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The Frozen T-CLAT

An innovative technique gives clients use of their assets even as
they reduce transfer taxes and leave money to charity. Here’s how

How would you like to offer your well-to-do clients an estate plan that
eliminates or significantly reduces estate taxes and generation skipping
taxes (GST) while providing the family with immediate use of the assets
and creating a significant charitable legacy? This is not a pie-in-the-sky
goal. It can be achieved by meshing disparate planning techniques.

The basic plan utilizes a testamentary charitable lead annuity trust
(CLAT), a family limited partnership (FLP), a dynasty trust, a family private
foundation (PF) and a post-death installment sale producing a promissory
note (a frozen asset) to fund the CLAT. (See, “Sample Structure,” p. 34)

Though the technique is not executed until after death, certain steps
must be taken during a client’s lifetime. For illustration purposes, let's
assume a client owns both a limited partnership interest in an FLP and a
minority membership interest in the general partner (GP) of the FLP.

(1) Create in the will or revocable trust a formula CLAT. We have no
control over the 7520 rate that applies upon death of the taxpayer. If the
rates rise significantly from their present levels, this technique may
become less attractive—though not necessarily if investment returns
increase as well. The dispositive documents could be drafted so that, in
the event significantly higher 7520 rates are in effect when the taxpayer
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dies,the T-CLAT plan could be modi-
fied or even aborted.

(2) Create and fund an irrevocable
dynasty trust for the benefit of future
generations. Allocate a sufficient GST
exemption to produce a zero inclusion
ratio. In many instances, such a trust
already may be in place from other plan-
ning (for example, a life insurance trust
or intentionally defective trust used for
lifetime sale transactions).

(3) Have the client and trustee of the
dynasty trust enter into an option agree-
ment that grants the dynasty trust the
right to acquire the FLP and GP interests
owned by the client (either directly from
the probate estate or from the revocable
trust) at a purchase price equal to the fair
market value of such interests as deter-
mined for federal estate tax purposes. As
an alternative, the FLP could enter into a
post-death complete redemption agree-
ment funded with a promissory note,
thereby leaving the owners of the other
FLP interests as the sole owners.

Payment of the purchase price is evi-
denced by a promissory note providing
for equal annual payments of principal

and interest over the same term as the
CLAT. As a sale, the minimum required
interest rate on the note is controlled by
Internal Revenue Code Section 1274. The
interest rate on the note should typically
exceed the 7520 rate used in calculating
the charitable lead annuity to provide
sufficient assets to pay trustee and
accounting fees each year. The interest
rate on the promissory note should be for
whichever is greater, the 7520 rate or the
Section 1274 rate. If the duration of the
loan is greater than nine years, it is likely
that the Section 1274 rate will apply.

(4) Designate a CLAT beneficiary:
Usually, this will be a private foundation,
but a fund established through a commu-
nity foundation or other public charity
can be used if the client prefers to operate
without a private foundation. The plan
can be streamlined—by eliminating the
CLAT and distributing the note directly
to the PF or other charitable entity—and
still produce the same transfer tax result.
With a PF, however, the required annual
distribution will be based upon the fair
market value of the PF assets, including
the full value of the note, resulting in a

front-loading of distributions and retard-
ing the ability to build up the PF asset
base over the term of the CLAT.
Although the CLAT is not exempt from
income taxation, it is entitled to an unlim-
ited charitable deduction, so there should
be no undistributed taxable income in the
CLAT in any year of its term.

SELF-DEALING RULES

A CLAT is considered a private founda-
tion, subject to the rules contained in IRC
Section 4941 The relevant document
must contain specific prohibitions
against the trustee engaging in prohibit-
ed activities (or the trustee must be sub-
ject to those prohibitions under state
law)’ These so-called self-dealing rules
prohibit: (1) direct or indirect sales,
exchanges or leases of property between
the CLAT and a disqualified person; (2)
lending money or extending credit
between the CLAT and a disqualified
person; (3) furnishing goods, services or
facilities or payment of compensation or
reimbursing expenses by a CLAT to a dis-
qualified person; and (4) transferring to,
or using for the benefit of a disqualified

REVOCABLE TRUST FLP
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person, the income or assets of the CLAT.

