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Pre-liquidity Planning
Do it now

It has been 18 months since the collapse of Lehman

Brothers and just over a year since the stock mar-
ket touched its lows. Althòugh the stock market

has recovered a portion of the decline, values across W hat) s Hap pen i n g?
most asset categories remain at significantly reduced History shows that asset values are likely to rebound. It
levels when compared to pre-recession values. Despite is not uncommon for a period of robust acquisition and
the recent rally, uncertainty exists with respect to the consolidation to follow a period of recession. During
strengt of the recovery, both domestically and abroad. this recession, many businesses, private equity firms and

The unemployment rate remains high and the effect of real estate investment funds suspended their acquisition/
the large federal deficits on the continued success of the investment activities and instead opted to strengten
recovery remains unclear. As a result, clients have adopt-their balance sheets in advance of the recovery. As
ed a cautious approach to business and wealth transfer the economy continues to improve, businesses, private
planning. Many clients have stayed on the sidelies and equity funds and real estate investment funds wil 

liely
have not considered, or have considered but not imple- become active and look to deploy their built-up capitaL.
mented, wealth transfer strategies during this period of As a result, many individuals may be presented with the

economic uncertainty. opportunity to dispose of assets or interests in closely
But a cautious approach may not be the best strat - held businesses in the near future.

egy. Rather, the current economic climate, with its It is important to consider and to implement wealth

combination of depressed asset values and low gov- transfer strategies prior to a potential 
liquidity or saleernment hurdle rates, together with the likelihood event. If an individual waits to seek estate-planning

of government action to restrict and/or eliminate advice until the receipt of a written offer or proposed
certain planning techniques, makes this an ideal letter of intent for the purchase of a closely held business
time to implement various wealth transfer strate- or piece of commercial real estate, he may significantly

gies. To achieve the greatest tax benefits and to most reduce or eliinate the abilty to implement wealth
effciently leverage available exemption amounts, it is transfer strategies that rely on favorable valuations.

important that these transactions be considered and Although letters of intent tyically are non-bindig, an
implemented prior to asset appreciation or gain recog- appraiser generally must take into consideration al fac-
nition events-such as the sale or liquidation of assets. tors, including the proposed purchase price contained in

By exploring these wealth transfer strategies with your the letter of intent, when preparing a fair market valua-

------------------------------~--------------------___---I tion of the interest.

I In addition to the likely increase in investment activ-N. Todd Angkatavanich, far left, is a partner of Withers ity, there are several factors that make this an ideal time
Bergman LLP, in its Greenwich and New Haven, I to implement wealth transfer planning techniques.

Conn. offices. Sean M. Aylward I First, absent Congressional action, the federal estate tax
is a partner of Wolff & i wi agai be effective beginning Jan. 1,2011. However,
Samson, P.C, in its West Orange, ¡ the exemption amount and tax rates wil return to
NJ.Offi_C_~______ _ _. _J_2_~~~_~~~e~s__~~~_~ilion exe:~~~~ and_~st~~e_tax rate___~._

clients, you can seize the opportunity to help your cli-
ents take advantage of these unique circumstances.
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of 55 percent). Second, the Section 7520 rate,! which is
the interest rate used by the Internal Revenue Service
to determine the present value of term interests, life
interests, annuities and remainder interests, and the
applicable federal rate (AFR), which is the interest rate
that must be charged on loans among family members
to avoid a gift, are both near historic lows. In light of
the increasing federal deficit, it's likely that both the
Section 7520 rate and the AFR wil increase in the near

future, makng estate-planning techniques that rely on
these rates less effective. Finally, movement is afoot in
Washington to (1) place substantial limitations on the
use of valuation discounts in connection with family-

controlled entities, and (2) implement certain restric-
tions on popular estate-planning techniques, such as the
grantor retained annuity trust (GRAT).

These factors create an ideal opportunity to imple-
ment one or more wealth transfer strategies that would
permit the potential appreciation of assets to pass in a
transfer tax effcient manner to the next generation(s).
In particular, an individual who believes that the eco-
nomic turmoil has caused an unjustified decline in the
value of his assets and/or the value of his assets is likely
to increase, is a perfect candidate for implementation of
certain wealth transfer strategies.

