SPECIAL REPORT:
AN EYE TOWARDS THE FUTURE

By Avi Z. Kestenbaum & Mary P. O’Reilly

Planning Beyond the Galaxy

of Exemptions

Clients still need help with a diverse range of issues

nder the American Taxpayer Relief Act of 2012

(ATRA), the federal gift, estate and generation-

skipping transfer (GST) tax exemptions of
$5 million for individuals and $10 million for married
couples (subject to an inflation adjustment) were made
permanent, as was portability for the estate and gift tax
exemptions. As a result of portability and the increased
exemptions, it’s estimated that less than 0.2 percent of
all estates will now be subject to federal estate tax.' With
fewer clients in need of transfer tax planning, estate-
planning attorneys find themselves re-positioning and
re-evaluating their practices.

A natural transition for the estate-planning attorney
is to elder law. Once considered the poor stepchild of
estate planning, elder law is now featured at promi-
nent national estate-planning conferences, such as The
Heckerling Institute on Estate Planning—something
that would have been unheard of a few years ago. But,
before we rush to bifurcate our practices into tax plan-
ning for clients with assets above the exemption levels
and elder law for clients with assets below the exemp-
tion levels, it’s important to focus on the various areas
of estate planning that have little to do with the size of a
client’s estate, which remain unchanged and are equally
important to all clients—big and small.

What's it All About?
Estate planning is, and has always been, about helping
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our clients reach their goals. One of the greatest lessons
we learned as estate planners was when a prospective
client (who's now also a close friend) responded to our
request at an initial meeting to list his “assets” The cli-
ent proceeded to name each of his seven children and
20 grandchildren; not his substantial business and real
estate holdings. His family members were his treasured
assets and the reason he was engaging in estate planning.

The purpose of estate planning has been described
as facilitating “the effective transfer of an appropriate
amount of financial assets to succeeding generations
of family members in a way that will improve their life
course”” However, at its most basic level, the fundamen-
tal purpose of estate planning is to help clients achieve
their wishes—whether that’s helping them provide
for and take care of their most cherished “assets” or
fulfilling their charitable and social missions. Often
encompassed within clients’ estate-planning wishes is
reducing all taxes (not just estate, gift and GST taxes),
protecting assets from their future creditors and from
the future creditors of their beneficiaries, eliminating
estate disputes, promoting family harmony and allow-
ing for the successful transition of family businesses and
wealth to the next generation. These necessary areas of
estate planning are diverse and require a multi-faceted
approach and skilled counsel.

Digging Beneath the Surface

As were well aware, each client’s wishes and goals are
unique. In today’s information age, clients are better edu-
cated and will often come to our offices with preconceived
notions of what they want in their estate-planning docu-
ments. Our role, however, isn't simply to act as a scrivener
memorializing the clients directives on paper. Instead, it
requires listening to our clients’ stated desires, projecting
how they’ll play out in the future and inserting our own
advice. Our job is to help our clients formulate more
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thoughtful, developed and achievable goals and to use
our experience and expertise to help implement them.

To accomplish this task, we must consider the prac-
tical and psychological impact of the planning on the
client and his family. For example, if a client tells us that
he wishes to name his children as trustees of each other’s
trusts, we should ask the client whether maintaining a
good relationship between his children after his death is
important to him. If so, the client should consider nam-
ing another trustee, so as not to put his children—who
may eventually be in different financial positions and
have different attitudes towards spending—at odds with
each other. Of course, forcing siblings, even ones who
may have similar philosophies, to work together may
cause all sorts of future issues.

We must also take into account the tax implica-
tions and creditor vulnerability of a client’s plan. For
example, if a client states that he would like his children
to receive their inheritances outright at age 30, we
should inquire whether he would like a child’s divorc-
ing spouse and other future potential creditors to have
access to the inheritance and for it to be subject to estate
tax in his child’s estate. If the client wishes to avoid these
potential issues, he should consider naming the child as
a co-trustee of his own trust at age 30, with the right to
appoint additional trustees or remove and replace his co-
trustee with an unrelated party, and giving the “friendly”
co-trustee the right to distribute the assets to the child at
any time it makes sense to do so.

As illustrated by these two common examples, to be
effective estate planners, we must dig beneath the sur-
face of a client’s initially stated directives and challenge
them. As such, we must be well-versed in both the tax
and non-tax aspects of estate planning. We must be able
to spot the issues and potential planning opportunities
and enlighten our clients as to viable alternatives, includ-
ing predicting and assessing their chances of success.’
We need to think outside the box and ask the tough
questions. It's our responsibility to bring these skills to
the table in advising our clients, and failing to do so puts
our planning on par with that of Legal Zoom.