For purposes of the self-dealing rules, a dis-
qualified person is: (1) a substantial contribu-
tor, (2) a foundation manager, (3) an owner of
more than 20 percent of the voting power of a
corporation or the profits interest of a partner-
ship or the owner of the beneficial interest of
such a trust; or (4) a corporation or partner-
ship in which the ownership interests of such
people are more than 35 percent of the com-
bined voting power, profits interest or benefi-
cial interest.” A foundation manager is an offi-
cer, director, trustee or responsible employee
An individual's family includes a spouse,
ancestors, children, grandchildren, great-
grandchildren and the spouses of such descen-
dants.’ In our transaction, the dynasty trust is
therefore a disqualified person.

An exception to the direct self-dealing rules
applies to sales of assets out of an estate or trust
of a decedent during a reasonable period of ini-
tial administration and before the CLAT is
funded. If the sale occurs during this initial
time frame, there is no prohibited transaction.
But the indirect self-dealing prohibitions could
apply to the sale or the extension of credit—
unless certain conditions spelled out in the reg-
ulations are satisfied. Regulation 53.4941(d)-
1(b)(3) creates an exception to the indirect self-
dealing rules if these criteria are met:

* The trustee of a revocable trust (includ-
ing a trust that has become irrevocable due to
the grantor’s death) has the power to sell the
property, reallocate the property to another
beneficiary, or is required to sell the property
under the terms of any option;

* Such transaction is approved by a court
having jurisdiction over the trust;

« Such transaction occurs before the trust
is considered to be subject to IRC Section
4947; and

» The trust receives an amount that equals
or exceeds the fair market value of the trust’s
interest in the property sold and results in the
trust receiving an asset as liquid as the one
sold, the CLAT receiving an asset related to the
execution of its exempt purposes, or is
required under the terms of any option that is
binding on the trust.

On the basis of current

assumptions, using a frozen

T-CLAT structure is projected

to produce a net after-tax _| Charitable Deducti
disadvantage of $152,738 $6.5 million

in the year 2017. Th:fbase&te 1

is $14,376,073 (net of deferred

gains), not including the annual Ay %
distributions to charity. $8,640,111

NOTE: The CLAT has roro value in the
y-rm? bocause all payments it

assumptions, using a frozen
T-CLAT is projected to produce
a net, after-tax advantage
of $1,546,369 in the year

2017. The baseline is
$18,646,713 (net of deferred

gains), not including the annual
distributions to charity.

On the basis of current
assumptions, using the frozen
T-CLAT structure is projected
to produce a net after-tax
advantage of $3,861,203 in

the year 2017. The baseline is
$24,149,986 (net deferred
gains), not including the annual
distributions to charity.

Assumes 4% 7520 Rate

*

CLAT Payouts to

F
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| ie., 588 mittion x 8.882% = 5876,020 x 15

NOTE: The CLAT has zero value in 2017,
‘because all payments if rceives are

pakl

: 2.862% CLAT Payment
The regulations also extend the exception o
to the self-dealing rules to a note received in a loss ofered Copta gl 1es
sale transaction that satisfies the binding NOTE: Softwine isseid 15 compute the inthe 45 is published by thtec.com
option exception.
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RISKS AND BENEFITS

The T-CLAT can be a dynamic planning
device under appropriate circumstances.
Certainly, the client needs to have a suf-
ficient level of charitable interest. While
the opportunity to leverage the transac-
tion with a discounted asset makes the
economics more attractive, the discount
is not absolutely critical, and the transac-
tion may work without it.

Before adopting this plan, a client
should be aware of its potential benefits
and risks. Depending upon economic
performance during the term of the T-
CLAT, it is possible that providing an out-
right GST gift to family members could
result in greater assets passing to grand-
children than they would receive under
the T-CLAT. But if the economic perfor-
mance of the assets significantly exceeds
| the applicable 7520 rate, there is a poten-
tial for grandchildren to receive greater
distributions using the T-CLAT and for
the family to benefit from significant
funds in their charitable foundation.

