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The Best Zero-Tax
Planning Tools Help
Clients Reach Their Goals

This article explains how advisors can start with three basic zero-tax planning tools and then
choose additional tools to create leveraged, total wealth control, and optimized plans
that may result in greater benefits for clients and their heirs.

merican public policy pro-

motes zero-tax planning. The

Tax Code has traditionally

encouraged the orderly trans-
fer of ownership and control of
wealth to the next generation by
giving large tax benefits to clients
who move their wealth into trusts.
Current tax laws allow large deduc-
tions against transfer taxes and
income taxes when a client redi-
rects tax money to charitable trusts
or other types of tax-advantaged
investments.

Most taxpayers can benefit from
zero-tax planning techniques.
Many individuals with a net worth
of more than $1 million can lower
tax bills significantly by applying
ideas discussed in this article. When
a client’s net worth is greater than
$10 million, the benefits of zero-
tax planning may exceed the costs
by a factor of 100 to 1.

People desiring a zero-tax plan
will typically seek out a tax advi-
sor with technical expertise involv-
ing tax-exempt trusts, tax-exempt
securities, or tax-exempt insurance
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policies. These tax advisors will
often jump at the opportunity to
use a tool that will lower raxes.
Unfortunately, planners sometimes
focus on just one of the various
estate, gift, generation-skipping,
capital gains, income, or alterna-
tive minimum taxes affecting a
client’s wealth. This preoccuparion
with just one or a few of the six
common taxes can result in plan-
ning team members working at
cross purposes and making faulty
assumptions about the client’s
goals. Furthermore, as advisors
combine different planning tools,
they may realize how the tools com-
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pete for cash flow or interact in a
way that undermines a client’s goal
of eliminating all unnecessary taxes.

Years of experience working
with high net worth clients teach
that planning team members should
follow a proven process when doing
zero-tax planning. First, advisors
must show how each recommen-
dation helps fulfill the client’s
vision. Second, advisors should
consider enhancing basic plans to
create leveraged or total wealth
control plans that redirect tax
money to family or favorite caus-
¢s, Third, advisors should integrare
tax planning tools using a wealth
optimization process that illustrates
simple solutions to complex plan-
ning challenges. The following dis-
cussion addresses these issues in
greater detail.

Advisors must show how each
recommendation helps fulfill the
client’s vision

An advisor must integrate tax plan-
ning techniques with other tools
that a client may use for asset pro-



tection, business succession, port-
folio management, retirement plan-
ning, or other objectives. The
process of choosing and integrat-
ing tools requires an evaluation
of the client’s planning goals that
takes into account the vision that
most inspires the client. Uniting a
team of advisors to implement the
most effective planning tools is
much like bringing together the
architect, electricians, plumbers,
stone masons, and other builders
to construct a dream home. So that
all the team members can review
the proposed building materials and
then work in harmony, an architect
should first create a blueprint.

Creating a custom blueprint
requires seasoned expertise with
choosing, customizing, integrating,
and implementing the right com-
ponents. A 215t-century wealth
advisor may consider literally hun-
dreds of different planning instru-
ments when creating a wealth blue-
print. