | Any seed capital gift to the irrevocable | Required, if exceeds the
trust. $15,000 annual exclusion
that may be available.

2. | The funding of a family holding LLC May not need to be
reported.
3. | A sale for a proper note - amount owed May not need to be
equals FMV of assets sold. reported.
4. | Cancellation or gifting of the note. This will need to be
reported.

shenkman@shenkmanlawcom
jhesch62644@gmail.com
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Typical Annual Gifting and Use of Exemption Gifting for Estate Taxable Clients
(Part 1) Neither spousze will be Trustee.

GIFTING TRUST

FOR
SPOUSEL DESCENDANTS

(Funded by
- Spouse 1)

\\\. SPOUSE

. A
. SPOusE2 DESCENDANTS
S (Funded by
" ~ S|
\"\-\x-
\\"\-\ i .
x\t
Spouse 1 funds trust for Spouse 2 and Descendants ﬂ"m\

Spouse 2 funds trust for Descendants. ™~ .

Annual gifting and/or exclusion gifting of discounted entity
interests.

To avoid Powell/Strangi ligidation and distribution rights

are given to third party fidicuary who is not otherwise a

. Asset that has been held under this entity a sufficient
perod of time to avoid step transaction issues.

E\GY Sale - Part 1831

‘dig*caw 10.04.19
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TYPICAL ANNUAL GIFTING AND USE OF EXEMPTION GIFTING FOR ESTATE TAXABLE CLIENTS

[ } (Promissory Note)
SPOUSE 1
Nevada Trustee?

SPOUSE

&
DESCENDANTS
(Funded by

GIFTING TRUST
FOR
DESCENDANTS

(Funded by
Spouse 1)

\»\ [ . ]. (Promissory Note)
b N

1. Need seed capital and/or guarantees to at least meet ™~
the “imaginary” 10% test. N

2. Normally keep small enough so that disallowance of all S
discounts would not cause imposition of federal estate tax. ’

3. Use Wandry style adjustment agreements so that if
discounts are disallowed, the sales price goes up and the
promissory notes increase.

4. Consider self-cancelling installment notes, but the risk
posed by the IRS's position in Davidson.

5. Consider private annuity, but probability of exhaustion Asset that has been held under this entity a sufficient
test and income tax issues if the trust is not used. perod of time to avoid step transaction issues.

Sale - Part 28 xisx o caw 10.04.19
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Installment Saleto IDGT
with Interest BearingPromissoryNote
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Installment Saleto IDGT

» Thistechniqueinvolvessellinga portion of Mrs. Client’'sownership
In ClientHoldings LLGo the ClientGifting Trustin exchangdor a
promissorynote.

» Thistechniqueallowsthe valueof the ownershipin ClientHoldings,
LLGhat istransferredto the ClientGifting Trustto be excludedfrom
estatetax uponMrs. Client’sdeath,and only the valueof the
promissorynote will be subjectto estatetax uponMrs. Client’s
death. Thus,anygrowth andincomerelatingto the ownershipof
ClientHoldingsLLQhat istransferredwhichis abovethe stated
Interestrate in the promissorynote will be excludedfrom estatetax
upon Mrs. Client’sdeath.

* Mrs. Clientistreated asthe owner of the ClientGifting Trustfor
Incometax purposesandwill be responsiblgor payingall of the
Incometaxesassociatedvith the ClientGifting Trust. Thisallowsthe
assetdan the Trustto growon atax free basisandincreaseghe
estatetax savings.
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Curent Structue

Membership
JaneClient interestin
LivingTrust Client

— ! HoldingsLLC

99%Non Moting
1%Voting

ClientHoldingsLLC
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Sep One- (ontribute SeedCapitl Git to Client
Giting Trust

ClientGifting Trust
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Sep Two — Sl Interest in Client Holdings,LICto
Client Giting Trust

