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Stretch out estate tax
on business interests
If you’re like many small business owners, it has taken years, and probably
decades, to build a successful operation.
Naturally, you hope that the business
continues long after you’re gone, especially if you’ve brought children or other
family members into the fold. But that’s
not always the reality.
Frequently, heirs of successful entrepreneurs
are forced to sell off business interests at “fire
sale” prices to help pay a federal estate tax
bill. The current top estate tax rate of 40% is
triggered after applying the gift and estate
tax exemption of $5.49 million. For example,
absent other factors, if the taxable portion of
a business interest amounts to $5 million, the
estate owes a staggering $2 million (40% of
$5 million) in tax.
Could this happen to your business? You can
minimize the chances by taking some preemptive steps, including providing instructions
for making a special election under Internal
Revenue Code Section 6166.

How Sec. 6166 works
Sec. 6166 allows heirs to stretch out estate
tax payments over time. Specifically, assuming certain conditions are met, the executor of
the estate can elect to postpone any payment
for five years before taking another 10 years
to meet the tax obligations in equal annual
installments. (This 15-year deferral is actually
14 years long because of the way payment
due dates are structured.)

2

Thus, by buying extra time with the election,
your family may be able to avoid a distress
sale. However, this tax break isn’t automatically available. To qualify, three requirements
must be met:
1.	The deceased must have been a U.S.
citizen or resident at death.
2.	An interest in a closely held business must
compose more than 35% of the deceased’s
adjusted gross estate.
3.	The election must be made by the estate’s
personal representative on an estate tax
return filed in a timely manner.
The calculation of the 35% test is based
on subtracting from the gross estate certain

More life in life insurance
Regardless of whether your estate benefits
from Section 6166, it may be advisable
to secure additional life insurance coverage. This could be the easiest and most
cost-efficient method for ensuring that
your family will continue to operate your
business after your death.
Not only does life insurance provide
liquidity to pay estate tax immediately or
through annual installments, but the proceeds won’t be included in your taxable
estate if you make the necessary arrangements. Essentially, you can’t retain any
ownership rights under the policy. For
most business owners, this is a small
price to pay for peace of mind.

deductions, such as debts, funeral expenses,
administration costs, mortgages and liens.
However, these deductions are taken into
account prior to applying any available charitable and marital estate tax deductions.
Moreover, the closely held business interest
must qualify as an active trade or business. If
the business is a passive activity, the value of
passive assets must be removed before it can
be determined if the value exceeds 35% of the
adjusted gross estate.

Under Sec. 6166, an
executor of the estate can
elect to postpone any
payment for five years before
taking another 10 years to
meet the tax obligations in
equal annual installments.
Be aware that this estate tax deferral break
isn’t limited to sole shareholders of C corporations. It’s also available for sole proprietors;
partners with an interest of 20% or more in the
partnership or with an interest in a partnership
that has no more than 45 partners; and corporate stockholders owning 20% or more of the

voting stock, or owning stock in a corporation
with no more than 45 shareholders.

Other factors in play
If you intend for Sec. 6166 to be elected,
be wary of certain actions that will accelerate payment of all the unpaid tax that has
been deferred. For instance, payments may
be accelerated because of sales, exchanges
or other dispositions of 50% or more of the
deceased’s interest. On the other hand, if the
business redeems shares to pay for estate tax,
funeral expenses and administrative expenses,
this redemption won’t cause an acceleration.
Finally, there’s one more catch: Interest must
be paid annually on the unpaid portion of the
tax. However, the estate pays only 2% interest
on the tax attributable to the first $1 million of
the business interest. The interest rate for tax
underpayments applies to any amount above the
$1 million threshold, subject to inflation indexing. The threshold for 2017 is $1.49 million.

Don’t try this at home
Bear in mind that this technique is complex.
Meet with your estate planning advisor to
determine the availability of the Sec. 6166
election. This election should be coordinated
with other aspects of your estate plan. •
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Maintaining family harmony
Balance beneficiaries’ needs with a total return unitrust
A traditional trust can sometimes create a
conflict among the lifetime and remainder
beneficiaries. This makes it more difficult
for your estate plan to achieve its objectives and places your trustee in a difficult
position. A total return unitrust (TRU) may
offer a solution.

