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Greetings from the President
Bernard J. McLafferty, Jr., Esq., LL.M.

The Montgomery County Estate Planning Council will begin its 50" year in 2012. Lead-
ing up to the anniversary, the MCEPC Board has been looking at all aspects of the Council to
make sure that the MCEPC is as strong and vibrant in 50 years as it is now.

Like many professional organizations, the membership of the MCEPC has fallen during
the course of the current economic downturn. When Eileen Dougherty was President several
years ago, we had 200 members. Currently we have approximately 150. Something else that
is very interesting has happened over the last five years. Attendance at our meetings has
risen by 50%! In the past we averaged 35-40 attendees at each of our dinner meetings. Over
the last three years, that number has risen to 60+.

It is clear that our members truly value the quality of the programming that we have
been presenting. In 2011, we changed the format of our Annual June Seminar. We scheduled
a nationally known speaker, and held the event at Montgomery County Community College.
Even though our originally scheduled speaker had health issues which prevented his atten-
dance, we still had an extremely informative program with over 100 attendees. We plan to
have another nationally known speaker, as well as a member of the Pennsylvania Legislature,
speak at our 2012 Seminar at Montgomery County Community College.

Last Spring we conducted a survey of our membership. Overall, the members had
some great things to say about the Council. We received helpful suggestions which are being
implemented this year. Based on the survey suggestions, we are also looking into having a
breakfast or lunch meeting in the 2012-13 meeting year.

Some members also suggested that we have a primarily social event around the holi-
days. Instead of our regular sit down dinner, we will have heavy hors d'oeuvres. A wine
valuation expert will speak to us as part of the event, and the council should be able to offer
CE credits for most, if not all, of the professional designations. Put Monday, November 28th
on your calendar!

As our members are the Council’s most important asset, | encourage each of you to get
the word out! Talk with your friends and colleagues about the valuable educational and net-
working opportunities that are provided by the Montgomery County Estate Planning Council.
Bring a guest to one of our meetings. | believe that when they experience the quality and pro-
fessional collegiality of our Council, they will want to join us. These new members, along with
our exceptional existing membership base, can lead the MCEPC into the next 50 years!
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MCEPC-PA is LinkedIn

Presented below is a list of the MCEPC officers and their respec-
tive duties for 2011/2012. Members are welcome to contact
them with questions or ideas.

As an added benefit for council members, we have created a
LinkedIn Group which we are planning to use as a communi- OFFICERS
cation and information resource for our members. PRESIDENT: CHAIRS MEETINGS

Bernard J. McLafferty, Jr., Esq., LL M.

As the premiere professional internet networking site, LinkedIn MecLafferty & Kroberger, P.C.

has over 47 million members in over 200 countries and territo- (215) 233-3960

g BMcLafferty@McLaffertyKroberger.com
ries around the world.

Your professional network of trusted contacts gives you an

FIRST VICE PRESIDENT: CHAIR OF COMMITEES
Diane K. Foxman, Esquire

advantage in your career, and is one of your most valuable e T, Mulin, Maxuel & Lupin

assets. LinkedlIn exists to help you make better use of your dfoxman@hrmml.com

profgssi_on_al n_etwork and help the people you Frust in return. SECOND VICE PRESIDENT : PROGRAM CHAIR

Their mission is to connect the world’s professionals to make Virginia Frantz _

them more productive and successful. 610y S1sopag 1 Foundation. e
. o . vf foundationinc.

When you join, you create a profile that summarizes your pro- renz@meloundationine.cra

fessional expertise and accomplishments. You can then form SECRETARNITREASURER

enduring connections by inviting trusted contacts to join haeriesion Assarietes

LinkedIn and connect to you. Your network consists of your Ihorvath@interventionassociates.org

connections_, your connections’ connections, an_d_ the people PAST PRESIDENT

they know, linking you to a vast number of qualified profes- Alan D. Katz, ChFC, CLU,AEP, CRC

sionals and experts. Through your network you can: oy sy P

Manage the information that’s publicly available about you adbencon@attnet
as professional

. . . . . 0 DIRECTORS
Find and be introduced to potential clients, service provid-
ers, and subject experts who come recommended e

Create and collaborate on projects, gather data, share files [[| Sioioovrizonnet
and SOIVe prObIemS Susan Deane Hunter Esq., L.L.M.(Taxation)

Be found for business opportunities and find potential part- ||| &) es s

shunter@dreardonlaw.com

ners
5 5 5 5 5 0 5 5 Linda J. La Vay, CTFA
Gain new insights from discussions with likeminded pro- National Penn Investors Trust Co.
fessionals in private group settings i vy @npitc.com
Discover inside connections that can help you land jobs Daniel Sierchio, CPA
The Sierchio Financial Group
and close deals (215) 393-8221
. . . .. . dansierchio@dansierchio.com
Post and distribute job listings to find the best talent for N
im Zeigler
yOUI’ Company Kamelo%Auction House
. . o . . . (215) 392-0041
LinkedIn is free to join. All relationships on LinkedIn are mutu- tzeigler@kamelotauctions.com
ally confirmed, and no one appears in the LinkedIn Network Cindy Diccianni, RN, ChFC, CSA, CLTC
. - . Diccianni Financial Group, Inc
without knowledge and explicit consent. (484) 681-9046

cindy@dfgPA.com

To join MCEPC-PA LinkedIn Group go to

www.linkedin.com/ . If you're not already a member, com-
plete the basic information. when finished or if you are already
LinkedIn, go to the groups tab.... search for MCEPC-PA.... S,

then asked to be Linkedin.... P (519 GAe.aa61
If you are a LinkedIn member, but forgot your password, enter [ &"eneerees oo
your email address and they will send you your password.

Great things are happening at MCEPC-PA, become a part of
the surge!

COUNCIL OFFICE
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WELCOME NEW MEMBERS
AND
THANK YOU TO OUR REFERRING MEMBERS!
Tim Zeigler, Membership Chair

We extend a warm welcome to our new members and a big THABK to our members who referred our
newest members!

Sharon Bealedviontgomery County Community College Foundation, Inc.
Peter J. Bietz, LL.M. Tax Attorney, High Swartz AttoyseAt Law LLP
Stephen N. Cheifetz, CPA, CFP®, Radnor Financial Advidocs,
Andrew Dziedzic, Sentinel Investments
James E. Egbert, Attorney, Egbert & Barnes PC
Justin C. Esposito, Esg. Howland, Hess, Guinan, Torp@agsidy, LLP
Andrew Grau, Esq. Hamburg, Rubin, Mullin, Maxwell & LupinCP
Debra W. Khateeb, Montgomery County Community College Foiorgdhc.
Jim King, National Penn Investors Trust Company
Ginny Koehler, PLAN of PA
Ryan Leib, CFP®, AIF® , Keystone Wealth Management
William Mastalski, CFP®, First Vice President/Wealflymt. Financial Advisor, Janney Montgomery Scott LLC
Thomas B. McCabe IV, Freeman'’s
Andrew B. Nalle, Director, Credit Suisse Securities YELC, Private Banking USA
Charlotte A. Pakan, CLU, ChFC, The Marshall FinahGisoup
Susan E. Piette, Esqg., Hamburg, Rubin, Mullin, Maxwell#pin
Richard Pritz, MT, CPA, Gallagher, McDevitt, Schall@usurgent, LLC
Lindsay Waltower, The Philadelphia Foundation
Jason M. Ware, Law Office of Jason M.Ware, Esq.
Danielle White, CPA, CFP®, Radnor Financial Advisors, In
Brian S. Wubbe, CMFC, National Penn Investors Trust Company

We are continuing our practice of thanking our referring meamiwith a bottle of wine. Please continue to
spread the word about the great benefits of MCEPC mempergducation, networking, camaraderie! | look
forward to personally thanking our referring members aeld@ming our new members at the next meeting.