Membership
_ Interestin
JaneClient Client

LivingTrust HoldingsLLC

99%Nqn rVoting
1%Voting ClientGifting Trust

99%NonrVoting ﬁ

ClientHoldingsLLC
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Sep Three —dient’s LivingTiust Receives Notein
Exchange for Saleof Membership Interest in dient

sl ClientGifting Trust
'V'n__g rust InterestBearingPromissoryNote

I— Paymentsare madefrom Gifting Trustto Mrs. Clien [ -

LivingTrustannually

1%Voting 99%NonrVoting

ClientHoldingsLLC
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Structue DuringNote Tam (9 Yars)

InterestBearingPromissoryNote
Paymentsare madefrom Gifting Trustto Mrs. Client’s
Trustannually

Mrs. Client’s . T
LivingTrust ClientGifting Trust

1%Voting
99%Non Moting
IncomePaidto Client
Basedon 1%Ownership IncomePaidto Trust
Basedon 99%

Ownership

ClientHoldingsLLC
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EndingStructue
99%0Owneship Transferred Edate Tax Free

Mrs.
Client’s
LivingTrust

ClientGifting Trust

0 .
g 99%Non Moting
IncomePaidto Client

basedon 1%Ownership IncomePaidto Trust

Basedon 99%
Ownership

ClientHoldingsLLC
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Lifetime Q-TIP Trusts to the Rescue

An alternative strategy that married taxpayers may use to have the client the ability to pull
the plug on a large 2020 gift as late as September of 2021, would be to transfer the low interest
longterm note in late December of 2020 to a “Lifetime @IP Trust” that will qualify for the
estate tax deduction to the extent necessary to avoid imposition of gift tax on the donor spouse.

A QITIP Trust is a trust that must pay all income to the spouse beneficiary, and can be used
solely to benefit the spouse beneficiary during his or her lifetime. A trustee can be given the
power to devise all assets under the trust to such spouse.

A QITIP Trust can be divided into two separate sub trusts, one of which can be considered
to be a Credit Shelter Trust that will not be subject to estate tax on the death of the spouse
beneficiary, with the other trust qualifying for the marital deduction and being considered to be
a Grantor Trust owned by the spouse beneficiary during her lifetime.

The Grantor of the QTIP Trust can elect what portion of the trust will be treated as the Credit
Shelter Trust, and what portion of the trust will be considered to be the Marital Deduction
Trust, in the manner described above by an election that must be filed by April 15 of the
calendar year following the contribution to the Trust, or by October 15, if the Grantor spouse
files a timely extension. It is essential that the election be made on time, because there is no
relief available if not. See Creative Trust Planning Strategies for Using Lifetinig@p® by
Richard S. Franklin, ABA Section of Real Property Trusts and Estates Law Webinar April 7, 2018.
Richard Franklin can be contacted at rfranklin @#iv.com.
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Lifetime Q-TIP Trusts to the Rescue, Cont'd

This mechanism allows a grantor who is uncertain as to whether he or she wants to use some or all of his or
her remaining estate tax exemption amount, and also enables the Grantor to use a “Formula Clause”, which
may best be described by the following example:

Harold has $10,000,000 of his $11,580,000 estate tax exclusion remaining in
December, 2020. He also has a $15,000,000 iltterest rate promissory note that
pays interest annually and will balloon in 20 years. The note may be worth
$12,000,000.

Harold places the promissory note into a&time Q-TIP Trust for his wife, Dorothy

in 2020 immediately after it is determined that Joseph Biden has won the presidential
election. Harold then waits to see whether the estate tax exemption is reduced in
2021. On or before the due date in 2021 Harold may file an election to treat the entire
Q-TIP Trust as a Marital Deduction Gift, and thus retain his exclusion amount, as if
no gift was made. In that event, the trustee of the Q-TIP Trust may distribute the
note to Dorothy, so that no large gift has essentially been made.