What are the trustee’s challenges?

In an effort to make everyone happy, Roger
compromises: He invests half of the assets in
growth stocks and the other half in fixed-income
vehicles. The $1 million in fixed-income investments generates $50,000 per year for Kristen,
and at the end of the trust term the principal is
just under $2.7 million.

When a trust is designed to provide benefits
for two classes of beneficiaries, often in different generations, it presents a difficult challenge for the trustee. Consider this example:
Adam’s will establishes a trust that pays all of
its income to his wife, Kristen, for life (the “lifetime beneficiary”), and then divides the trust
assets equally among his three children from
his first marriage (the “remainder beneficiaries”). The trust names Adam’s friend, Roger,
as trustee. Kristen outlives Adam by 10 years.

How can a TRU help?

Roger has a fiduciary duty to act in the best
interests of all the beneficiaries, but traditional
trust design makes it difficult for him to be impartial. Suppose Adam leaves $2 million to the
trust. To provide Kristen with a steady income
stream, Roger places the trust assets in fixedincome investments that generate a 5% return.
Kristen receives income of $100,000 per year,
and when she dies the trust’s principal — still
$2 million — is distributed to Adam’s children.
Not a bad inheritance, but its value has been
eroded by 10 years of inflation.

Going back to our previous example, suppose
Adam’s trust is designed as a TRU that makes
an annual payout to Kristen equal to 3.5% of
the trust’s value, recalculated annually. Roger,
relieved of the duty to generate income for
Kristen, invests all of the trust assets in a diversified portfolio of growth stocks that yield a
9% annual return. Kristen’s payments from the
trust start at $70,000 and grow steadily over
the trust’s term, reaching more than $113,000
by year 10.

Suppose, instead, that Roger invests the trust
assets in growth stocks that earn a 9% annual
return. Ten years later, the trust’s value has
appreciated to more than $4.7 million. That’s
good news for Adam’s children, but this
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approach likely generates little or no income
for Kristen.

The advantage of a TRU is that it frees the
trustee to employ investment strategies that
maximize growth (total return) for the remainder beneficiaries without depriving lifetime
beneficiaries of income. Rather than pay out
its income to the lifetime beneficiary, a TRU
pays out a fixed percentage (typically between
3% and 5%) of the trust’s value, recalculated
annually, regardless of the trust’s earnings.

At the same time, the value of the trust principal grows to more than $3.4 million, which
is distributed to Adam’s children at the end
of year 10. Thus, the lifetime beneficiary and
the remainder beneficiaries are better off with
a TRU than they would have been under the
compromise approach described earlier.

Can you convert an existing
trust into a TRU?
If you’re concerned that an existing, irrevocable, income-only trust may be unfair to certain
beneficiaries, it may be possible to convert it
into a TRU. In order to do so, however, such
a conversion must be permitted by applicable
state law.
An IRS private letter ruling clarifies that converting a trust into a TRU according to state
law shouldn’t have any negative tax implications. It doesn’t cause the trust to lose its
grandfathered status for generation-skipping
transfer (GST) tax purposes. (For example,
GST tax doesn’t apply to irrevocable trusts in
existence on Sept. 25, 1985, so long as no
additions, actual or constructive, are made to
the trust after that date.)

Issues to consider when creating a TRU
If you’re considering implementing a TRU, it’s
important to plan carefully. Ask a financial
advisor to project the benefits your beneficiaries will enjoy under various scenarios, including different payout rates, investment strategies
and market conditions. Keep in mind that, for
a TRU to be effective, it must produce returns

that outperform the payout rate, so don’t set
the rate too high.
Be sure to investigate your state’s trust laws.
Some states disallow TRUs. Also, many states
establish payout rates (or ranges of permissible rates) for TRUs, so your flexibility in
designing a TRU may be limited. Finally, if a
trust is required to pay out all of its income
to a current beneficiary, be sure that unitrust
payouts will satisfy the definition of “income”
under applicable state and federal law.