Interested in placing an ad in our NEXT MCEPC Newsleter?
For more information contact :
Susan Hunter(610) 687-3942, shunter@dreardonlaw.com
Linda J. La Vay (215) 230-4405, linda.lavay@npitc.com
or Wendy Rudolph (215) 646-4261
admin@mcepc-pa.org
Our rates are: $25.00 for business card size ad

$50.00 for 1/4 page
$100.00 for 1/2 page
$150.00 for full page

Please send us articles suitable for publication in ext mewsletter and let |

know about your company’s awards, your employees' prongtioformatio

that may be important to the field in which you are an éxpad other item
of a business nature that can be shared with the mshier
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Gallagher vs. Commissioner — Taxpayer Victory, but Troubling

Valuation Implications

Mark Lingerfield

On June 28, 2011, the US Tax Court filed a memorandum of
findings regarding the fair market value of a minorityiestin a
closely held business in tiistate of Gallagher v. Commissioner
T.C. Memo. 2011-148. Judge Halpern’s final decision was ulti-
mately less than the values determined by the IRShendgalue
that the taxpayer reported. On the face this appeaesaddx-
payer victory; however, the judge disregarded much of the tax-
payer’s appraiser’s valuation and made some interessisgmp-
tions in determining the value of the decedent’s intenmeslud-

ing the disregarding of tax-affecting the earnings of an S-
corporation.

Paxton Media Group (“PMG”) is a privately-held, family-oad

justment, a self-insured health insurance adjustmenaand
overfunded defined benefit plan adjustment, amongst other
non-recurring adjustments that are typical in a valuation.
The judge claimed that the taxpayer’s expert’'s support for
the adjustments was either not “persuasive” or did et pr
vide enough explanation.

3) Both of the experts utilized the guideline public company
method, but only the IRS’s expert gave it any weighthas
taxpayer’s expert could only find one sufficient guideline
company. The tax court found that the IRS’s expert should
not have placed so much weight on the approach as it de-
scribed a test for comparability of guideline companiek an

media company based in Paducah, Kentucky. The Company is a agreed with the taxpayer’s appraiser that there were no

publisher of daily and weekly community newspapers. Itd-pub
cations serve small and mid-sized communities in raes
Kentucky, Indiana, Michigan, Arkansas, North Carolinapts

gia, Tennessee, Louisiana and Mississippi. As of thetian
date, PMG owned 28 daily newspapers, with a combinedlairc
tion of approximately 342,000. The Company also produced a
number of related weekly and specialty publications. titiad

to publishing, the Company owned WPSD-TV, the NBC affi
serving the Paducah market.

As of the date of death (July 5, 2004), the decedent dilelthiy

an approximate 15% interest in PMG. The tax court decided on

several issues critical to the valuation of an intdrea closely
held business, including: (1) the relevant date of firedrinfor-
mation to be used in a date-of-death valuation, (2) apptep
adjustments to historical financial statements, (3anek on the
guideline public company method, (4) the use of the weighte
average cost of capital (WACC) as an appropriate ratetafn

in the income approach, (5) whether to tax-affect eagmof an S
-corporation in the income approach, and (6) the sineirubrity
interest and lack of marketability discounts.

1) The court concluded that the June 30, 2004 financia stat
ments for PMG and public companies could be utilized,

despite not being readily available on the July 5, 2004 date
of death. The estate’s appraiser used May 30 data for PMG

and March 28 data for the guideline companies, claiming

that June documents would not have been prepared by July

5, 2004. The tax court indicated that potential investors

could make inquiries of PMG or the public companies con-

cerning their financial condition on June 30, and thus the
later documents should be used.

2)
by the estate’s expert, including a life insurance palit-

Judge Halpern disregarded many of the adjustments made

enough companies that were similar enough for valuation
purposes.

4) Judge Halpern believes that utilizing the WACC is an im-
proper analytical tool to value a “small, closely hebdpo-
ration with little possibility of going public.” However,
since both experts relied upon the WACC, Judge Halpern
allowed the use of the WACC in his determination of value

5)PMG was an S-corporation and thus did not pay corporate-
level taxes. Not surprisingly, the taxpayer’s exped tre
IRS expert differed on the use of tax-affecting of tha-ea
ings in the income approach. The estate’s expert tax-
affected PMG’s earnings at a C-corporation rate. The tax
court stated “the principal benefit enjoyed by S corporati
shareholders is the reduction in their total tax burden, a
benefit that should be considered when valuing an S corpo-
ration. [The estate’s expert] has advanced no reason for
ignoring such a benefit, and we will not impose an unjust
fied fictitious corporate tax rate burden on PMG’s future
earnings.” Therefore, the tax court did not allow the afs
tax-affecting in the income approach.

6) The taxpayer’s expert income approach to valuation-deter
mined the value of the company on a minority intebast

sis, and thus, no minority interest discount was gpfate

as such a discount would have been duplicative. The IRS
expert determined the value of the company on a control-
ling interest basis, and the tax court agreed that arityin
interest discount was appropriate. However, the tax cour
judge indicated that the support for only a 17% minority
discount was not sufficient by the IRS, and concluded a
minority interest discount of 23% was appropriate. fHxe
court judge also concluded a discount for lack of market-
ability of 31% was appropriate, based on the experts’ reli-
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ance on the restricted stock studies; however, the court value of thesubject busines$inally, the comments made by the
noted that it had disregarded marketability discounts baged court judge on the disagreement of using the WACC and

upon those studies in previous cases.

While the result of the case is a win for the suldjgxpayer, the

other commonly used studies for developing the discouradar
of marketability, two tools that are regularly used nofshe

valuation implications are troubling. The tax courtanste on notaluation community shows the lack of acceptance ofrgéne

tax-affecting an entity’s earnings in the income apgnoadn
contrast with much of the valuation community. Manageim
Planning, Inc. believes that S-corporation earnings shmutelx-
affected, with any benefit resulting from the S-corgoratax
status (including the tax shield from the lack of doublatiar

appraisal principals and procedures. Overall, not doés this
case demonstrate that the appraisal expert must haveuadat-
standing of appropriate valuation methodologies and thigyzbi
execute such methodologies in a specific case, but he must b
able to document such procedures in a fashion that is easily

of dividends and any differences in C-corporation and persondprstood and persuasive to the reader of the report.
tax rates) needs to be explicitly calculated forsthigiect businessyark Lingerfield has determined the value of closely held séesint

and added back to the tax-affected value. In order toledd
this S-corporation benefit, the appraiser must unders$temniis-
torical and prospective distribution policy which is gignificant
driver of the benefit, if any, as any distributiongoand above
the tax are not subject to double taxation. The fatlutax-

entities in many industries for a variety of purposeduiting estate, gift
and income taxes, matrimonial proceedings and ESOPs among other
purposes. Mr. Lingerfield is an Accredited Senior AppraiseS@4 of
the American Society of Appraisers, with accreditation inrgss
Valuation. He is also a member of several Estate Planninoélo

affect earnings and subsequently add back the benefitatgidul chapters located in New Jersey, Pennsylvania and Delaware. Mark

for the S-corporation tax status based on what is expaziac-
cur at the company in terms of distributions does natigeca

Lingerfield received his undergraduate degree in Finance from The
College of New Jersey and an MBA in Finance from Rider hifye

Utilizing an Electing Small Business Trust

Lonn Selbst

Subchapter S Corporations represent a common methautfor
viduals seeking to incorporate their business. Accordirlye
Internal Revenue Service, more than four million entfiled
returns as S corporations for the 2008 taxable yeharainost
seven million shareholdefsThese entities are often preferred
over Subchapter C Corporations because they do not gaafe
tax on income that is generated. Rather, income ptssegh
to the owners, and is taxed to them as individuals. Betps
recent growth of Limited Liability Companies, S corgioons
remain extremely popular partly because of the ability 0biC
porations to elect S corporation status without incgrtaxable
gain. In contrast, if the C corporation were to cohiwep a part-
nership or LLC, such a transaction would be considetagable
liquidation.