There are many planning options available to an
individual who wants to take advantage of these unique
circumstances. These options include (1) utilizing the
annual gift tax exclusion (currently $13,000) and/or the
lifetime gift tax exemption (currently $1 milon), (2)
makng intra-family loans, and/or (3) implementing
one or more estate "freeze" techniques, such as a GRAT,
a sale to an intentionaly defective grantor trust (gift/sale
transaction), a charitable lead annuity trust (CLAT), or
a preferred "freeze" partnership.2

Gifting Opportunities
A simple and effective way to take advantage of
depressed asset values is to transfer assets to or for the
benefit of the next generation(s) using the annual gift
tax exclusion and/or the lifetime gift tax exemption.

Such gifts can consist of cash, marketable securities,
interests in closely held business or interests in real
estate. In addition, it may be possible to leverage the ben-
efit of the annual gift tax exclusion and/or the lifetime

gift tax exemption by transferring interests that may be
discounted to reflect lack of marketability and minor-
ity interest discounts. Due to the smal annual gift tax
exclusion amount, with clients with substantial assets, it
is often diffcult to achieve meaningfu estate tax savings
through the use of an annual gifting program. In addi-
tion, the annual. exclusion is often unavailable because
it is currently being used by clients in connection with
other estate-planning techniques (for example, payment
of insurance premiums on life insurance policies held in
an irrevocable life insurance trust).

It is important when planning to use the lifetime
gift tax exemption, to choose the assets to be trans-
ferred wisely. If the transferred assets decline in value or
become worthless, the lifetime gift tax exemption wil
have been wasted. In addition, the recipient receives a
carry-over basis in the asset transferred for income tax
purposes. Accordingly, high basis assets are preferable
candidates for transfer.

Intra-family Loans
An intra-family loan is an effective way to take
advantage of the low AFR. To avoid incurring a gift
tax, an intra-family loan must bear interest at the
AFR, which the IRS publishes monthy. As mentioned
above, the AFR is near its al time low. For example, in
March 2010, the AFR for mid-term loans (loans with a
term of more than three years but less than nine years)
was 2.69 percent-signifcantly lower than the market
rate for a similar loan. The recipient of the loan can use
the proceeds to purchase a home, marketable securities,
closely held business interests or commercial real estate.
If the return on such investment exceeds the AFR,

such excess effectively passes to the next generation (s)
free of estate and gift tax.

Freeze Techniques
Transferring assets before appreciation occurs alows a
taxayer to remove such future appreciation from the
taxable estate and put it in the hands of the younger gen-
erational family members or trusts for their benefit. The
gift tax is imposed based upon the value of the assets on
the date of transfer, and not on the future appreciation
opportunity. If a taxayer transfers assets when they have
a relatively low value for gif tax purposes, the transfer
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wi be considered to have been made at that lower value,
regardless of the magnitude of future appreciation.

With this objective in mind, estate-planning profes-
sionals tyically use a number of different techniques

which, in one form or another, are designed to freeze
the taxayer's estate by locking in the value of an asset

at a current value while permitting the appreciation to
inure to the benefit of the younger generation(s). These
freeze techniques are particularly effective when it is
anticipated that the actual rate of return on the assets

transferred wil significantly exceed the Section 7520

rate or the AFR. Freeze techniques provide an attractive
alternative to the use of the lifetime gift tax exemption
because, if structured properly, the techniques can be
implemented with little or no use of the lifetime gift tax
exemption, thereby reducing the potential downside risk
of such techniques. Common freeze techniques include
the GRAT, the gift/sale transaction, the CLAT, and the
preferred freeze partnership (although the preferred

freeze partnership involves a "hurdle" rate other than the i

Section 7520 rate or the AFR).

Gift/Sale Transaction
In a gift/sale transaction, the grantor sells an asset to a
trust created for the benefit of his family in exchange
for a promissory note. Typicaly, the grantor makes an
initial contribution to a trust in an amount equal to
10 percent of the total value of the assets to be trans-
ferred (the seed gift). The trust is an irrevocable trust
and the seed gift is a taxable gift. If the grantor has not
utized his lifetime gift tax exemption, then the amount
of the seed gift wil simply reduce his available lietime
gift tax exemption. The transfer to the trust is designed
to be complete for gift and estate tax purposes, but is
designed to be incomplete for income tax purposes. As

a result, there is no gain recognized on the sale of the
assets to the trust. In addition, the grantor continues
to be responsible for the payment of al income taxes
attributable to the assets held in the trust, as the trust
is considered the same taxayer as the grantor. This has
the dual benefit of passing the assets to the trust benefi-
ciaries on an after-tax basis and reducing the grantor's
taxable estate by the amount of the income taxes paid by
the grantor that are attributable to gains in the trust.