Is a TRU right for you?
By aligning your beneficiaries’ interests, a TRU
can relieve tension among your loved ones and
allow your trustee to concentrate on developing
the most effective investment strategy. Contact
your estate planning advisor to learn whether a
TRU is right for your family’s situation. •

Is a donor-advised
fund right for you?
Do you make sizable gifts to charitable
causes? If you’re fortunate enough
to afford it, you can realize personal
rewards from your generosity and claim
a deduction on your tax return. But once
you turn over the money or assets, you
generally have no further say on how
they’re used.

You can exercise greater control over your
charitable endeavors using a donor-advised
fund (DAF). According to the National
Philanthropic Trust (NPT), a nationwide public
charity, this has become the fastest-growing
charitable vehicle in the country in recent
years, with no signs of the trend abating.
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Setting up a DAF

DAF pros and cons

As the name implies, your recommendations
are integral to a DAF. First, you contribute
to a fund typically managed by an independent sponsoring organization or an arm of a
reputable financial institution. The minimum
contribution generally is $5,000. In exchange
for handling the management of the fund, the
financial institution or organization usually
charges an administrative fee based on a
percentage of the deposit.

Here are the advantages and disadvantages
of using a DAF:
Immediate tax deduction. Your contribution to the DAF is deductible in the tax year
in which the initial contribution is made.
You don’t have to wait until the fund makes
distributions to the designated recipient.
Convenience. It’s easy to establish and contribute to the fund. All the administrative duties
and paperwork are handled for you.
Simplicity. You only have to keep track of
a single contribution, as opposed to multiple
donations to several charities.
No capital gains tax. If you contribute
appreciated property such as securities, there’s
no capital gains tax on the appreciation in
value. It remains untaxed forever.
No estate tax. Contributions to a DAF aren’t
subject to estate tax or the probate process.

Next, you make recommendations to the fund
about how to dole out the money to your
favorite charities. Though technically you no
longer have control of the money that has
been contributed, the fund administrator will
generally follow your advice. While you’re
deciding which charities to support, your contribution is invested and grows tax-free. Then,
your charitable choices are vetted by the
organization to ensure that the recipients are
qualified charitable organizations. Finally, the
administrator cuts the checks and the funds are
distributed to the charities.
Although contributions to a DAF are often
made in cash, publicly traded securities are
also readily accepted. In fact, other assets,
such as real estate and closely held business
interests, may also be contributed.
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Tax-free growth. The amounts contributed
to the fund are invested and can grow without
any tax erosion.
Security. Using a DAF ensures that money
becomes available only to legitimate charities.
Anonymity. If you prefer, distributions
can be made to charities anonymously.
Alternatively, if you don’t mind the limelight,
you can name the fund after your family.
Conversely, despite some misconceptions,
contributors to DAFs have effectively no control
over how the money is spent once it’s disbursed to charities. Donors can’t benefit personally. For instance, you can’t direct that the
money be used to buy tickets to a local fundraiser. In addition, detractors have complained
about high administrative fees.
Naturally, the basic tax rules relating to
charitable contributions continue to apply.

For example, monetary contributions generally are deductible in full, but the amount you
can claim each year is limited to 50% of your
adjusted gross income (AGI). Your deduction
for donations of appreciated property may
be based on the property’s fair market value
if you owned it longer than one year. But the
annual deduction limit for such gifts is 30%
of AGI. Finally, certain itemized deductions,
including those for charitable donations, are
reduced for upper-income taxpayers.

Do your homework
If you believe a DAF is the right charitable
funding vehicle for you, be sure to shop
around. Fund requirements — such as minimum contributions, minimum grant amounts
and investment options — vary from fund to
fund, as do the fees they charge. So work with
your estate planning advisor to find a fund
that meets your needs. •