One must adhere to a few limitations in order to n@geoper S
corporation election. The corporation must have no rnane

of wealth for many individuals. When engaging in finahand
estate planning, such assets play an essential rolieapibstant
for the entrepreneur to be cognizant of the impaobhieer death
might have on the operation of the business. Incopar#tiese
assets into an individual's estate plan can creatdistabthe
entity itself, while providing the entrepreneur’s faynitith eco-
nomic security. There are three common methods tladilena
client to include shares of an S corporation into hiseorelstate
plan:

1. A Grantor Trust

2. A Qualified Subchapter S Trust (QSST)

3. An Electing Small Business Trust (ESBT)
Advantages to an ESBT

There are many reasons that may make an Electing Bosal
ness Trust (ESBT) the preferred vehicle for cliedast impor-

100 shareholders, cannot have as a shareholder a person wh[o i?

not an individual (other than an estate, certain trast$,some
tax exempt organizations), must not have a nonresidentas a
shareholder, and can only have one class of &tdg¢kwever,
having different voting rights among the shares does otztei
the requirement for one class of stock. This enalpl€s @orpo-
ration to maintain flexibility in its operation.

Ownership of S corporations frequently represents & gaairce

antly, it provides the client with a significant anmd of flexibil-
ity in planning his or her affairs. A grantor can cohwho the
beneficiaries are, the amount of distributions, andctmalitions

in which distributions are made. Such control can bequéatily
beneficial if the beneficiaries of the trust are ang1 Because the
trustee and not the beneficiary is the actual sloddeh a grantor
does not need to be concerned about the beneficiarjarihg
with the busines¥. Had the shareholder owned the stock out-
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right, meddling in the operations of the business woulchbee  It's important to distinguish between a beneficiary' ®iest in
of an issue. An ESBT can be funded during the clienéslifat the trust, and the trust’s interest in the S corporatldnlike the
the client’s death as a testamentary trust. It dftsrin nicely restriction preventing a beneficiary from purchasingdniser
with the client’s overall estate plan as it can be usédnd a interest, no such constraint exists at the trust leVakrefore, a
credit shelter trust or a generation skipping ttust. trustee can enable the trust to purchase S corporatoassdi-

An advisor must be mindful of the estate and gift tax conse rectly if that is the transferor’s preference, as ggpldo gifting

quences that result when an ESBT is funded. However, the TA€M 10 the trust. This sale can take place duringliget’s life
Relief, Unemployment Insurance Reauthorization, ahdClea- or at his or her death, as part of the overall estatepith assets
tion Act of 2010 temporarily created a unique opportunity és cfhat the grantor used to fund the trust.

ate an ESBT. By increasing the amount of the targtien a  Additionally, it is important to understand how benefiarof
grantor can use to make lifetime transfers from $1 millm$5 the trust are counted against the 100 shareholderdirBitcorpo-
million ($10 million for married couples), the grantor lewen  rations. Every potential current beneficiary issidered a share-
greater flexibility to plan his or her affairs. A grantan now  holder of the S corporation for the purposes of the 10@pers
make a large gift of S corporation shares without triggettie  limit. While, as noted above, the trustee and nob#reficiary
gift tax. Gifting the stock during the transferorflivill remove is the actual shareholder, the beneficiaries arplgioounted

any future appreciation in the stock’s value from thadferor’'s against the limit on total shareholders as if theyaltt held the
estate. The transferor can still maintain contrahefcompany stock. Fortunately, under §1361(c) a husband and wife, las we
by gifting non-voting shares while holding onto voting &isar  as certain members of a family are automaticallgteée as one
Additionally, in funding the ESBT, the transferor maydble to shareholder. If the ESBT does not have any currenttenial
take advantage of minority and lack of marketabilityradibn beneficiaries, then the ESBT alone will count as simeholder.
discounts. Because the law is unclear as to whahajipen But, the ESBT will not count as a shareholder if thel least
after 2012, the remainder of this year as well as 2042=pt one potential beneficiary.

Intriguing opportunities. A potential current beneficiary is defined in the statas a

“person who at any time is entitled to, or at thergison of any
person may receive, a distribution from the principahoome

of the trust.* This was previously interpreted to mean that if a
trustee or beneficiary had a special power of appointthaht
allowed them to appoint among an undefined amount of loénefi
aries, the trust by default would have an unlimited amadunt o
potential current beneficiari&s.

Therefore, the 100 shareholder restriction for S cotpors

would be violated. However, the IRS has issued regulati@ns pr
viding that a power of appointment is disregarded as longss i
not exercised! Once the power is exercised for the benefit of an
individual, that person is then counted as a shareholdes pdr-
pose of this change was to enable flexible and effi@state
planning.

Requirements to Maintain ESBT Status

An advisor must ensure that the trust complies with theire-
ments to maintain an Electing Small Business Trust urtR618
(e). Otherwise, the S corporation could lose itsistas a pass-
through entity and would be subject to corporate tax. Hirst,
trustee must make an election for the trust to be tfest@n
ESBT. Much like when the business elects to be treestesh S
corporation, an election for ESBT status is forwardkilog and
applies to future years as long as the statutory conditre not
violated. The trustee even has the power to dictateghcific
date for which the election goes into effedtinder §1362(a), alll
shareholders of a corporation must consent to the @befcti an
entity to be treated as an S corporation. However useche
trustee has the sole authority to make an ESBT eteaidy the
trustee needs to consent to the S corporation eledBgrusing a A minor restriction on Electing Small Business Truestssts

trust, the beneficiaries have no say in either @rctiThis is an- which has an impact on charitable planning. Both cteitee-
other way in which the grantor is able to contrd #ffairs of the mainder annuity and charitable remainder unitrusts canabb
business by using an ESBT as opposed to gifting shareghtutrESBT. While this restriction limits the charitableuphing de-

to the beneficiaries. vices available to a client, it is not all-inclusiva charitable lead

Additionally, all beneficiaries of the trust must beiadividual, TuStqualifies as an ESBT.

estate, or certain tax-exempt or non-profit entitidkso, the Tax issues surrounding an ESBT
beneficiaries of the trust must have received theirestehrough
a gift or bequest and could not have obtained it by purchase.
Thus, for a trust that is already in existence, an admisist as-
certain who the beneficiaries are and how they nbththeir
interest in the trust, prior to recommending an ESETt&n.

There are various tax obligations involved in an ESBak &in
advisor needs to be familiar with. For tax purpodesjricome
of an ESBT is bifurcated between income generated b$ the
corporation and income generated from other trusta@fet
any)* The portion of income from the S corporation is taaed
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the highest possible rate applicable to trusts under 864Ik® QSST. In contrast, this cannot occur with an ESBT, asrtist
rates are currently 35% on ordinary income and 15% on tapitig the ultimate taxpayer.

gains. Furthermore, because S corporation incomat isomsid- )

ered part of the trust's distributable net income, riudgons are CONclusion

allowed for distributions to beneficiaries. Also, thest cannot An advisor should be able to help explain the optionsablaiito
take a personal exemption and other deductions cannot e taRelient in integrating S corporation shares into tientk estate
except for those mandated to be passed-through by the $acor@ed financial plans. Having a thorough understandinlyeofe-
tion. Nevertheless, these restrictions are notiegebsome as quirements for an ESBT will mitigate the risk of puttthg pass-
they appear. First, the trust beneficiaries areax@d on any S through status of the S corporation in jeopardy. Considérang
corporation income distributed to them, as the trusilaysre- ~ duantity of S corporations currently operating active buseges
sponsible for tax. Second, some S corporations dgermrate an Electing Small Business Trust represents a usefanofutr
enough income to make the higher tax rates problemiticthe the client to consider.

S corporations that do generate substantial incomeliégme may
decide that the higher tax burden is worth the tradedffan
flexibility that an ESBT provides. Finally, these ragions ap-
ply only to the S corporation income, and not to thetts other
assets.

Lonn Selbst is an associate at the Goldman Sachs Trust Company. He
received his LL.M. in taxation at New York University aigd].D. at the
Drexel University College of Law. The opinions expresséaisrarticle

are those of the author and do not necessarily reflect the ak@sld-
Comparison with Qualified Subchapter S Trust man, Sachs & Co., The Goldman Sachs Trust Company, N.A., or any of
(QSST) its affiliates. Goldman Sachs does not provide legal, tax, @ating
advice. Any statement contained in this communication conced$ng

tax matters was not intended or written to be used, and cannsele u

for the purposes of avoiding penalties imposed on the relevguayter.