Afer the grantor contributes the seed gift to the trust,
the grantor sells the asset to the trust in exchange for a

30

promissory note. Often, the promissory note wil be for
a term of nine years, in order to take advantage of the
mid-term AFR, although the promissory note can be
structured to have a longer or a shorter term depending
on the particular cIrcumstances. Interest is imposed on
the promissory note at the AFR. There is considerable
flexibility when designing the payment terms of the
promissory note. The promissory note can provide for
straight amortization of principal and interest or it can
provide for interest-only payments, with a baloon pay-
ment at the end of the note term, agai depending on the
particular circumstances. The promissory note received
by the grantor is an asset of his estate. As such, the prom-
issory note is subject to estate taxation at his death at
its then outstanding balance; however, the transferred
asset should not be included in the grantor's estate. In
the case of an asset that appreciates in value after the
sale, all of the appreciation wil occur inside of the trust,
which is outside of the grantor's estate. Additionaly, if
the asset sold to the trust is a non-controllg interest,
the interest may be subject to discounts for gift and
estate tax purposes, to reflect lack of marketability and
minority interest discounts. Thus, the gift/sale transac-
tion potentialy reduces the value of the assets in the
grantor's estate, and permits the grantor to generaly
freeze the value of his asset for estate tax purposes at the
value of the asset on the date of sale, plus the interest
earned on the promissory note.

A gift/sale transaction can, and tyicaly is, structured

to be multi-generational so that the assets can be pre-
served for several generations in a transfer tax effcient

manner. To create generation-skipping transfer (GST)
tax effciency, the grantor would allocate all, or a por-
tion, of his GST exemption to the trust in the amount
of the seed gift. By allocating GST exemption on the gift
tax return on which the seed gift is reported, the entire
trust wil become exempt from the generation skipping
tax. If the trust is created to be a perpetual trust in states
lie Delaware, New Jersey, South Dakota or Alaska, the
alocation of GST exemption to the trust wi allow the

i trust assets to be held for multiple generations free of

generation skipping, gift and estate taxes.
Planning with gif/sale transactions in 2010 brings

some uncertainty in terms of allocation of GST exemp-
tion to the seed gift because GST tax and the correspond-

ing ability to alocate GST exemption are not in effect
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during 2010. Currently, it is unclear how these transac-
tions wil be treated in the future and whether a retroactive
application of GST exemption wil be permitted, and,
if so, whether such exemption wil apply to the value of
the gift when made or the value when the exemption
is applied (as in late GST allocation situations in prior
years). In general, if it is expected that assets wil increase
substantially within the next year, the transaction should
be completed in 2010, despite some uncertainty in terms
of GST exemption. Nevertheless, completing the trans-
action in 2010 wil provide the appreciation to at least
pass from the grantor's estate to the next generation gift
and estate tax-free; with assets expected to rapidly appre-
ciate in value, the gift/sale transaction now stil makes
good sense. However, if it is anticipated that the assets
wil not greatly appreciate over the next year, and GST
efficiency is a major concern, it may be more beneficial
to wait until 2011 and the certainty that appreciation

wil pass gift, estate and GST tax-free, or until the issue
is resolved, before implementing the transaction.

GRATs
A GRAT is a vehicle specifically authorized by Internal
Revenue Code Section 2702. Generally, a GRAT involves
a gift transfer by the grantor, with no sale component,
to an irrevocable trust that provides for a stream of
annuity payments to the grantor for a term of years.
Upon the expiration of the annuity term, the balance
of the assets held in the trust passes to the .remainder

beneficiaries of the trust (usually the grantor's children)
gift tax free. If structured properly, the GRAT wil result
in litte or no taxable gift upon creation.