Alternatively, if the estate tax exclusion is reduced retroactively to January 1, 2021,
then Harold can make the gift to the Q-TIP Trust effective in 2020 as a “retroactive”

gift of his remaining exemption amount by making a Formula Election which says

“have an amount of assets in Credit Shelter portion of the Q-TIP Trust equal in value
to my remaining exclusion amount divided by the total value of trust assets, with the
remaining trust assets to be held as a Marital Deduction Trust.”
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Lifetime Q-TIP Trusts to the Rescue, Cont'd

The Trustee hires a valuation expert in 2021 after Harold has made his election, and the
expert opines that 83.33% of the note should pass to the Credit Shelter portion of the Q-
TIP Trust and 16.67% of the note should pass to the Marital Deduction portion. 83.33%
of $15,000,000 is $12,500,000 in principal that the Credit Shelter Trust may receive if the
note is paid off after a few years of having the trust receive interest payments. The
remaining $2,550,000 portion of the note that is in the Q-TIP Marital Deduction sub trust
will be included in his spouse’s taxable estate, and may be subject to both a time value of
money discount for the low interest rate situation and a partial ownership discount, as per
the Smith v. U.Scase, which is discussed above.

If the IRS audits a gift tax return more of the note may have to be allocated to the Marital
Deduction portion, but no gift tax will be owed.
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Lifetime Q-TIP Trusts to the Rescue, Cont'd

One disadvantage of the Credit Shelter Subttiesture of the Q-TIP Trust is that it must pay
all income to the surviving spouse, which would mean all interest payments on the promissory note
portion allocated to the Credit Shelter Trust will come out to the spouse, but the note may be paid in full,
and then the money may be invested in growth stocks that pay no dividends.

In the 1992 % Circuit Court of Appeals decision dEstate of Claytor{976 F.2d 1486), the
Court held that the portion of the Q-TIP Trust designated as a Credit Shelter Trust (to not qualify for the
marital deduction) would not have to pay income to the surviving spouse if drafted to provide for this.
The IRS responded to this case by establishing the “Clayton Q-TIP Election” regulations at Sec.
20.2056(b)-7(d) to allow for this for a Q-TIP trust formed at death, but it is not clear whether this
treatment can apply for a lifetime Q-TIP gjit]
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TAB 1- INSTALLMENT SALE OF 50% INTEREST TO INTENTIONALLY DEFECTIVE GRANTOR TRUST
Year Interest-Only Note: Trust Remains a Grantor Trust Indefinit