A QSST is another option that an advisor can provides tdiit
ents that is permitted to hold S corporation sharesquabfy, a
trust must have only one current income beneficiafye in-
come beneficiary, and not the trustee, is responfibimaking a '

QSST election. All income or principal to be disttiéd by the I.R.S., SOI Tax Stats — S Corporation Statistics, http://\wsmgov/
trust must go to that beneficiary. This includes albine the ~ (@xstats/bustaxstats/article/0,.id=96405,00.htm

trust generates, and not merely income from the [Socation "1.R.C. 81361(b)

itself. In contrast to an ESBT, income is taxed ®hbneficiary i jorome A. Manning Et Al Manning on Estate Plann{sth ed.
as if the stock is owned directly in his or her individeepacity. 2009).

Nonetheless, if the stock is sold, the beneficiary ISST is not ||

treated as the owner of the shares. The individudksest in the
trust will terminate at the earlier of his or her thear the trust’s
termination.

John Heywood A Primer on the Electing Small Business Trust (2006)
http://www.financeware.com/ruminations/wems/10.18.06/
AM_10.18.06.ElectingSmallBusinessTrust.pdf

¥ Electing Small Business Trusts I.R.S. Notice 97-12
Y'I.R.C. 81361(e)(2)

vii

For estate planning purposes, the QSST is useful asentst
tary marital deduction trust or QTIP under 82056(b)(7). Allre
qguirements for a valid QTIP are satisfied with a QSHow-
ever, because Electing Small Business Trusts providéisig
cantly more flexibility for the grantor, they remairmore popu- American Bankers Association, Charles D. Fox & Thomas W.dAbin
lar vehicle to gift S corporation shares. The apttitcontrol What Fiduciaries Need to Know About S Corporations (2008)
whether an election is made, the identity and numbkeiwéfici- vii | g B. 2008-42, 26 C.F.R.§1.1361-1(m)(4)(vi) (2008).

aries, and the circumstances in which income is aagdll very
attractive to a grantor. Particularly when the Iiereey is a mi-
nor, a QSST mandates that all trust income be distdbubech * -R-C. 81361(d)(3)(A)())
may be unsettling to a client. Furthermore, a lifetipower of
appointment is not permissible for a QSST. Anothewdszk to
the QSST occurs when the S corporation generates inogime
doesn’t actually distribute it to its shareholders. Huvidual
beneficiary ends up paying tax on phantom income, anchotay
be able to afford the tax burden. The trustee maypfeskure to
sell the S corporation stock, which defeats the purpbtes MCEPC.

% Fox, supra note vii.

Bob Picard was the lucky winner of 2 tickets to Paul
Taylor 2. Thanks for being one of the members to do
an early renewal for membership. Thanks to the Mont-
gomery County Community College for the donation to
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The Beneficiary Defective Trust:
A New and Important Refinement to An Old Friénd

Over the last decade, one of the most powerful estabaiplg

The IRS did not want the settlor to recognize a éwsa transac-

tools for business owners has been a sale to a gteudgbr Theretion that did not have substance. However, the flip didleeo

are a number of names for this technique. Some placalkrsa
sale to a defective trust (a “SDT”). Others refethtechnique
as a sale to an intentionally defective grantor trushatéver its
name, this planning tool continues to be a very effectivib ode
of transferring wealth to the next generation and beyond.

The technique involves a number of components. Fiest thas
to be something to sell. Typically, the property besolgl is a
business, but it could just as easily be an investmerfoliorr

real estate. The seller needs to be a high net weron. There

is no minimum net worth required but the seller shoutdhably
have a net worth of at least $20 Million. Otherwibkés planning
tool may be too complex and expensive to justify.

The buyer must be a trust and the trust must be irrevacétl
the traditional form of this SDT, the seller is thego® who cre-
ated the trust — the “settlor.” The settlor is nbeaeficiary of
the trust.

If the trust is set up correctly, the assets of thst will not be
included in the taxable estate of the beneficiariea$dong as
the trust exists (The trust can be set up in perpetuitysifhakes
sense for the family.). The assets of the trusbeaprotected
from the beneficiaries’ creditors since the trustasa self-
settled trust. These two features alone are amengdst pow-
erful reasons for using a trust in estate planning.

The trust will almost always be a grantor trust faome tax
purposes. This means that the income of the trust id taxae
settlor, because the trust will have one or moreipians that

doctrine produced this powerful wealth shifting tool. With t
grantor trust, the settlor can sell an appreciated as#ee trust,
no gain or loss is recognized on the sale, even fhtihehase
price is paid on a deferred basis. The trust can useasgieflow
from the asset being purchased to pay the sellerfseitid the
settlor recognizes all of the annual income produced dopshet
sold to the trust. This means that the trust can use 0%
cash flow to make annual payments on an installment note i
stead of the net after tax cost. As a result, thetgrarust per-
mits much more leverage in a buyout for this purpose.

In a typical leveraged buyout, the purchaser first mustrpay
come taxes on the net annual income produced by the dsset.
net remaining cash flow can then be used to pay the.sdllso,
the seller has a capital gain to recognize if the asdétis an
appreciated asset. In effect, there is double taxatiche sale.
However, with a sale to a grantor trust, there is onbylevel of
taxation. The trust does not pay income taxes, tisere capital
gain tax for the seller, and the seller recognizesfalie income
that the trust ordinarily would have to recognize.

At first blush, this does not look so good for the sellastead of
paying the long-term capital gain rate, the seller hasyoordi-
nary income taxes on the income earned by the trustyeac.
However, this is part of the beauty of the arrangemenmst, Fi
the seller had not sold the asset, he/she would havie mecbg-
nize this income, anyway, and pay the same incomeSagond,
the seller under an installment sale may receive annyalgras
that approximate the income he/she earned from #et psor to

cause this result under 88672-677 of the Internal Revenue CQH@'sale. Third, by paying the income taxes eachfgedne

Sometimes a grantor trust is referred to as a defectisebe-
cause of this income tax result. However, trusts creeteplan-
tor trusts for this type of sale are intentionally madentpr trusts
precisely so that the income can be taxed to the isef®dis-

trust, the seller is diminishing his/her own estate evtike wealth
of the trust beneficiaries grows. Fourth, since rettmmby the
grantor of the trust income is required under 88672-677 of the
Internal Revenue Code, paying the taxes on income earribd by

cussed below, using a grantor trust in a sale makes theqeennj g js not a taxable gift to the beneficiaries.efitiore, a seller

very powerful and permits the transfer of significant wetéh
of gift taxes.

When a settlor sells an asset, there ordinarilydapatal gain.
The capital gain may be long term or short term depengiog
the length of time the settlor owned the asset beitty How-
ever, when the settlor sells an asset to a grantorcirested by
the settlor, no gain is recognized. This is becausarga trust
is treated as the alter ego of the settlor. No galoss is recog-
nized on sales between the settlor and the grantor trust

Originally, this concept was designed to prevent tit#osérom
selling as asset to himself or his family and recdggia loss.

who is the parent or grandparent of the trust beraefes can
make a substantial gift to his/her family members eaein with-
out paying a gift tax. This is the true power of thehteque.

In certain SDT’s, the asset being sold is real estaéebusiness
interest. If the interest being sold is a partialrege(e.g., a non-
voting limited partner interest or a tenant-in-commderigst in
real estate), then there may be a discount on the wilthe asset
being sold. This makes the result even better. How#usrthe
grantor trust tax rules that are the most important commiain
making an SDT work.
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The payment method with a SDT often is an instalimertg.
Other methods are a private annuity and a self-camcelgtall-

In effect, if 8678 applies to a beneficiary, the trust mow be
defective as to that beneficiary. But, as we will ggs,not de-

ment note. Any of these methods can have annual payofentdective at all. In fact, the beneficiary defectivest (‘BFT”) may

principal and interest or can be interest only with éobalpay-
ment in a later year. The latter alternative provilesn more
leverage for the purchaser.

