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BENEFITS
Kenneth Edelman

A Charitable Lead
Trust (“*CLT”) is an often
overlooked estate planning
technique that, given the
right circumstances, can be
very beneficial. A CLT isa
trust that provides income
for a set term (or for a term
of the grantor’s life) to one
or more charities, with the
remaining principal at the
end of the term passing to
one or more individuals,
usually the grantor’s chil-
dren. The grantor will be
making a taxable gift to his
children, but, for gift tax
purposes, the value of the
gift will be reduced by the
value of the charitable inter-
est. The vaue of the chari-
table interest will be deter-
mined based on the length of
the term and the IRS inter-
est rate in effect at the time
of the transfer.

Low IRS Interest Rates
and Appreciating Assets
Create CLT Opportunities

This technique can be
very beneficial when two

Continured on page 2, see
Charitable Trusts

| RA PLANNING ALTERNATIVES

Thetax lawsrdating to
the IRA distribution rules
are considered by someto be
the most complex provisions
in the Internal Revenue
Code. Understandably,
many people do not under-
stand the different alterna-
tives and elections available
to them with respect to their
IRA. Thisisan unfortunate
situation because IRA's can
cause a significant tax bur-
den as they are subject to
both federal income tax and
federal estate tax. The pur-
pose of this article is to an-
swer some of the most fre-
guently asked questions re-
lating to IRA's.

When must | begin
taking distributions
from my IRA?

You must generally be-
gin taking distributionsfrom
your IRA no later than April
1 of the calendar year follow-
ing the year in which you be-
come 70%. This date is re-
ferred to asthe “required be-
ginning date”.

How much must |
withdraw annually after
| reach my required
beginning date?

After you reach your
required beginning date,

Carl S. Rosen

each year you are required
to receive “minimum re-
quired distributions.” The
minimum required distribu-
tions usually take the form
of distributions over your
life expectancy or over the
joint life expectancies of
you and your Designated
Beneficiary.

How is my life
expectancy determined?

Your life expectancy
(and the life expectancy of
your Designated Benefi-
ciary) is generally deter-
mined at your required be-
ginning date. Each year af-
ter your required beginning
date your life expectancy
will decrease by one full
year. However, you (and
your spouse, if your spouse
is your Designated Benefi-

ciary) may recalculate your
life expectancies annually.
No other life expectancies
may be recal cul ated.

If you elect to recalcu-
late your life expectancy,
your life expectancy will
change each year based on
the IRS actuarial tables.
Based on such tables, your
life expectancy will not au-
tomatically be reduced by
one full year each year. In-
stead, it will be reduced by
less than one full year.

The advantage of recal-
culating your life expectancy
is that it will provide you
with a longer payout period
during your lifetime, thereby
allowing you to defer your

Continued on page 2,
see |RA Alternatives
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income tax by receiving
lower minimum required
distributions each year. The
disadvantageisthat your life
expectancy will be zero for
the calendar year after your
death, thereby requiring the
Designated Beneficiary to
withdraw the assets over his
or her lifetime only (and not
your combined joint life-
times). The eection to re-
calculate must be irrevoca-
bly made by the required be-
ginning date.

What is a Designated
Beneficiary?

A Designated Benefi-
ciary is an individual or a
group of individuals. The
tax laws also now allow cer-
tain trusts to be Designated
Beneficiariessolong asvari-
ous rules are complied with.
Y our estate or acharity isnot
a Designated Beneficiary.

Why isit important that |
designate a Designated
Beneficiary?

It is important that you
name a Designated Benefi-
ciary as the beneficiary of
your IRA. Otherwise, (i) af-
ter your required beginning
date you will be required to
withdraw your IRA over
your own life expectancy
(and not thejoint life expect-
ancy of you and your Desig-
nated Beneficiary); (ii) if
you die before your required
beginning dateall IRA assets
must be distributed within
five years (and not based on
the beneficiary’s life expect-
ancy); (iii) if you die after
your required beginning
date, all IRA assets must be
distributed over your re-
maining life expectancy (or
immediately if you elected to
recalculate).

What happensif | die
before my required
beginning date?