Annual Note Payments of
$139,500.00

New Trust established
for the benefit of
descendants

HUSBAND
AND WIFE

Seed Capital Gift
$750,000

$1,800,000 of Income
Paid to HUSBAND and WIFE
Based on 50% Ownership

$1,800,000 of Income
Paid to Trust
Based on 50% Ownership

Undiscounted Value of Company: $22,500,000
Discounted Value of 50% Interest in Company: $7,500,000
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Column 1D A B C D E F G H |
Reported Value of 50% | Actual Value of 50% Interest Income Earned by
Interest in NEW CORP. in NEW CORP, INC. Trust from 50% Stock Excess Assets in
INC. Assuming 7% Assuming 7% Growth Per Interest (Based Upon | Annual Note Payments Trust (Assuming
Growth Per Year (with Year (Without Valuation Sale Price of 50% Stock | 16% of Undiscounted | Payable to HUSBAND | Portion of Payment | Portion of Payment as Outstanding Growth at 4% Per
Year Valuation Discounts) Discounts] Interest with Discount Value and WIFE as Principal Interest Balance of Note Year)
1 $7,500,000.00 $11,250,000.00 $7,500,000.00 $1,800,000.00 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $1,726,920.00
2 $8,025,000.00 $12,037,500.00 $1,926,000.00 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $1,857,960.00
3 $8,586,750.00 $12.880,125.00 $2,060,820.00 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $1,998,172.80
4 $9,187,822.50 $13,781,733.75 $2,205,077.40 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $2,148,200.50
5 $9,830,970.08 $14,746,455.11 $2,359,432.82 $139,500.00 $0.00 $139,500.00 $7.500,000.00 $2,308730.13
6 $10,519,137.98 $15,778,706.97 $2,524,593.12 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $2.480,496 84
7 $11,255,477.64 $16,883,216.46 $2,701,314.63 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $2,664,287 22
8 $12,043,361.07 $18,065,041.61 $2,890,406.66 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $2,860,942 92
9 $12,886,396.35 $19,329,594.52 $3,092,735.12 $139,500.00 $0.00 $139,500.00 $7.,500,000.00 $3,071,364.53
10 $13,788,444.09 $20.682,666.14 $3,309,226.58 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $3,296,515.65
11 $14,753,635.18 $22,130,452.77 $3,540,872.44 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $3,537,427.34
12 515,786,389.64 $23.679,584.46 $3,788,733.51 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $3,795,202.85
13 516,891.436.92 $25,337,155.38 $4,053,944 86 $139,500.00 $0.00 $139,500.00 $7.500,000.00 $4,071,022.65
14 $18,073,837.50 $27,110,756.25 $4,337,721.00 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $4,366,149.84
15 $19,339,006.13 $29,008,509.19 $4,641,361.47 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $4,681,935.93
16 $20,692,736.56 $31,039,104.83 $4,966,256.77 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $5,019,827.04
17 $22,141,228.11 $33,211,842.17 $5313,804.75 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $5,381,370.54
18 $23,691,114.08 $35.536,671.12 $5,685,867.38 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $5,768,222.07
19 $25,349.492.07 $38.024,238.10 $6,083,878.10 $139,500.00 $0.00 $139,500.00 $7,500,000.00 $6,182,153.22
20 $27,123,956.51 $40,685,934.77 $6,509,749.56 $7,639,500.00 $7,500,000.00 $139,500.00 $0.00 ($1,129,750.44)
Interest Rate: 1.860%
Loan Amount: $7,500,000.00
Annual Minimum Regular Payment Amount: $139,500.00
Balloon Payment Amount (If Loan Is Not Paid Off By Maturity): $7,500,000.00
Total Loan Payments: $10,290,000.00
Excess of Value of Trust Assets Over Promissory Note in Year 20: $41,964,791.67
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Tabl installmentSaleof 50%Interestto IntentionallyDefectiveGrantorTrust,Cont’d

J K L M N (o]
Amount Included in the Estate of
the Survivor of HUSBAND and | Value of 50% Stock Interest| Value of Assets

Trust Income WIFE if the Survivor Dies in and Trust Excess Cash Shifted Outside of

Taxes Paid by | Excess of Note Payments to | Particular Year (Assuming that |Excluded from HUSBAND's| HUSBAND's and Estate Tax Savings if the
HUSBAND and HUSBAND and WIFE Over Note interest payments are spent and WIFE's Estates WIFE's Estates If Survivor of HUSBAND and
WIFE (37%Tax Tax Pa nts (Or Note on income tax payments and living (Without Valuation They Dieina WIFE Dies in a Particular

Rate) Payments Deficit) expenses) Discounts) Particular Year Year

($690,575.40) ($551,075.40) $7.500,000.00 $12,976,920.00 $6,167,495.40 $2.466,998.16

($739,060.20) ($599,560.20) $7,500,000.00 $13,895,460.00 $7.134,520.20 $2,853,808.08

($790,938.94) ($651,438.94) $7,500,000.00 $14,878,297 .80 $8,169,236.74 $3,267,694.69

($846.449.18) ($706,949.18) $7.500.000.00 $15,929.934 .25 $9,276.383.43 $3.710,553.37

($905.845.15) ($766.345.15) $7.500,000.00 $17,055,185.24 $10.,461.030.39 $4.184.412.16