There is no substitute for performing
a numerical analysis and comparing the
results with either alternative planning
or no planning. It also helps to be an eco-
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The largest transfer of wealth in U.S. history is taking place as Baby
Boomers inherit the estates of their parents. But until now, very few peo-
ple knew the secrets behind the complex investment strategies needed by
extremely high net worth people.
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Among the elements needed to construct a frozen T-CLAT plan are a CLAT and a FLP

CLATS

Charitable lead trusts are a well known planning tech-
nique' that gained wide notice after the death of
Jacgueline Kennedy Onassis. Her will made alternate pro-
visions for such a trust, though her charitable lead annuity
trust (CLAT) was never impiemented.? CLATs gained even
greater use in recent years as the applicable federal rate
(AFR) dropped to historic lows.” For assets to be left for a
family, the CLAT needs to outperform the applicable AFR
at the date of death. The lower the AFR, the greater likeli-
hood of outperforming it.

Charitable lead trusts take two basic forms: the CLAT
and the charitable lead unitrust (CLUT}.‘ The CLAT provides
for the payment of an annuity amount that must be deter-
minable at the trust's inception, for a term measured either
by years, individual lives or a life or a combination thereof.
The annuity amount must be paid to a qualified charity (or
charities) either designated in the instrument or selected by
the trustee.” At the end of the lead term, any remaining
assets typically pass to the next generation. The CLUT dif-
fers from the CLAT in its calculation of the annuity amount,
which is stated as a percentage of the net fair market value
of the CLUT assets, recalculated annually.

With a CLAT, any future appreciation (or depreciation) in
the trust assets inures solely to the benefit (or detriment) of
the remainder beneficiaries. In a CLUT, both the charitable
lead interest and the remainder beneficiary share in the
appreciation or depreciation of trust assets.

A CLAT can be structured through a formula in the trust
document to produce a zero remainder value and a 100
percent estate-tax charitable deduction. (See, “Sample
Structure” p. 34). In contrast, a CLUT can never be struc-
tured to produce a zeroed-out remainder value,

Finally, for the purposes of the generation skipping tax
(GST), it can be difficult to plan an allocation of a GST
exemption to a CLAT, because the Internal Revenue Code
requires a look-back at the end of the charitable lead term.
On the other hand, you can make an allocation of a GST
exemption to a CLUT at the inception of the trust, based
upon the then actuarially-determined value of the remain-
der interest.”

There are three primary variables used to calculate the
values of the charitable lead and remainder; The applicable
7520 rate, which is derived from the AFR, the annuity
amount and the lead term. The 7520 rate is the lower of the
rates for the month in which death occured or the two pre-
ceding months. To create a zeroed-out formula, begin with
the applicable 7520 rate, then either (1) specify a trust term

or (2) specify an annual annuity payment. If a specific trust
term is chosen, calculate the required annuity payment
necessary to zero out the remainder value. If choosing an
annuity payment, solve for the required minimum lead term
necessary to produce a zero remainder value.

There are two major drawbacks to using a CLAT or
CLUT. The first is that the assets are typically tied up in the
trust, and the family cannot access them until the end of
the charitable lead term. Another problem is that, depend-
ing upon the applicable 7520 rate, it may be difficult to earn
a rate of return on the trust assets and produce sufficient
income for the annual annuity payments and growth to
build up the remaining trust principal for the family at the
end of the term.

FLPS

Much is being written about family limited partnerships as
cases questioning their parameters wind through the
courts. Yet they remain a popular transfer tax planning tool,
and many clients who now own interests in these entities
are hopeful of ultimately obtaining valuation discounts for
transfer tax purposes. The discounts available for FLPs
improve the overall economics by reducing the required
charitable annuity payment and thereby enhancing the
remainder interest for the family.

—Donald R. Tescher and Barry A. Nelson
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