The general rule states
that if you die before your
required beginning date al
benefits must be distributed
within five years from your
date of death. However, if
you have named a Desig-
nated Beneficiary, the pro-
ceeds may be distributed
over the Designated
Beneficiary's life expectancy
as of your year of death.
Also, if you name your
spouse as your Designated
Beneficiary, your spouse
may roll over your benefits
into his or her own IRA in
order to postpone distribu-
tions and defer income taxes
until the spouse's required

Continued on page 4,
see |IRA Alternatives
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factorsexist: low IRS inter-
est rates and appreciating as-
sets. For example, suppose
agrantor (“ G") transfers $1
million to a CLT, providing
for aseven percent ($70,000
per year) annual payout for
20 yearsto acharity. Atthe
end of the 20-year period, the
trust assets will passto G's
children. For gift tax pur-
poses, because you reduce
the amount of the gift based
on the charity's interest, G
will have made a gift to his
children valued at $170,000.
Thiswill normally not cause
a gift tax, but will use up a
portion of G's $650,000 uni-
fied credit exemption. The
charity will receive $70,000
per year for 20 years, total-
ing $1.4 million. Assuming

the trust grows at seven per-
cent per year, $1 million will
pass to the children and will
be excluded from G’s estate
for estate tax purposes.
However, assuming the
growth is ten percent (10%)
per year, the amount passing
tothechildren will equal ap-
proximately $1.8 million.
Therefore, G will havetrans-
ferred $1.8 million of assets
to his children at a gift tax
value of only $170,000.
Therefore, with the right
type of assets and alow IRS
interest environment, aCLT
can be very advantageous.

“ Annuity” CLT vs.
“Unitrust” CLT

Note that there are two

types of CLT's, an “annuity”
trust, whereby the charity (or
charities) will receive afixed
payment each year (such as
the $70,000 payment de-
scribed above), or a“unitrust”
whereby the charity (or chari-
ties) will receive a fixed per-
centage of the value of the
trust, as revalued each yesr.
Assuming the assets appreci-
ateinvalue, in order to trans-
fer the most assetsto the chil-
dren, an annuity trust will be
the best choice. These trusts
can be created during life-
time, in an irrevocable trust,
or at death, in awill or revo-
cable trust. They can be a
great method of passing as-
sets to children and also pro-
viding a great benefit to your
favorite charities. BC



An Employee Stock
Ownership Plan (“"ESOP”) is
a defined contribution em-
ployee benefit plan that in-
vests primarily in the stock
of the employer company.
To set up an ESOP, a com-
pany creates atrust fund for
employees and funds it by
one or a combination of the
following methods:

1. Contributing company
shares;

2. Contributing cash to buy
company shares; or

3. Having the plan borrow
money to buy shares and
then making pay ments
to the ESOP trust to re-
pay the loan.

From the perspective of
the principal owners of
closely held businesses,
ESOP's can be used effec-
tively to accomplish impor-
tant estate planning objec-
tives. They can provide a
source of liquidity with which
to pay estate taxes, while de-
ferring or completely avoid-
ing the recognition of again
and converting ordinary in-
come into capital gain. An
ESOP can facilitate private
business ownership succession
and reduce the after-tax cost
of borrowing and effectively
reduce the rate of transfer
taxes (estate and gift taxes).

Contributions to an
ESOP are deductible by the
employer, within certain
limits. Incomeearned by the
sub-trust is exempt from tax
and participantsin the ESOP
do not recognize income until
their benefits are withdrawn.
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THE BENEFITS OF AN

EmpPLOYEE Stock OwWNERsHIP PLAN (ESOP)
Michael Dribin

Under certain circum-
stances, thetax laws provide
specia benefits for owners
of stock which is sold to an
ESOP. The special benefits
are generally available only
with respect to sales of com-
mon stock of private “C” cor-
porations. The stock must
have been owned by the
seller for at least 3 years and
immediately after the sale of

One of the obvious
guestions in such an ar-
rangement becomes, how
does the ESOP get the cash
to buy the stock from the
company’s principal share-
holder? Ordinarily, fiduciary
rules applicabletotax-quali-
fied deferred compensation
plans prohibit sponsoring
employers from lending
money to a qudified plan,

planning.

ESOP’'scan....

- provide estate liquidity while
deferring or avoiding gain.

- facilitate portfolio diversification.