The amount of the gift, if any, upon funding the
GRAT is determined by calculating the present value
of the remainder interest in the GRAT.
Generally, the remainder interest is
equal to the initial value of the assets
contributed to the GRAT less the pres-
ent value of the annuity payments that
wil be made to the grantor. The present
value of the annuity payments is deter-
mined by using the Section 7520 rate.3
It is possible, in the case of a zeroed-out
GRAT, to structure the GRAT so that
the present value of the annuity stream
retained by the grantor roughly equals
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the value of the gift made to the trust, resulting in a gift
of zero and thus, no gift tax upon creation.

As noted above, the Section 7520 rate is near its
historic lows. The real benefit derived from the GRAT
occurs in those circumstances where the underlying

assets outperform the Section 7520 rate. In such cir-
cumstances, substantial value can be shifted from the
grantor's estate in a gift tax-free manner. In light of the

It's critical that the selected annuity

term of a GRA T be for a period that

the glantor is likely to sUlvive.

significantly depressed values of asset classes across the
board and the historically low Section 7520 rate, the
GRAT is a very attractive planning technique for indi-
viduals with assets that are likely to appreciate.

If the GRAT is structured properly, there is litte risk
if the assets do not appreciate as anticipated. In such
event, the assets are returned to the grantor over the
trust term and are available for contribution to a new
GRAT. Importantly, with a zeroed-out GRAT, there is
little or no impact on the lifetime gift tax exemption or
estate tax exemption.

There are, however, some limitations to GRATs.

First, the grantor must survive the stated annuity term
to ensure that the assets in the trust are removed from
his or her estate. If the grantor dies within the stated



..êBC)tw-rß: E£state- R-i3.BiE1 í ~-g;- & -IDa xdt-i0~~~
_ ~ '_ ~ ,__ ~ ~. _ -:,."' =_ _"" _ _ r_ ~ - __ __..- _ _ "" -: -_ __ -_

ßannuity term, then a portion of the assets in the GRAT
wil be included in the grantor's estate and wil be sub-
ject to estate taxation. Thus, it's critical that the selected
annuity term be for a period that the grantor is likely to
survive. This requires a balancing of the desire to lock
in a low Section 7520 rate for an extended period and
choosing a term that the grantor is liely to survive.

If the grantor is concerned about the prospects for
surviving the annuity term, a series of short-term GRATs
may be a more attractive alternative. This technique
involves creating a series of short-term or rolling GRATs

(usually a term of two years) in which each annu-
ity payment from the earlier GRATs are used to fund a
new two-year GRAT. This results in a reduction of the
potential mortality risk by increasing the chance that the
grantor wi survive the term of each short-term GRAT.

In addition, the short-term nature of each of the GRATs
allows for an opportunity to lock-in the upside of the

volatile market, while reducing the potential negative
effects of the downside of a volatile market.

The current administration is seeking to impose
significant limitations on GRATs. Recent proposals, if
enacted, would require that (1) a GRAT have a mini-
mum annuity term of 10 years, and (2) the remainder
interest of a GRAT have a value greater than zero. The
effect of these proposals, if adopted, would significantly
increase the mortality risk of any GRAT, eliminate the
short-term rolling GRAT, and eliminate the zeroed-out
GRAT. It is unclear at this time if, when, and in what
form, such restrictions wil be adopted.

Another limitation is that it is generally not possible
to create a GRAT with a multi-generational structure,
which is exempt from the generation skipping tax. This
is because of the estate tax inclusion period (ETIP)
rule, which basically provides that the GST exemption
cannot be allocated to a trust during its trust term if
the assets would otherwise be included in the grantor's
estate if he died during that term. If the grantor dies
during the annuity term, a portion of the GRAT assets

is includible in the grantor's estate. Thus, the ETIP rule
would preclude the grantor from alocating GST exemp-
tion to the GRAT until afer the stated annuity term.
GST exemption may only be allocated based on the
asset values at the time of the expiration of the annuity
term rather than the asset values on the date of fund-

ing. At such time, if there has been significant apprecia-

tion, the assets may exceed the grantor's available GST
exemption amount, which would preclude the trust
from obtaining a zero GST inclusion ratio. If it is the
grantor's desire for the remainder interest of the GRAT
to pass to grandchildren and/or later generations, there
may be a potential GST tax. Thus, a GRAT is generally
an excellent vehicle to transfer assets to the next genera-
tion, but not to transfer assets in a multi-generational,
generation skipping tax-exempt manner.