($969.398.83) ($829.898.83) $7.500,000.00 $18,259.203.81 $11,728.602.64 $4.691.441.06
($1,037,401.27) ($897,901.27) $7,500,000.00 $19,547 503.68 $13,084,904 95 $5,233,961.98
($1,110,163.88) ($970,663.88) $7,500,000.00 $20,925,984 .53 $14 536,148 42 $5,814,459 37
($1,188,019.88) ($1,048,519.88) $7,500,000.00 $22.400,959.05 $16,088,978.93 $6,435,591.57
($1,271,325.79) ($1,131,825.79) $7,500,000.00 $23,979,181.79 $17,750,507 .57 $7,100,203.03
($1,360,463.12) ($1,220,963.12) $7,500,000.00 $25,667,880.11 $19,528,343.23 $7,811,337.29
($1,455,840.06) ($1,316,340.06) $7,500,000.00 $27,474,787 .32 $21,430,627.37 $8,572,250.95
($1,557,893.38) ($1,418,393.38) $7,500,000.00 $29,408,178.03 $23,466,071.41 $9,386,428 .57
($1,667,090.44) ($1,527,590.44) $7,500,000.00 $31,476,906.09 $25,643,996.53 $10,257,598.61
($1,783,931.29) ($1,644,431.29) $7,500,000.00 $33,690,445.12 $27,974,376 .41 $11,189,750.57
($1,908,951.01) ($1,769,451.01) $7,500,000.00 $36,058,931.88 $30,467 882.88 $12,187,153.15
(52,042 722.10) ($1,903,222.10) $7.500,000.00 $38,593.212.71 $33,135,934.81 $13,254,373.92
($2,185,857.17) ($2,046,357.17) $7,500,000.00 $41,304,893.20 $35,990,750.37 $14,396,300.15
($2,339,011.69) ($2,199,511.69) $7,500,000.00 $44 .206,391.32 $39,045,403.01 $15,618,161.21
(52.408,607.34) $5,230.892.66 $0.00 $39,556,184.33 $41,964.791.67 $16.785,916.67

GASSMAN CROTTY ' DENICOLO,PA.

LISI — 8/18/2020 — The Biden 2-Step 49
ATTORNEYS AT LAW

Copyright © 2020 Gassman, Crotty & Denicolo, P.A.

~ @ : agassman@gassmanpa.com
- o o shenkman@shenkmanlawcom
X L |

jhesch62644@gmail.com



TAB 5 - SELF CANCELLING INSTALLMENT SALE OF 50%INTEREST TO INTENTIONALLY DEFECTIVE GRANTOR TRUST
20-Year Interest-Only Note: Trust Remains a Grantor Trust Indefinitely