- promote business succession

the company stock to the
ESOP the ESOP must own
at least 30% of the
employer's stock. The sale
proceeds received by the
seller of the stock must be
invested in “qudified replace-
ment property”, which in-
cludes marketable securities
and bonds of domestic oper-
ating corporations. In this
way, the owner of stock in a
closdy held business has the
opportunity to diversify hisor
her portfolio through the cre-
ation of the ESOP. Further-
more, the sdler can dect to
defer income tax on the sale
of the dosdy-hdd stock until
the disposition of the “quali-
fied securities”. If the quali-
fied securities are not disposed
of until after the death of the
owner, there is a step-up in
basis and the gain may be
largely or entirely diminated.

guaranteeing the loan to a
plan or providing collateral
for aloan. However, spe-
cial exemptions provide for
loans to ESOP's where the
loan proceeds are used to
acquire common stock of
the sponsoring employer.
For example, an ESOP may
use loan proceeds from a
commercial institution to
purchase shares of the spon-
soring corporation, either
from the corporation or from
shareholders. The corpora-
tion makes annual cash con-
tributions to the ESOP in
amounts sufficient to amor-
tize the loan and the corpo-
ration is allowed to deduct
the amount so contributed
(with both the amount used
to pay principal as well as
the amount used to pay in-
terest). Furthermore, a tax
deduction is allowable to a

C corporation for cash divi-
dends paid on employer
stock held by an ESOP if -
ther the dividends are used
to make payment on an
ESOP loan, the proceeds of
which were used to acquire
the employer’s securities
with respect to which the
dividends are paid, or the
dividends arepaidin cash to
the plan participants or paid
to the plan and then distrib-
uted to the participants
within 90 days after the close
of the plan year in which the
dividends are paid.

Obviously, ESOP' s are
a very technical device and
will not suit every situation.
However, where appropri-
ate, they can present an at-
tractive alternative to the
sadle of a closely held busi-
ness, if younger executives
have been adequately
trained to manage the busi-
ness. Furthermore, an
ESOP sale provides a
source of liquid assets
which can be used to pay
estate taxes and to diversify
the holdings of a family
business. Also, control over
the business can be retained
by the family, since only a
minority interest in the busi-
ness need be sold to the
ESOP. Finally, the receipt
of “qualified replacement
properties” (i. e., market-
able securities) as a result
of the ESOP sale, can be
used by the family members
in conjunction with other
estate planning techniques,
such as charitable remain-
der trusts, family limited
partnerships, generation-
skipping trusts, etc. | BC
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beginning date. The spouse
could then name a new Des-
ignated Beneficiary to re-
ceive the IRA proceeds at
the spouse's death and take
distributions over the
spouse's and the spouse’s
Designated Beneficiary’s
combined life expectancy.

What happensif | die
after my required
beginning date?

If you die after your re-
quired beginning date, your
benefits must be distributed
at least as rapidly as the
method of distribution onthe
date of your death. Accord-
ingly, if you elected to re-
ceive payments over a joint
life expectancy, payments
can continue to the Desig-
nated Beneficiary in the
same manner as they were
being distributed before your
death. Again, if you name
your spouse as your Desig-
nated Beneficiary, your
spouse may roll over your
benefits into his or her own
IRA inorder to postponedis-
tributions and defer income
taxes until the spouse's re-
quired beginning date.

Arethere any special
concernsif I name my
child or children as my
Designated Beneficiary?

Yes. Firgt, if you name
more than one Designated
Beneficiary, the payout pe-
riod is computed using the
life expectancy of the oldest
beneficiary, unless each ben-
eficiary is a beneficiary of a
separate account or separate
share. Second, if a child or
other person who is not your
spouseis named asyour Des-

ignated Beneficiary, the age
of the Designated Benefi-

to an older Designated Ben-
eficiary after your required

ciary is limited to ten years  beginning date.
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less than your age for pur-
poses of determining the
minimum required distribu-
tions during your lifetime.
This is called the minimum
incidental benefit rule.

Can | change my
Designated Beneficiary?

Yes, you can always
change your Designated
Beneficiary. However, the
required beginning date is
the last date for making
choices that will determine
the longest payout period of
benefits. For example, after
your required beginning date
you cannot lengthen the
maximum payout period by
changing to a younger Des-
ignated Beneficiary. Alter-
natively, you will shorten your
payout period if you change

Can | name a charity or
charitable remainder trust
asthe beneficiary of my
IRA?