Income Tax Savings

Unlike estate tax planning, for which our clients never
personally reap the benefits because theyre not alive
when the tax savings are achieved, income tax planning
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is a relief experienced in real time by clients adding
money to their pockets each year. As such, clients are,
typically, much more willing to pay for guidance to save
income taxes, as they personally realize the benefit. This
generalization is often true for clients with assets both
above and below the federal estate exemption levels.
For example, many clients living in states with high
income tax rates, including those clients with a moderate
net worth, will move or retire to states, such as Florida,
to avoid state income taxes. Helping those clients
successfully leave the high tax jurisdiction remains
an important role of estate planners. When a client

Many states, desperate for
revenue, don’t let their taxpayers

go without a fight.

declares, “T am officially a Florida resident, I just filed
my tax return,” it isn't a fait accompli, but rather a signal
to the estate planner that careful planning is needed to
ensure the client is in a position to withstand an audit
from the state that he’s fleeing. Many states, desperate
for revenue, don't let their taxpayers go without a fight."
Often, residency audits hinge on key facts, such as the
number of days spent outside of the state, a change of
driver’s license and no permanent place of abode in
the prior home state, as well as more subtle details, like
moving treasured keepsakes to the low tax state, join-
ing social clubs or houses of worship and voting there.
Effective communication and advice to the client by
experienced counsel helps ensure that a client will be
successful in saving on state income taxes.

Additionally, for those residents of high income
taxing states, such as California, New Jersey and New
York, who don’t want to physically relocate, there are
planning opportunities to save on state income taxes
through establishing non-grantor trusts for income
tax purposes in states with no state income taxes,
like Alaska, Delaware, Nevada and South Dakota.
Although these trusts are now subject to higher federal
income tax rates on ordinary income (39.6 percent after
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a modest level of ordinary income, plus the 3.8 percent
Medicare tax on unearned income), they typically pro-
vide overall tax saving due to the avoidance of state and
city taxes. Of course, these trusts don't make sense in all
cases. For example, this planning doesn’t generally work
to save state income taxes for assets, such as real estate,
which are physically located in the taxing state, and will
be ineffective when beneficiaries living in high tax states
require distributions of income, because those distribu-
tions will be subject to income tax by the beneficiary’s
home state if paid out in the year the income is earned.
It’s the estate planner’s role to consider these options and
advise their clients of the opportunities to save on state

Planning to avoid estate disputes
applies to all estates, regardless

of size.

and city income tax when the appropriate situations
present themselves.

With the increased federal estate tax exemptions,
it's expected that in 2013, only 3,000 estates out of the
2.5 million citizens who pass away will be subject to
estate taxes.” In addition to the increase of the highest
income tax rate to 39.6 percent and the new 3.8 percent
Medicare tax described above, under ATRA, the capital
gains rate has also increased to 20 percent for most
taxpayers, and many deductions have been limited or
phased out. As a result, the focus in many estates has
moved away from saving on estate taxes and toward
minimizing income tax exposure.

From an economic perspective, there are many
instances in which an overall tax savings is achieved by
leaving an asset in the estate or even transferring it back
into the estate to achieve a step-up in basis. In estates
with assets below the federal exemption levels, the step-
up in basis is very valuable. For the first time, we find
ourselves pulling assets back into the estate and turn-
ing the Internal Revenue Service’s arguments against
them to cause estate inclusion on previously trans-
ferred assets through claims of retention of income,
control and usage and by failing to respect the legal
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documents and corporate formalities.’
Even for clients with assets above the federal

exemption levels, it’s necessary to compare the estate
tax cost against the future income tax liabilities
through the use of number crunching programs
(formerly our pencils and calculators). Analysis of the
income tax calculations isn’t always straightforward,
particularly with complicated assets with low or nega-
tive bases, such as real estate investments in partnerships
and shares of S corporations.” And, for those clients who
live in states with estate tax exemptions well below the
federal levels, such as New York, additional analysis is
required, and, quite surprisingly, even in those states,
the state estate tax rate is often much lower than the
combined federal and state (and possibly city) capital
gains tax rates.