Annual Note Payments of
$332,325.00

e New Trust established for the benefit of descendants

HUSBAND AND
WIFE

Seed Capital Gt
§750,000
$1,800,000 of Income
Based on 50% Ownership Paid to Trust
Based on 50% Ownershp
Undi d Value of C. - $22,500,000
Discounted Value of 50% Interest in Company: $7,500,000
Column D A B C D E F G H |
Re; Value of Income Earned by
50%Interest in NEW | Actual Value of 50% Interest Trust from 50% Excess Assets
CORP, INC. Assuming| in NEW CORP, INC. Stock Interest Cumulative in Trust
7%Growth Per Year | Assuming 7% Growth Per (Based Upon 16% of | Annual Note Payments Portion of Payments Paid (Assuming
(with Valuation Year (Without Valuation | Sale Price of 50%Stock |  Undiscounted | Payable to HUSBAND | Paymentas | Portion of Payment |to HUSBAND and| Outstanding | Growth at4%
Year Discounts) Discounts) Interest with Discount Value) and WIFE Principal as Interest WIFE Balance of Note |  Per Year)
1 $7.500,000.00 $11,250,000.00 $7.500,000.00 $1,800,000.00 $332,325.00 $0.00 $332,325.00 ($332,325.00) $7,500,000.00 | $1,526,382.00
2 $8,025,000.00 $12,037,500.00 $1,926,000.00 $332,325.00 $0.00 $332,325.00 ($664,650.00) $7,500,000.00 | $1,657.422.00
3 $8,586,750.00 $12,880,125.00 $2,060,620.00 $332,325.00 $0.00 $332,325.00 ($996,975.00) $7,500,000.00 | $1,797.634.80
4 $9,187,822.50 $13,781,733.75 $2,205,077.40 $332,325.00 $0.00 $332,325.00 ($1,329,300.00) | $7,500,000.00 | $1,947.662.50
5 $9,830,970.08 $14,746,455.11 $2,359.432.82 $332,325.00 $0.00 $332,325.00 ($1,661,625.00) | $7,500,000.00 | $2,108,192.13
6 $10,519,137.98 $15,778.706.97 $2524 593.12 $332,325.00 $0.00 $332,325.00 ($1,993,950.00) | $7.,500,000.00 | $2,279958.84
7 $11,.255477.64 $16,883,216.46 52.701,314.63 $332,325.00 $0.00 $332,325.00 ($2,326,275.00) 7,500,000.00 | $2.463,749.22
8 $12,043,361.07 518,065,041.61 52,890,406.66 $332,325.00 $0.00 $332,325.00 ($2,658,600.00) 7,500,000.00 | $2,660404.92
9 $12,886,396.35 $19,329.594.52 $3,092,735.12 $332,325.00 $0.00 $332,325.00 ($2,990,925.00) 7,500,000.00 | $2.870,826.53
10 $13.788 444.09 $20,682.666.14 $3,309.226.58 $332,325.00 $0.00 $332,325.00 ($3,323,250.00) | $7,500.000.00 | $3,095977.65
11 $14.753 635.18 $22,130.452.77 $3,540.872.44 $332,325.00 $0.00 $332,325.00 ($3,655,575.00) | $7,500,000.00 | $3,336,889.34
12 $15.786,389.64 $23,679.584 46 $3,788.733.51 $332.325.00 $0.00 $332,325.00 ($3.9587.900.00) | $7.500.000.00 $3,594 664 85
13 $16,891.436.92 $25,337,155.38 $4.053.944 86 $332,325.00 $0.00 $332,325.00 ($4.320,.225.00) | $7,500,000.00 | $3,670.484.65
14 $18,073,837.50 $27,110,756.25 $4 337,.721.00 $332,325.00 $0.00 $332,325.00 ($4652,550.00) | $7,500.000.00 | $4.165611.84
15 $19,339,006.13 $29,008,509.19 $4641.361.47 $332,325.00 $0.00 $332,325.00 ($4.984 875.00) | $7,500,000.00 | $4,481,397.93
16 $20,692,736.56 $31,039,104.83 $4,966.256.77 $332,325.00 $0.00 $332,325.00 ($5.317,200.00) | $7,500.000.00 | $4.819.289.04
17 $22 141 228.11 $33,211.842.17 $5313.894.75 $332,325.00 $0.00 $332,325.00 ($5649,52500) | $7,500,00000 | $5,180,832.54
18 $23.691,114.08 $35,536,671.12 $5,685,867.38 $332,325.00 $0.00 $332,325.00 ($5.981,850.00) | $7,500.000.00 | $5,567.684.07
19 $25.349.492.07 $38,024,238.10 $6,083.878.10 $332,325.00 $0.00 $332,325.00 ($6.314,175.00) | $7,500,000.00 | $5.98161522
20 $27,123,956.51 $40,685,934.77 $6,509.749.56 $7.832,325.00 $7,500,000.00 $332,325.00 ($14,146,500.00) $0.00 ($1,322,575.44)
Interest Rate: 4431%
Loan Amount: $7,500,000.00
Annual Minimum Regular Payment Amount: $332,325.00
Balloon Pa it Amount (If Loan Is Not Paid Off By Maturity): $7,500,000.00