Yes. If upon your death
you are planning to leave
money to a charity or chari-
table remainder trust, it is
usually advantageous to
leave your IRA (or aportion
of your IRA) to the charity
or charitable remainder trust
rather than other types of as-
sats. ThisisbecausethelRA
would pass to the charity or
charitable remainder trust
free of income tax, thereby
allowing you to leave other
assets (which would not be
subject to income tax upon
your death) to family mem-
bers. Unfortunately, a char-
ity is not a Designated Ben-

eficiary and has no life ex-
pectancy when determining
the minimum required dis-
tributions during your life-
time. Accordingly, during
your lifetime you will be re-
quired to withdraw your IRA
over your life expectancy
rather than a joint life ex-
pectancy.

What arethe
consequencesiif |
name a charity asthe
beneficiary of my IRA?

Assume that Mrs.
Smith is charitably inclined
and owns $1 million worth
of marketable securities and
a $1 million IRA. She has
several children to whom
she would like to leave $1
million, and would like to
leave$1 millionto her favor-
ite charity. Mrs. Smith
should leave the IRA to the
charity and theremaining as-
sets to her children. Thisis
beneficial because the char-
ity will pay noincometax on
the receipt of the IRA be-
causeit istax-exempt. Mrs.
Smith's estate will be en-
titled to an estate tax chari-
table deduction for the full
amount of the IRA. Mrs.
Smith’s remaining assets
would receive a step-up in
basisand passto her children
free of incometax. Thechil-
dren could then sdl the as-
setsand recognizelittleor no
capital gain. If the children
were to receive the IRA, the
children would pay income
tax asthey received distribu-
tions, thereby reducing their
overall inheritance.

Continued on page5,
see |RA Alternatives
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What are the
consequences of naming a
charitable remainder trust
asthe beneficiary of my
IRA?

If you designate a chari-
table remainder trust as the
beneficiary of your IRA (or
aportion of your IRA), such
trust would not recognizein-
come when it received the
IRA because it is a tax-ex-
empt entity. You would
specify that a child or chil-
dren (or any other indi-
vidual) would receive an in-
comeinterest in the trust as-
sets for his or her life, at the
end of which the property
would pass to charity.

You would receive an
estate tax charitable deduc-
tion based upon the value of
the remainder interest pass-
ing to charity (the deduction
is based on various factors,
including the age of the in-
dividual receiving the in-
come interest, the interest
rate in effect, and the per-
centage payout to the benefi-
ciary). Theend result isthat
the entire IRA has basically
escaped income tax and the
remainder interest of the
IRA isno longer included in
your estate for estate tax pur-
poses. In addition, you havemede
alargecharitable contribution.

Can | gift mylRA to
charity during my
lifetime?

No. IRA's are not as-
signable during your life-
time. The only method by
which you can transfer IRA
assets to charity during your
lifetime would be to with-
draw the assets, pay the in-
come tax with respect to
such distributions, and then
give the balance to charity.

How can | leave my IRA
to my spouse but also
requirethat upon her
death the | RA go to my
children?

You should consider
naming a “QTIP Trust” as
the beneficiary of your IRA.
Under newly issued Trea-
sury Regulations, a QTIP
Trust can qualify as a Des-
ignated Beneficiary so long
asvariousrulesarecomplied
with. In addition, the IRA
can qualify for the Federal
estate tax marital deduction
so long as the trust contains
certain provisions. Your
spouse, however, would not
be alowed to roll-over the
IRA inorder to postponedis-
tributions and defer income.

How can | utilize my IRA
to fund my Credit Shelter
Trust?

Solongasvariousrules
are complied with, you can
designate your credit shelter
trust as the beneficiary of
your IRA. However, amore
flexible solution would be to
designate your spouse as the
designated beneficiary of
your IRA, and your credit
shdlter trust as the contingent
beneficiary. Your spouse
(withthehelp of an attorney)
could then analyze his or her
needs and the current in-
come and estate tax laws at
the time of your death to de-
termine whether it would be
more appropriateto roll-over

your IRA and defer income,
or “disclaim” the IRA to
fund the credit shelter trust
and save estate tax.

The above discussion
is an attempt to explain
some of the most fre-
quently encountered IRA
planning alternatives,
however, it is not an ex-
haustive list. Each situa-
tion may require different
planning strategies and
should be examined care-
fully with a professional
who has expertise in this
area of the law. BC
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