CLA Ts
If an individual is charitably inclined, a CLAT may be
an attractive option. A CLAT is conceptually similar
to a GRAT; The grantor makes a single contribution
to a trust, which then makes annuity payments over a
term of years, and once the annuity term expires, the
remainder passes to the grantor's children. However, in
a CLAT, the annuity payments are made to one or more
charitable organizations rather than to the grantor.

CLATs are generaly structured to be zeroed-out such
that the present value of the annuity payments based on
the Section 7520 rate roughly equals the initial contribu-
tion and no gift tax on the remainder interest passing to
the children is incurred. Thus, if the assets in the CLAT
appreciate at a rate in excess of the Section 7520 rate,
such excess appreciation wi pass gift tax-free to the
remainder beneficiaries. In contrast to a GRAT, however,
the grantor does not have to survve the term of the
CLAT in order for the assets, and any appreciation, to

i pass outside of the grantor's estate.

An additional benefit of a CLAT is that if the CLAT is
structured as a grantor trust, the grantor has the poten-
tial for an income tax charitable deduction in an amount
equal to the present value of the annuity payments in the
year that the CLAT was settled. Because the grantor pays
the income tax liability for the CLAT, it effectively grows
income tax-free, thereby enabling more assets to pass gift
tax-free to the grantor's children.

Preferred Freeze Partnership
A preferred freeze partnership (freeze partnership) is
a statutorily blessed vehicle that, with the right assets,
can provide a parent with fied cash flow while at the

same time shiftng future growt out of the parent's tax-
able estate in a transfer tax effcient manner. Typically,
a parent creates a freeze partnership by contributing
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assets to a partnership (or a limited liability company)
in exchange for a preferred interest. A child (or, better
yet, a GST-exempt trust for the child's benefit) would
contribute assets to the partnership in exchange for

common partnership interests. (The parent could tyi-
caly also contribute a smal amount in exchange for a
1 percent common partnership interest in the partner-
ship). Alternatively, the parent could initially own both
preferred and common partnership interests and then
transfer by gift or sale common partnership interests to
or for the benefit of the child.

The parent's preferred partnership interest in the
freeze partnership would be structured as a "qualified
payment right" under IRC Section 2701 to ensure the
parent doesn't have a deemed gift upon his contri-
bution of assets to the freeze partnership under the

Section 2701 zero valuation rule. The qualifed payment
right requires that the parent receive a fied percentage
payment return on his capital contribution, payable at
least annualy and on a cumulative basis. A valuation
appraisal should be obtained from a

qualified appraiser to determine what
the proper preferred coupon to the par-
ent wil be. This valuation appraisal is
critical; if the coupon paid to the parent
is not sufficient, then the parent wil be
deemed to have made a partial taxable
gift under the "subtraction method" of
valuation.

In addition to the preferred coupon,
the parent would also have a priority liq-
uidation right, so that if the freeze part-
nership is ever liquidated, he wi receive
a return of his capital contribution before
any return to the common partnership
interest holders of their interests.

Because of these preferred rights
that the parent wil receive in the freeze

partnership, he wil receive none of
the potential upside growth (that is,
except for 1 percent common inter-
est). The child, or trust for the child's
benefit, wil receive the upside growth
potential in the common partnership
interests above the amount needed
to pay the preferred coupon. Over
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time, assuming that the freeze partnership assets are
invested in a way so as to outperform the required
coupon on the preferred partnership interest, the
common partnership interest wil appreciate in value
thereby enabling all of the growth in the assets (above
the preferred coupon) to be shifted to the next genera-
tion transfer tax-free. The parent's preferred interests,
however, wil be frozen for estate tax purposes. m

The authors would like to thank Jennifer Laurine, an
associate at Withers Bergman LLp, in New Haven, Conn.

for her valuable contributions to this article.

Endnotes
1. All references to the Internal Revenue Code are to the Internal Revenue Code

of 1986, as amended.

2. A detailed discussion of each teChnique is beyond the scope of this article.

3. The Section 7520 rate is equal to 120 percent of the applicable federal rate.

Accordingly, there is potential that the grantor retained annuity trust will

underperform the intentionally defective grantor trust
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