For a variety of reasons, not everyone likes to USBBR. For

be even more powerful than a traditional SDT. Here i wh

With the BFT concept, the person who will be makingghle to
the trust is the beneficiary, not the settlor.slhot intuitive at all
how this is beneficial. Let me explain.

example, a parent may not want to give up ownership oraonte; o e tryst still will be created by a parengmndparent (the

of a valuable asset. Many people do not like the idgayihg
the trust’s income taxes. Even though this is a falsueealth

settlor) for the benefit of one or more family meard) The
settlor will make a gift of $5,000 to the trust for thebkciary.

shifting device, they just do not like the idea. Alsoewimaking The gift will be subject to a Crummey withdrawal pow@he
a sale to a trust, the IRS is very concerned abeurtist's ability ,q¢ wjll e irrevocable but will not have grantor trpswers

to pay the obligation as it comes due. Therefore, ¢hefiriar-
ies may be asked to provide financial guarantees oettiers
may need to make a substantial cash gift to the trystéty
thought to be 5% to 10% of the purchase price although tbe
no statutory requirement). And there always is thethat the
IRS will challenge the valuation of the asset soldnifeg that
the settlor did not receive full and adequate considerasiahe
sale.

The Beneficiary Defective Trust

Over the years, a number of estate planners have exaiR@e
8678 trying to ascertain its meaning and significance. idgect
678 is part of the grantor trust section of the InterrealeRue

and therefore will not be treated as a grantor trushfe settlor.

Second, the beneficiary will let the Crummey power dsansd in
accordance with 8678, the trust will become a wholly-granto
trust for the beneficiary. The trust also can haweafithe com-
monly used grantor trust provisions found under 8675. And,
always will have the 8675(4) power which permits the fieire

ary to exchange trust assets in a non-fiduciary capaxigssets
of equivalent value. These two features combined makBEAT
even more powerful that the traditional SDT.

Since the trust was created by someone other tharetiedidi-
ary, it can be structured to be outside of the benefisiaxable
estate and exempt from the beneficiary’s creditors dtieeto

Code, but it has the opposite effect of 88672-677. These 'att%pendthrift provision of the trust.

sections require that the grantor recognize all ofrtbeme of a

grantor trust, as described above. However, 8678 requires a

beneficiary to recognize the income of a trust ifphavisions of
this section apply to the beneficiary. The key sestimin.R.C.
8678 are as follows:

SEC. 678. PERSON OTHER THAN GRANTOR
TREATED AS SUBSTANTIAL OWNER.

Now, the beneficiary can sell a highly appreciated ggssgt, a
business) to the trust without having to recognize aailagain
since the trust is a grantor trust to the beneficidtye trust can
agree to pay the beneficiary by any of the deferredhpay
methods available under the traditional SDT — instatit note,
private annuity or self-canceling installment note.

The beneficiary’s personal wealth should diminish oveetas

678(a) GENERAL RULE. —A person other than the grantor the beneficiary pays all of the trust’s income taxsis does not

shall be treated as the owner of any portion of a witkt
respect to which:

effect the beneficiary since the value of the trasusd be in-
creasing, and the trust wealth is not part of the fomaey’s tax-

678(a)(1)such person has a power exercisable solely by himaB|g estate. Theoretically, the beneficiary couldwdfout any

to vest the corpus or the income therefrom in himself,

tru
678(a)(2)such person has previously partially released or other-

assets as all of the beneficiary’s wealth is shiféedfree into the
St.

wise modified such a power and after the release orfinodiEach year, the trustee can distribute income or prihtogae
cation retains such control as would, within the prinsiie Peneficiary. This can be done via use of discretiodestyibu-
sections 671 to 677, inclusive, subject a grantor of atus tiOn powers of the trustee. The trustee can be thdibang but

treatment as the owner thereof.
678(b) EXCEPTION WHERE GRANTOR IS TAXABLE. —

an independent trustee probably is a good idea, too. oherdf
the asset continues to grow in value, the potentiadifprificant
distributions increases even though all of the assetutsiEle of

Subsection (a) shall not apply with respect to a powar Vg o beneficiary’s estate

income, as originally granted or thereafter modifiethe
grantor of the trust or a transferor (to whom sec&ié8 ap-
plies) is otherwise treated as the owner under tbdgions
of this subpart other than this section.

If at some time in the future, the beneficiary desiceget the
asset back from the trust, he/she can exchange it fetsass
equivalent value without any income tax consequence. i§his
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because of the general principle of grantor trustsretiseno
income or loss recognition on transactions betwkerirust and
the person who is treated as the owner of the trastrie under
8672-678.

With this technique, there is not as much incentive tainldarge
discounts on the valuation of the asset being solk réason is
that the beneficiary is both seller and beneficiaFiiere is no
reason to minimize the purchase price. Thereforee ikdess
risk of audit by the IRS.

In a typical SDT, the seller is often a senior citit@oking for a
method of reducing his or her taxable estate, and te fetim a
business. With the BDT, the seller may be a young pexbo
wants to reduce or eliminate estate taxes and obtadgltar pro-
tection for a valuable asset, but may still wantaotml the busi-
ness. The beneficiary can still control the businfess/she is
named as trustee. Even if there is an independent dedrtise
beneficiary may be given powers to manage the trustsassa
state that permits such bifurcation of trustee powers.

In short, the BDT offers the opportunity to signifidsuireduce or
eliminate a large taxable estate, retain control ®efset being
sold, avoid income taxes on the sale of the asseggbrahe’s
assets from creditors, and even get the asset ba@dagrif the
beneficiary desires. This is truly a great estatamhg tool.

Alan J. Mittelman, J.D., CLU is a member of Spector Gad&o&en,
P.C. and Chairman of the Wealth Preservation Department. Akt p
tices law in Pennsylvania and Florida and currently is Presidéthe
Philadelphia Estate Planning Council.

© Alan J. Mittelman 2011 All rights reserved

' For more information on the beneficiary defective
trust, see Oshins, Brody and McBride, The BDIT: A
Powerful Wealth Planning Strategy When Properly De-
signed and Implement, Steve Leimberg’s Estate Plan-
ning Email Newsletter — Archive Message #1824 (June
22, 2011).

The Valuation of Marcellus Shale Natural Gas Rgyalt

Rights

Ed Wilusz, ASA, CFA

A common estate planning technique used by property ownerd

the Marcellus Shale (“Marcellus”) area has been toragpthe
up front lease payment received for the surface stateefrom
the subsurface mineral estate. Oftentimes, thetsosights are
placed into a limited liability company (LLC) or a faglimited
partnership (FLP). The membership interest in the bt @e
limited partnership interest in the FLP is then tramsf (gifted
or sold) to future generations.

The appraisal of the subsurface and mineral estatedgalty
rights) relating to the Marcellus is a challenging taske valua-
tion approach typically used is the income approach: meterg
the present value of the anticipated royalty reveneaustr

This method is based on a number of variables, indjudie
estimated ultimate recovery (“EUR”) of the amoungaé in
place; the timing of when, if ever, the wells will tlled and
producing, and the risk or uncertainty associated wittatioze.
This uncertainty is reflected in the timing of whersiassumed
that royalties will be generated and in the rate ofnethat a
potential buyer of these royalty rights would require.

ologists and valuation experts. The following articld digcuss
&,valuation of the gas royalty rights and the fadtopsacting
value.

Production

The Marcellus was known to contain gas but its potkistizow
being realized since the horizontal drilling technidueg &llows
following the contours of the shale bed was perfectesireA
cently as 2005 there was very little interest in leapiugperties
for the Marcellus gas production. It was not considevdzbtan
important gas resource and a technology for tapping ihbad
been demonstrated. At that time there was a high ¢éveicer-
tainty and the signing bonuses were a few dollars per dae
day, signing bonuses can be over $5,500 per acre and gity roy
rights can be as high as 20 percent. While the up-framases
can be significant, the royalty rights can be muchtgrea

Not all land in the Marcellus Shale region is equally prtdec
The richness of the Marcellus is dependent on more tdamnem
geological parameters including thickness, depth of bulégjree
of faulting, porosity, permeability, total organic carbtrermal
maturity, gas composition, gas pressure, clay cons#éitg con-

a present value is calculated. Properly employing this appro together, these parameters may be integrated in the HitR s

generally requires the expertise and judgment of enginesrs, gProvided by a geologist.
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A high EUR does not guarantee the receipt of high royalties
Before the gas companies can even start physicalrptepe for
drilling, they must obtain permission from one of ther basin
commissions (“RBC”). To date, there has been muitingr

tem through a gathering system pipeline. Hence, tlatitwcof
the property to the pipeline can impact timing.