Practitioners with clients for whom it doesn't make
sense to bring assets back into the taxable estate for the
future income tax savings should look for opportunities
to maximize the client’s ability to get a step-up in basis.
For example, practitioners should periodically review
previously funded grantor trusts to see if it makes
sense for the grantor to transfer cash or other high
basis assets to the trust in exchange for low basis
assets from the trust. This reversal of the sale to the
grantor trust doesn’t increase the gross estate, yet ensures
a step-up for a low basis asset. Similarly, using joint
revocable trusts for married couples should be con-
sidered to ensure the estate of the first spouse to pass
away will receive a step-up in basis on the entire trust
corpus without any increase to the taxable estate.’

Business Succession Planning

Almost 80 percent of business owners want their
families to retain their businesses after retirement, yet
very few businesses successfully transition to the next
generation.” This inconsistency is primarily because
of family and relationship issues and has little to do
with taxes."” As estate planners, we spend most of our
energy doing what we're trained best to do—navigat-
ing through the tax laws and implementing planning
so that the family business won't need to be sold and
will legally pass to the next generation. However, we
often fail when working with our clients and their
key employees to make sure, from an operational and
practical perspective, that the business has the greatest
ability to succeed in the next generation. Transferring
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voting shares and naming a successor manager help
address control issues, but they don’t deal with the
larger and more important business and operational
issues, as the statistics prove. Put more simply, what
good is our planning if the business fails? With over
90 percent of businesses in the United States con-
sidered family businesses, this concept is a vital part
of our planning. As estate planners, we should better
educate ourselves to understand the reasons most
businesses don’t successfully transition through the
generations and seek ways to help our clients achieve
better results with their businesses." Once again, this is
about helping fulfill our clients’ goals by projecting and
thinking through the practical effects of our planning.

Asset Protection

Another area in which the size of the taxable estate
doesn’t matter is asset protection. With more than 15
million lawsuits filed each year (that's a new lawsuit
every two seconds for those of you keeping score at
home)” and approximately half of all marriages end-
ing in divorce, we should educate our clients on how
to protect their own assets and those they pass on to
their beneficiaries from creditors. While a larger estate
translates into more assets to protect, clients with smaller
estates also want to shield what they have against claims
of creditors. For example, explaining and recommend-
ing flexible spendthrift trusts when your clients wish to
transfer assets to their beneficiaries is a simple, yet effec-
tive, means of asset protection for beneficiaries.

Similarly, planning to avoid estate disputes applies to
all estates, regardless of size. A universal wish of most
clients is for their children to get along well with each
other. This desire is so strong that many clients would
prefer to die penniless, rather than leave their children
fighting over assets. As such, establishing an estate
plan to minimize disputes should be central to our
planning.

Often, simple adjustments may help avoid disputes
among beneficiaries. For example, say a client wishes to
benefit one child more than the others. Instead of leav-
ing that child a greater portion under the client’s will, the
client should consider treating all his children equally
under his will and benefiting the one child through a
lifetime gift or by naming that child (or a trust for that
child) as beneficiary of a non-probate asset. With the
face of the will showing no outright favoritism to create
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jealousies, it’s less likely the other children will question
the will or the overall estate plan, especially if the lifetime
transfer happened many years earlier.

With today’s increased life expectancies, but not nec-
essarily sustained mental faculties, an increase in con-
tested guardianships and estate litigation is inevitable,
and we should strive to help our clients avoid these pit-
falls. Currently, one out of four people who are 65 years
old today will live past age 90, and one out of 10 from this
age group will live past age 95."” However, over 5 million
Americans have Alzheimer’s disease, and over the next
three decades, the number of Americans who will have
Alzheimer’s and other types of dementia will increase by

The estate planner must not only
understand the particular client
and family, but also be well-versed
in basic psychology and general

family dynamics.

300 percent to 13.8 million people.” Combine this aging
demographic with an increase in elder abuse” and the
fact that were currently witnessing the greatest transfer
of wealth in history, as the baby boomers inherit assets
from their parents and make their own transfers.”” Add
into the mix more second and third marriages than ever
before (and maybe fourth marriages, if our clients can
live long enough) and natural and step-children from
these different marriages. The result is an environment
rife for conflict, where legal and financial complications
abound. To deal with this new reality, the estate plan-
ner must not only understand the particular client and
family, but also be well-versed in basic psychology and
general family dynamics.