Total Loan Payments: $14,146,500.00

X lue of Ti r Promi inYe: : $41,771,966.67

agassman@gassmanpa.com GASSMAN CROTTY ! DENICOLO,PA. LISI — 8/18/2020 — The Biden 2-Step

shenkman@shenkmanlawcom

jhesch62644@gmail.com ATTORNEYS AT LAW Copyright © 2020 Gassman, Crotty & Denicolo, P.A. 50




Tab3 SelfCancellingnstallmentSaleof 50%lnterestto IntentionallyDefectiveGrantorTrust,Cont’'d
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Will a PromissoryNote BetweenFamilyMembersand Trusts
BeConsideredAsLegallyBinding?

AustinW. Bramwell’s articleentitied DonatedPromiseCanLockin 2012Gift Tax
Exemptiomprovidesa thoroughsummaryof the useof notesin estatetax planningwhen
the estatetax exemptionmaybe significantlyreduced,suchaswhat plannerswere facing
in 2012whenthe exemptionwasscheduledo be reducedfrom $5,120,00G0 $1,000,000
effectiveJanuaryl, 2013.

“A donativepromiseto pay moneyin the future usesup lifetime gift tax
exemptionjust aseffectivelyasa gift of cash.”

Thearticle pointsout that the “donative promise”mustbe “bona fide,” suchthat
“the partiesintendto carryout the transactionin accordanceavith their terms.”

TheTaxCourthasheldthat a promissorynote that wasowedto atransferorwho
gifted it wasconsideredo be legitimatedebt “eventhoughthe donor hadno intent to
collect”[Haygood 4242TC936(1964),acq.Inresult1965d CB4 nonacq.19772 CB2.]
SeealsoRevenueRuling84 25, which held that the “gratuitoustransferof a legallybinding
promissorynote is a completedgift.”



Will a PromissoryNote BetweenFamilyMembersand Trusts Be ConsideredAsLegallyBinding?— Cont’d

Thenext questioniswhether a promissorynote that is givenfor little or no
considerationwill be a legallybindinginstrumentunder state law. Bramwell summarizes
the commonlaw that appliesin most statesasfollows:

As a general rule, a promissory note is enforceable to the same extent that a contract is enforceable.
[11 Am. Jur. 2d Bills and Notes § 2; see also Uniform Commercial Co8é3Uniform Commercial
Code 3803.] In order to make a note enforceable, therefore, it should be delivered to the donee
pursuant to a valid and enforceable contradiThe traditional elements of a contract are multiple
parties, offer and acceptance, and consideratipin particular, the note must be delivered in exchange
for consideration. Legally sufficient consideration can take a variety of forms. For example,
performance of an acfl1l Am. Jur. 2d Bills and Notes § 129} a promise to perform a future acfl1

Am. Jur. 2d Bills and Notes 8§ 128dan both be sufficient consideration. Another example of valid
consideration is an act of forbearance. Thus, to take a classic example, refraining from smoking has
been held to be sufficient consideratiofiHamer v. Sidway27 NE 256 (N.Y., 1891)Consideration can
also take the form of a transfer of property, even though both parties know that the property is being
overvalued by the purchasdiRestatement (Second) of Contracts 8§ 71 comment ahd even if the
value of the consideration is grossly inadequaftRestatement (Second) of Contracts § 79 comment c.]