A unit is typically developed over a period of time. Geailgr
operators will first drill one or two exploratory well After ana-

activity in the Susquehanna River Basin but none in the Qem‘{‘{/zing the production from these wells, among othetofag the

River Basin (which has, in effect, put a moratorium ibnatural
gas drilling in the watershed until it adopts regulatithad spe-
cifically address this activity). These agencies reguiat only
where gas companies can get water for hydraulic fracfuri
(“fracking”) and how much they can take from each sout,
also the conveyance, transport and storage of water.

operator will determine whether or not additionallihg is feasi-
ble. Even if operators decide to continue to developitbgasl-
ditional drilling may not commence until the necesgmthering
system pipeline is in place. Considering the time reduio ap-
ply for permits, have permits issued and complete a wudtise-
guent wells may be drilled every two months or so.

Drillers have to shatter the Marcellus to releasegtieetrapped inn5¢ral gas production is not evenly distributed ovellita@f

the rock. This is accomplished through fracking, fraotuthe
shale with high pressure injections of water, chelsiaad sand.

The sand is pushed into tiny fissures in the shale altpthe gas

to escape. The sand lodges in the cracks to keep theefiss
open. A frack typically includes additives, such as suafastto

the well. Decline curve models predict the rate @ivfas a func-
tion of time, initial production rate, and a parametet lizes the
units of inverse time. Because there is limited publta t@ade-
fine a Marcellus decline curve precisely, initialdrrhation is
based on data available in the public domain. It isneséd that

keep the sand suspended, polymer friction reducers that segldihest fit curve for Marcellus wells follow a poview rate

mixture and biocides to prevent bacteria.

decline. Under this curve, it is estimated that apprasehy 3.1

The drilling and development of each production well uses a percent of the total production will be in the firsbmth of drill-

average of between 4 and 7 million gallons of waldre RBCs
play an important role as they regulate water withdisaad
consumptive water uses in their respective areas. Bls Re-
quire natural gas companies to monitor their water uszaon
drilling pad on a daily basis and provide quarterly repafrtsa-
ter usage.

Most gas leases permit the pooling and/or unitizatidheof
leased tracts for purposes of applications for well psramitl
efficient operation of a producing reservoir. Untitestly, such
units were limited to 640 acres (one square mile). Teoliuall
advances have increased the horizontal drilling distandeunit
sizes have increased accordingly. A unit as large aa@&8
has been reported. The owners of the mineral rightsel unit
will get their pro rata share of the royalties getestdy the pro-
duction in that unit. For example, the owner of the minaghts
connected to 88 acres in an 880 acre unit will be entitieoyal-
ties on 10 percent of the production in that unit.

Multiple horizontal wells can be drilled from a singkedpwhich
may encompass four to five acres. This helps redudentheect
of drilling on the surface land while providing accessatural
gas production from 200 to 400 acres.

Timing

A question having a significant impact on the value ofgthe
royalty rights is: when will royalties be generated? Thide-
pendent on the drilling activity (or lack thereof) in drea, the
time requirements to apply for drilling permits, have pesis-
sued, begin drilling, and complete drilling. Also, befa well
can begin production it must be tied into a gas transpantayis-

ing; by the 12th month, it drops down to 0.7 percent andreonti
ues declining thereafter. While a well may produce foyé#rs,
its economic life may be 25 to 30 years.

Risk Factors

There are numerous uncertainties surrounding the pdteyyid-
ties that a property might generate. Some uncertairglate to
the property itself. Others are more market drivdhh@ve
some impact on value. Some of the more pertinent fater
discussed below:

1. The speculative nature of the subsurface and mirstedkee

2. Inherent uncertainties in interpreting engineerirtg;daere
is substantial uncertainty in projecting future production

rates. No one can measure underground accumulations of

natural gas in an exact way. Accordingly, natural gas r
serve engineering requires subjective estimations gétho
accumulations.

3. There is no guarantee that the drilled wells vidld/the
EUR.

4. Operating hazards, including mechanical, technological
and/or other operational problems.

5. Delays or cancellations of drilling operationsdorariety
of reasons; e.g. EOG Resources Inc. was temporarily
banned from drilling after a recent well blow out (Hues-
pension was since patrtially lifted).

6. The potential that laws are enacted, such as the FRAC Ac
that make fracking illegal or commercially impractical.
Without fracking, “unconventional” shale plays suchhees t
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Marcellus would not be feasible.

7. Change in regulations as the RBCs continue to amend tme

All of the above are taken into consideration in satectihe rate
feturn that an investor would require.

regulations to address concerns regarding adversetsnpaublicly-traded oil and gas companies must use a standdrdi

to water resources.

8. Volatility in natural gas prices. The average Wélhea
price (wholesale/spot) per thousand cubic feet (“mcf”)

measure of discounted future net cash flows, includitsgie-
d harbor” discount rate of 10 percent, to value reserves
(Accounting Standards Topic 932). This is done to ensume co

dropped from $7.26 in 2005 to $6.38 in 2007, peaked atParability among companies. However, the 10 percent discount
$8.08 in 2008 and reached a period low of $3.72 in 200date does not adequately reflect market risks and istiftes

The U.S. wellhead price (wholesale/spot) per thousan
bic feet (“mcf”) fluctuated between $3.34 per mcf and

d lower than the publicly-traded oil and gas companies’ weighted
average cost of capital (range from 12.5 percent to 17.8mgrc

$5.14 per mcf in 2010 and averaged $4.14. It ranged frdfh@ddition to the required rate of return, the timinghef cash
$3.90 to $4.27 through July 31, 2011. As of August 12, flOWs can have a major impact on value.

2011, the U.S. wellhead price is projected to average $4l03ummary, numerous variables impact the value of thema
per mcf and $4.09 per mcf in 2011 and 2012, respectiveblty rights. Similar-sized properties can have sigaiftly differ-

Rising prices spur interest. It requires over 4 tdlliam
gallons of water and costs nearly $4 million to dnileo
well. Hence, as natural gas prices drop, drillingobees
less economically feasible.

ent values attributed to these rights. A defendablsatiah gen-
erally requires the expertise and judgment of engineerk)-geo
gists and valuation experts.

Edward A. Wilusz, ASA, CFA is the Managing Director of Vidae-

9. Changes in governmental regulations or taxation; PEnnggement Inc. VMI, a business valuation and merger & acquisition
vania continues to discuss the imposition of a 5 percent has developed an expertise in the preparation of Marcellus Shatedtel
severance tax on natural gas production; this tax would B@praisals. For more information: www.ValueManagementinc.com

deducted from the royalty payments.

Family Limited Partnerships — Still Viable for \Werait

Clients?

Richard A. Behrendt ESQ

Fewer estates are now subject to federal estate thae&s to
the $5 million federal estate tax exemption. Internal Rege
Service data indicates that only 8,239 estates larger thaml-$5
lion filed a federal estate tax return in 2009, the masneyear
for which data is available. In sharp contrast, moaa th08,000
federal estate tax returns were filed nationwide asntbcas
2001.

However, the smaller number of estate tax retured fih 2011
and 2012 will be subject to a heightened level of government
scrutiny as IRS auditors comb through a declining invgrabr
estate tax returns to audit. In particular, the eséateeturns
filed for decedents who owned an interest in a fanitéd
partnership (FLP) or similar discounted entity, are nowally
guaranteed to receive a thorough examination.

Red Flag Issues

If the estate tax return of a client who created an iSl$elected
for audit, the IRS will cast a wide net during the fattlevelop-
ment of its case. The following red-flag issues magrdeine
whether the IRS will succeed in reducing the valuationodisc
typically applied to an FLP for gift and estate tax purposes

Was the decedent in advanced age and/or declining health
at the time of the formation and funding of the FLP?

Were all, or nearly all, of the decedent’s asgeatssferred
to the FLP, so that there were insufficient assetsiadeiDf
the partnership to pay recurring living expenses.

Were any personal-use assets (real estate, pepsopal
erty) placed in the partnership?

Were partnership assets were ever commingled wéth th
decedent’s personal assets?

Were any non-pro rata partnership distributions ntade
ing, or after, the decedent’s lifetime?