International Planning

The world has been shrinking for years, with grow-
ing international businesses, the age of technology
and information, ease of travel and clients and loved
ones living and working in various countries around
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the globe. Foreign bank accounts, as well as business
and vacation properties located in different states and
foreign countries are common. With new laws and
initiatives dealing with offshore accounts and foreign
business interests, as well as complex tax rules and
reporting requirements, we must advise our clients on
how to properly report these assets and provide them
with guidance on how to limit their exposure to both
income and transfer taxes.” This task is especially
complicated if we're dealing with several jurisdictions
in a given fact pattern, as a structure that works most
effectively in one jurisdiction may not work well in
another. There will be continued collaboration among
professionals in different countries and jurisdictions,

Sophisticated non-attorney
advisors will continue to play an
increased role in the

estate-planning process.

and internationally recognized organizations, like the
Society of Trust and Estate Practitioners, which cur-
rently has over 18,500 members across 80 jurisdic-
tions, will play an even greater role.

Trusted Advisor

Perhaps the most important role of the estate planner
is being the clients trusted advisor. This area of estate
planning too has no bearing on whether the client has
assets above or below the estate tax exemption levels.
Often, the estate planner is the person with the most
intimate understanding of the clients family, businesses
and investments and understands the client’s goals
and wishes. The client turns to and relies on him for
advice—both legal and non-legal. It's due to this rela-
tionship that clients often turn to their estate-planning
attorney to serve as a fiduciary or as a key decision
maker in their estates, trusts and businesses. Corporate
trustees are highly valuable for their vast knowledge,
resources, expertise, experience, longevity and account-
ability, but many clients want their personal attorneys to
serve separately or, alternatively, to direct their corporate
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trustees with respect to distributions, legal issues and
business decisions.

Serving in a fiduciary capacity is a tremendous
responsibility both under relevant state laws, such as
the prudent investor rules and duties of loyalty, and
under an attorneys’ moral and ethical obligations to
carry out their clients’ wishes. Attorneys must carefully
fulfill these obligations, while also protecting themselves
against claims by their clients” beneficiaries.

The Future

Traditionally, attorneys practicing in the trusts and
estates field often specialized in specific areas, such as
estate administration, estate planning, federal income
tax, taxation of individuals and closely held companies,
state and local tax planning, asset protection, interna-
tional planning, charitable planning and tax-exempt
organizations. Today, many law firms are moving away
from rigid distinctions in trusts and estates departments
towards “personal planning” groups, in which attorneys
are well-versed in the many different planning areas in
which clients have needs and wishes to fulfill.

There’s also a shift in the estate-planning practice
away from large firms towards smaller or mid-sized
firms. With individual clients (even affluent ones) not
wanting to pay the same billable rates as multinational
corporations, over the past two decades, many large
firms have eliminated or significantly downsized their
trusts and estates groups. This movement will likely con-
tinue with fewer estates in need of transfer tax planning
and more in need of elder law planning.

Sophisticated non-attorney advisors will continue
to play an increased role in the estate-planning process.
Knowledgeable financial planners, insurance agents
and other advisors are becoming increasingly erudite
in planning outside of products and investments and
providing real value to the estate-planning process.
These advisors, who don't generally charge by the hour,
are keys to successful estate planning and invaluable to
both the client and attorney. The team approach is vital
due to all the complexities involved and greatly reduces
the potential of missing items and opportunities. Also, as
attorneys continue to develop and focus on the various
non-tax aspects of estate planning, there will likely be
expanded collaboration with other advisors and formal
courses offered by consultants to educate and train attor-
neys in the non-legal, yet vital, aspects of estate planning,
such as psychology, dispute mediation and resolution,
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business operations and succession and helping attor-
neys serving as fiduciaries with back office support.

A Multi-faceted Role

Estate planning goes far beyond saving clients estate
taxes or helping them qualify for Medicaid benefits.
The role of the estate planner is multi-faceted. We must
challenge our clients and work with them to develop and
achieve their wishes and goals. We must think “outside
the box,” be knowledgeable and spot the issues in many
different areas to guide them properly.

As long as the future brings with it death and
taxes, the estate-planning field will remain very active.
However, our roles will continue to evolve, expand
and become more complex due to the aging popula-
tion and all the complications that reality brings,
greater focus on income tax planning, increased gov-
ernment scrutiny due to advances in technology
and need for revenue, general business globalization,
increased estate litigations and need for protections
and the tremendous transfer of wealth and busi-
nesses that were now experiencing. This is our dif-
ficult mission. Should we choose to accept it, it’s
a tremendous, but rewarding responsibility. &
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