Will a PromissoryNote BetweenFamilyMembersand Trusts Be ConsideredAsLegallyBinding?— Cont’d

Formanywould be donors,the requirementthat a promissorynote be supportedby consideration
Is a significantnontaxbenefit. Donorssometimesfear, often with somejustice,that their gifts will
not inspiregratitudefrom the donees. A donativepromisemay partiallyallaysuchfears. In order
to makea taxablegift of a promiseof moneyin the future, a donorhasno choicebut to demand,
on the adviceof counselthat the donees takeactionsthat they might otherwisebe reluctantto
perform. Forexample,n consideratiorfor a $5.12million note, the donees couldin principle,
promiseto keepkosherfor the restof the year,canceltheir subscriptionto TheNew YorkTimes
visittheir mother on Mother’s Day,or read AynRand’sAtlas Shrugged

Finallythe donor couldconsiderstructuringthe contractsothat the note is payableto an
irrevocabletrust for the benefit of the donees. Forexample,n exchangdor alegallysufficient
consideratiorfrom the donees,adonor couldpromiseto pay$5.12millionto atrust for their
benefit. Asathird party beneficiaryof a contractis generallyenforceableby the intended
beneficiary|Restatement(Second)f Contracts§§ 304and 346 commentc.] it shouldbe possible
to structurethe contractsothat the note isdeliveredto andis enforceableby the trustee of the
trust, evenif the considerationis furnishedby the beneficiaries. Thebeneficiarieshouldnot, in
that case be consideredo havemadeanindirectgift to the trust, asthe gift in questionwill have
beenmadeby the donorrather thanthe beneficiaries[In a related context, Regulationsprovide
that where a gift is madethrough an intermediary, only one gift by the donor (and not the
intermediary)is made.Reg.25.25114d.(h)(2). In other words, evenwhere a third party is involved
in a transfer from the donor or the donee, only one taxable gift occurs,not two. Butsee
Johnstone 15 AFTR382,76 F2d55,354 UST(9198,19352 CB346(CAB, 1935)(creatinga
potential for double taxation in virtue of its holding that trust assetswere includedin the
decedent’'sgrossestate where the decedentheld a generalpower of appointment that could
have beenextinguishedat any time by the settlor).]



Will a PromissoryNote BetweenFamilyMembersand Trusts Be ConsideredAsLegallyBinding?— Cont’d

Courtswill generallynot considerthe valueof considerationthat maybe given
for apromiseto paymoney. A keydecisionin this areaisthe caseof Hamerv. Sigway
wherethe New YorkCourtof Appealsopinedin 1891that a promiseto payanephew
$5,000to refrainfrom “drinking liquor, usingtobacco,swearingand play cardsor billiards
for moneyuntil he shouldbecome21 yearsof age” wasvalid consideration.

TheHamercourt quoted an 1875casewhich confirmedthat “valuable
considerationn the senseof the law may consisteither in someright, interest, profit or
benefitaccruingto the one party, or someforbearance detriment, lossor responsibility
given,sufferedupon or undertakenby the other . . . It isenoughthat somethingis
promised,done,forborne or sufferedby the party to whomthe promiseis madeas
considerationfor the promisemadeto him. .. Anydamageor suspensiongr forbearance
of aright will be sufficientto sustaina promise.”

It therefore appearsthat alargepromissorynote madepayableto anirrevocable
trust will be enforceableif the Trusteeof the trust undertakesto fulfill a nominalor slightly
more than nominalobligationto the notemaker. Bramwell’s articlgpoints out that the
obligationmight be to reada book, follow a pattern of conductfor a year,or otherwisedo
somethingthat isdefinable.
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Conclusion

z Many clients are hesitant to commit to a plan
before knowing the election results and even
If the election is Democratic, before knowing
future tax legislation.

z Creative use of a note sale combined with a
QTIP plan may facilitate these clients
proceeding but being able to “unwind”
planning after the fact.



Additional information

z Jerry Hesch |hesch62644@gmail.com
z Alan Gassman agassman@gassmanpa.com

z Martin M. Shenkman
shenkman@shenkmanlaw.com




CLE Credits

z For more information about earning CLE
credit for this program or other Martin
Shenkman programs (not for watching this
webinar outside of NACLE) please contact
Simcha Dornbush at NACLE. 212-776-4943
Ext. 110 or email sdornbush@nacle.com