Were any partnership distributions made in violatbthe
terms of the partnership agreement?

Was there a lack of substantive change in the investme
policy after the partnership was created and funded?

Was there a lack of recorded partnership meetingsrand
minutes?

Were there correspondence, emails, notes, mensmnd
illustrations indicating that the formation of the FLBswv
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motivated solely by an effort to discount the valuatibn
assets to reduce or eliminate federal estate tax?

As the affirmative answers to these questions accue)ulet
harder the IRS will push to reduce the partnership dissount

Recommendations

The impact of federal estate taxes can often bgatéd for the
moderately wealthy using non-controversial strategied) as a
regular gifting program, irrevocable life insurance trBtEr's)
and qualified personal residence trusts QPRTS). For t@tgh-n
worth clients who are willing to accept the heighterexell of
audit scrutiny anticipated under the current $5 milliontestx
exemption amount, FLP planning is still a viable strategyé-
ducing federal estate taxes, but more care than ever ishieede
implementing the plan.

Steps that can minimize the audit risk inherent in FLP [atann
include:

« Lifetime qift of the FLP.The best practice in FLP planning
may be to create the entity, fund it, and immediately r
move all ownership interest in the entity from themis

estate. For example, a married couple can remove as much

as $15 million worth of a discounted partnership fronirthe
combined estates under the current $5 million exemption
amount if the fair market value of the partnershigduced

by a combined valuation discount in the 33 percent range.

» Sales to intentionally defective grantor trusés an alter-
native to gifting an ownership interest in a discountedyent
during lifetime, the partnership interest may be soldno
intentionally defective grantor trust (IDGT) in excharigre
a promissory note. Again, the key here is that no ostrig
interest in the discounted entity will be includible ie th
decedent’s gross estate, which precludes the appliaaftion
Code Section 2036, a key estate tax rule that can thwart
FLP planning.

» Adequate disclosure of lifetime qift8rior to 1997, the IRS

tions under Section 6501 will protect the three-yeautat
of limitations on reported lifetime transfers of atenest in
an FLP, as well as other hard-to-value assets.

Qualified appraisal€€ommissioning a qualified valuation
expert to appraise the discounted value of the FLRtis cr
cally important. The appraiser should be accredited with
the Amerian Society of Appraisers or have similar creden-
tials, and all valuation reports should be prepared inracco
dance with the Uniform Standards of Professional Apatais
Practice.

Pragmatic dealings with IR®uring the course of any es-
tate or gift tax audit, there are at least three ressmcoop-
erate with the IRS and respond timely to reasonable r
quests. First, this may help move the audit toward g pra
matic resolution of unresolved issues. Second, Treasury
Department Circular No. 230 mandates that attorneys, ac-
countants and enrolled agents must adhere to certain duties
and restrictions to practice before the IRS. Thindhe rare
gift or estate tax case that leads to a Tax Court télling
with the IRS in a cooperative manner shifts the burden of
proof to the IRS on all factual matters.

Settling an FLP case at the examination leVethnically,

IRS auditors are not authorized to “settle” caseseaeth
amination level of an IRS audit. The official chargeof
auditor is to develop issues, propose adjustments, and trans-
fer “unagreed” cases to the Appeals Division. If an
“impartial” appeals officer cannot settle the caswilitbe
docketed for review in the U.S. Tax Court. In practice,
however, more pragmatic estate tax auditors should be open
to discussions that might lead to a resolution of all despu
issues at the examination level. As with any negotiatad co
troversy, if both sides believe there is risk if a cg@es to

trial, a compromise is likely to be in everyone’s hetdr-

est.

could propose adjustments to lifetime transfers as par off FLP planning is part of an overall strategy to minienize
audit of the transferor’s estate tax return, evehdflifetime impact of federal estate taxes, high-net-worth clishtaild rec-
transfer had been reported on a gift tax return filecemo ognize that the IRS will be closely scrutinizing estatd gift tax

than three years prior to the transferor’'s death. Utigker

returns reporting transfers of these entities. Takimgesof the

Taxpayer Relief Act of 1997, a disclosure rule (Code Seé&teps outlined above may help clients withstand the tezigh
tion 6501(c)(9)) was amended to provide that the three-y&iggit scrutiny that’s anticipated.

statute of limitations on reported gifts does not begiesml
the gift is “adequately disclosed” on a gift tax retutiow-

Richard A. Behrendt is Director of Estate Planning for BaPrivate
Wealth Management group. Before that he spent 12 years working as an

ever, providing adequate disclosure of the gift preCIUdesetggte tax attorney with the Internal Revenue Service. Favdris rep-

IRS from taking a “second look” at the disclosed g#is,

resenting the government in several complex audits, Riefiveztthe

ther on a subsequent gift tax return, or on the doneds f |rs: National Achievement Award in 2006. Rich is also an adjuroet

eral estate tax return, after the three-year stafiimita-
tions on the gift tax return has lapsed. Complying tith

fessor of law at the University of Wisconsin Law School, evher

teaches a course in advanced estate planning.
adequate disclosure requirements found in the final regula-
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The Clock is Ticking on the Estate Tax Exemption
or Modified Carryover Basis Decision

Article contributors - Jeffrey S. Winkleman, Partner-in-Charge of Tax Services for the Philadelphia office of Marcum LLP

and Milena Grinberg

The 2010 Tax Relief Act that President Obama signed
late last year made sweeping changes to the estate
and Gift, Estate & Generation Skipping Transfer
(GST) tax provisions, and left executors of 2010 es-
tates with important decisions regarding the taxability
and basis of transferred assets. The Act also made
several changes to the Economic Growth & Tax Relief
Reconciliation Act of 2001 (EGTRRA) that was within
weeks of completely repealing the estate and GST
tax. These changes include a maximum estate tax
rate of 35%, and an increased lifetime estate exemp-
tion of $5 million, ($10 million for married couples).

In addition, beginning in 2011, any unused portion of
the lifetime estate exemption of a deceased spouse
may be used by the estate of the surviving spouse. In
other words, through 2012, the lifetime estate exemp-
tion is portable between spouses who have a com-
bined lifetime estate exemption of $10 million.

The 2010 Tax Relief Act retroactively reinstated the
estate tax effective January 1, 2010 to apply to dece-
dents who died in 2010. However, for taxpayers who
died in 2010, the executors of their estates have the
option of opting out of the retroactive estate tax. Con-
gress provided executors of estates of 2010 dece-
dents with two methods of taxing the estates and de-
termining the basis of their assets. Executors could
choose to use the “modified carryover basis” rules or
the new $5 million lifetime exemption rule pursuant to
the Tax Relief Act.

Under the “modified carryover basis” rules, the basis
in bequeathed property for 2010 is the lesser of the

fair market value of the property at the time of death
or the decedent’s basis. The estate representatives

can increase the decedent’s basis of selected items
by a total of $1.3 million up to the item’s fair market
value on the date of death. The $1.3 million limit is
increased by the amount of the decedent’s unused
capital loss carryovers and net operating loss carry-
overs. In addition, if the decedent was married at the
time of death, an additional basis increase of $3 mil-
lion is allocated to property transferred to a surviving
spouse.

November 15 Deadline

Because Congress presented estates with these
changes in mid-December 2010, it extended the filing
deadline for opting out of the estate tax until Novem-
ber 15, 2011. This extension allows executors
enough time to accurately consider all the options and
make the appropriate election to opt out of the estate
tax and apply the “modified carryover basis” rules.

With the deadline quickly approaching, execu-
tors must decide whether it's more beneficial
to use the new $5 million lifetime estate ex-
emption or “modified carryover basis”. When
making a decision regarding which method to
use, executors and tax planners should con-
sider the value of the estate, the accuracy of
the fair market values of the estate’s assets,
the anticipated sale date of the transferred as-
sets, the type of property involved, and any
other factors that may influence their decision.
There factors will significantly impact the dece-
dent’s potential estate tax liability and should
be carefully considered prior to making an
election.

Kalejta Financial Management, P.C. Announcement

Samantha Schultheis has joined the team at Kalejta Financial Management, P.C. As Client Services and Market-
ing Associate, Schultheis will play an important role in the daily activities of the firm.