Estate planning pitfall

You’ve videotaped your will
You’ve probably seen it on TV shows or in movies: A videotape of a will is shown to members
of a squabbling family. The deceased, who
likely owns a small fortune, reads aloud from a
document containing his or her wishes or simply speaks from the heart. Typically, this video
reveals a hidden agenda or unexpectedly cuts
a family member out of the will. It makes for
good entertainment. But the question remains:
Are videotaped wills legally binding? The
answer is, essentially, “no.”
Technology enables the deceased person to
express wishes to the assembled family from
beyond the grave, but states generally require
wills to be physical documents that are written, signed and properly witnessed during a
person’s lifetime. By itself, a videotape isn’t
a legally valid substitute for a will. To avoid
intestacy, the deceased must have supplied
a physical copy of a will. If this document
otherwise meets state requirements, it may be
supplemented by a video.
However, a videotaped will can still be used
to show that the deceased was of sound mind

and competent at the time the will was created. Thus, it could prove useful in settling
court challenges, including ones by disgruntled
family members.
The best approach is to contact an experienced attorney to help you draft a will that
meets your personal needs. At a minimum,
the will should provide for distribution of
assets, establish guardianship of young children and name the executor to handle the
estate. Review the will periodically to ensure
that it remains up to date. If you then want to
supplement the will with a videotape, go right
ahead. Just don’t rely on this video exclusively.
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Estate Planning You Can Trust
ADLER POLLOCK & SHEEHAN P.C. has recognized expertise in
sophisticated and creative planning techniques that minimize your taxes and
maximize your control of your assets — and at reasonable rates. That’s why
business owners, professionals and others with significant wealth or property
choose the AP&S Financial and Estate Planning Group to achieve their
long-term financial objectives. Our attorneys work to understand your unique
situation and provide customized estate planning and wealth transfer strategies
that realize your financial goals, securing the utmost benefit for you, your
family, your business and the organizations you support. We can collaborate
with your accountant, financial planner, insurance consultant or broker to
create a seamless financial plan that works to guarantee your objectives. Since
AP&S is a full service firm practicing throughout the country, we can easily
work on any matters that cross the borders into other states.
DAVID T. RIEDEL
Estate Planning Practice Group Chair
driedel@apslaw.com
• A
 uthor, Wills, Trusts and Gifts
• Chairman, R.I. Bar Association’s Committee
on Probate and Trust since 1983
• Past President, Estate Planning Council of
Rhode Island
• Named to The Best Lawyers in America since1991, Super
Lawyer (R.I.), Martindale Hubbell AV rated

E. HANS LUNDSTEN
Tax Practice Group Chair
hlundsten@apslaw.com
• C
 hair, R.I. Bar Association Lawyer-Accountant Liaison
Committee
• Frequent lecturer and author of numerous articles on
Rhode Island tax law
• Named to Chambers USA America’s Leading Business
Lawyers, The Best Lawyers in America in Tax Law
and Corporate Law, Super Lawyer (R.I.), Martindale
Hubbell AV rated

JOSEPH R. MARION, III
Estate Planning Practice Group
jmarion@apslaw.com
• M
 ember, R.I. Bar Committee on Probate and Trusts
since 1999
• Member, Rhode Island Estate Planning Council
• Recently named as a Five Star Wealth Manager by Rhode
Island Monthly and Rhode Island Business Quarterly
• Frequent Lecturer for The R.I. Bar Association and
National Business Institute
• Admitted in R.I., MA and U.S. Tax Court

AP&S offers a full
range of estate planning
services, including:
• W
 ills, powers of attorney, and
healthcare directives
• Creation and administration
of trusts    
• Charitable giving
• Wealth preservation and asset
protection
• Elder and special needs planning
• Organization of private foundations
• Structuring succession planning or
buy-out arrangements for closelyheld businesses
• Gift and estate tax planning
• Insurance evaluation and planning     
• Litigation to protect or challenge an  
existing estate plan
• Planning for philanthropy transfer
• State residence planning

Our firm’s capabilities include:
Administrative Law
Banking & Commercial Finance
Creditor’s Rights: Insolvency,
Workout & Bankruptcy
Corporate and Commercial Law
Employment Law
Environmental Law
Financial & Estate Planning
Government Relations
Health Care
Hospitality
Insurance
Litigation
Mergers & Acquisitions
Products Liability & Toxic Torts
Public Finance
Real Estate
Securities
Sports Law
Technology
Venture Capital.

We welcome the opportunity to discuss your legal needs.
Please call us at 401.274.7200.