Schultheis will be working under the direction of Owner/President, Thomas A. Kalejta. Her responsibilities will in-
clude client service, event planning, website production and social media.

Rick Gehman has joined the team at Kalejta Financial Management, P.C. As Financial Services and Operations
Associate, Gehman will play an important client service support role for the firm.

Gehman, whose goal is to achieve his FINRA Series 7 securities registration and become a financial professional,
will be working under the direction of Owner/President, Thomas A. Kalejta. His responsibilities will include sup-
porting Kalejta during client reviews, client support and general daily activities.



MCEPC NEWSLETTER FALL, 2011 PAGE 15

Keep up your wonderful program...invest wisely.

John L. McKeever lll, CLU, ChFC
Jim Murray, Financial Advisor
Danielle Yoch, Financial Advisor
Mikki Romano, RHU

Financial Advisors of Delaware Valley
Conshohocken, PA
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Thank you to our Fall Meeting Sponsors!
September 26, 2011 — IKOR USA
October 24, 2011 — Intervention Associates
November 28, 2011 — The Montgomery County Foundation , Inc.

Annual open enrollment deadline for Medicare
Supplement and Prescription Drug (Medicare D)
plans has changed

Advisors should note that the annual open enroliment
deadline for Medicare Supplement and Prescription Drug
(Medicare D) plans has changed. Starting this year, the
open enrollment period begins October 15th and ends
December 7, 2011. Medicare beneficiaries may not be
aware of this change so it will be important to discuss it
with them. Medicare beneficiaries should review their
plans each year to be certain they will continue to be a
good fit for them in the new year ahead. Some issues to
consider for the insurance plan review: any changes to
the beneficiary's health, prescription drugs, residence
and/or medical providers. If changes are war-

ranted, all applications must be received by the in-
surer no later than December 7th. If the beneficiary
misses this deadline, there are other opportunities to
make changes in 2012 but plan options will be limited.
For more information, the beneficiary can refer to their
2012 Medicare and You Handbook or call 1-800-
MEDICARE (1-800-633-4227).

Submitted by: Susan H. Kavanagh (President, Kavanagh
Solutions)

Administrator’'s Corner....

If you have moved or will be making any changes to your
membership information (address, email, phone, fax,
professional designations, etc.) please notify the office as
soon as possible. Our email list is a vital communication
link and we need your help to keep it accurate and up to
date.

More information about the website... We have re-
ceived a few requests from our members for their “access
code” to the MCEPC website. To view and access infor-
mation on the Council website : http://www.mcepc-pa.org,
you DO NOT need a login name or password. We cur-
rently do not have privileged information on our site and
browsing it does not require a login name or password.
Only administrative access is password restricted.

Feel free to browse and access the website for informa-
tion, form downloads, meeting dates and information, and
database. You can also pay for meetings and member-
ship.

Wendy Rudolph, Administrator
MCEPC
PO Box 713
Blue Bell, PA 19422
Ph/Fx: (215) 646-4261
E-Mail: admin@mcepc-pa.org
W ebsite: www.mcepc-pa.org

A

‘The Montgomery County Foundation, Inc.
A Catalyst for Community Solutions

‘SPEAK TO YOUR PASSION’

STILL TIME TO TRANSFER YOUR IRA TO THE COM-
MUNITY FOUNDATION AND Donors benefit by not
having to include that amount in their gross income.
More details available.

The Montgomery County Foundation, Inc. is pleased to
sponsor theNovember2011 program at the meeting of
The Montgomery County Estate Planning Council. The
Foundation is a non-profit, public charity and offers your
clients the ability to achieve their philanthropic goals.

Donors may wish to establish Donor Advised Funds,
Field of Interest Funds, Scholarship Funds, or others.
The Foundation can assist donors to establish these
funds and to ‘speak to their passion’ by establishing a
permanent fund to help people or causes that are in
need.

Professional Advisors can make a difference in their
clients’ lives by offering them the ability to leave a leg-
acy.

The donor benefits by establishing his/her fund or sup-
porting the Foundation and the Foundation provides
oversight of the donations and distributions from the
funds.

For more information on all of these opportunities, call
Virginia Frantz, President & CEO at 610-313-9836 or e-
mail vfrantz@mcfoundationinc.org

Intervention
ASSOCIATES

A subsidiary of Friends Life Care System

531 Plymouth Road, Suite 500
Plymouth Meeting, PA 19462

Providing Care Management,
Home Care, and Concierge Services
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Montgomery County Estate Planning Council
Membership Survey Results
April 2011

1. Would you be interested in attending a breakfast meeting during the year?
Likely/Very Likely 55%
Maybe 24%
Not Likely 21%

2. Would you be interested in attending a luncheon meeting during the year?
Likely /Very Likely 49%
Maybe 30%
Not Likely 21%

3. Is there any interest in a teleconference and/or webinar ?
Likely/Very Likely 33%
Maybe 30%
Not Likely 21%

4. Topics of Interest :
Life Insurance and tax management strategies
The national debt and effect on planning
Change to the uniform trust act
Health care topics and ethics
Elder care/case law
Fiduciary standards
Asset protection
Social media
Wealth transfer strategies
Charitable trusts

5. Younger Members :
More social networking and social media
Mentorship program
Reach out to younger members of the legal and financial professions
Develop relationship with university/college schools of business

6. Enhance your Membership:
Social events
Follow up with guest speakers
Less interruptions during meal time
List serve for posting questions

7. Current location:

Positive 35
Negative 7 (4 related to distance and 3 referenced quality of food & venue)

Louis D, Horvath, Past Membership Chair

Our Condolences...

John Brown, 68, died on June 27 after an extended illness. Mr. Brown was to be the speaker at our June, 2011Semi-
nar, however, he had to withdraw due to his illness. John led a remarkable life. He contributed immeasurably to our
nation's cultural vibrancy as a fundraiser and fundraising consultant on behalf of hundreds of universities and non-
profits, including Harvard, where he created the planned giving program, and more recently the Museum of Fine Arts,
Boston. His consultancy, John Brown Limited, mentored a generation of planned giving specialists and other fund-
raising professionals based on principles of fostering donor ownership and respect. Our condolences to his family.
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Save the Date...

Our Annual Seminar
June 4, 2012

End of Life Issues-Why is it so hard to Die Well in America?

Speakers at our September meeting Tracy Blake
DeVlieger, Esqg. and Pam Schneider, Esq.

September meeting

Virginia Frantz, Lou Horvath, Linda LaVay, and Jim King

MCEPC President Bernard J. McLafferty, Jr.,

meeting

Jack Linvill and Steve Tulli at our September Bill Zeuner and September meeting Sponsor

Esq., LL.M.

Dennis Mahoney, President, IKOR
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Upcoming MCEPC Programs for 2011-2012
Virginia Frantz

October 24, 2011........... The % Million Dollar Retirement;  Speakers, Carol Barbour, President and
Elise LaMarra, VP Clinical Operations o f Friends Life Care
November 28, 2011........ Wine Tasting - Valuation expert ~ William H. Edgerton, ASA

Charter Member January 23, 2012........... The State of the Economy, Sp eaker: Edward Boehne, The Haverford Trust
Company, Former President of the Federa | Reserve Bank of Philadelphia
February 27, 2012......... Marcellus Shale Issues and Upda te, Speakers from Hamburg, Rubin,
Mullin, Maxwell & Lupin
March 26, 2012............. Speaker: Honorable Lois Murphy, M ontgomery County Court of Common
PO Box 713 Pleas Orphans’ Court Division
Blue Bell, PA 19422 April 23, 2012............... Joint meeting with the Bucks Cou  nty Estate Planning Council, Update on
Orphan’s Court Case Law Developments.” Speaker: Brooke Aker, Esquire
Phone: Smith, Aker, Grossman & Hollinger LLP
(215) 646-4261 June 4, 2012................ End of Life Issues-Why is it so hard  to die well in America?
Fax: e .
(215) 646-4261 [
X ! " HE% & '$# ) *
Email: ! ! +$(# &

adMIN@MCEDC-DA.OIG = m e e e e

We're on the web! 1
See us at: "
WWW.mcepc-pa.org #

Montgomery County Estate Planning Council
PO Box 713

Blue Bell, PA 19422



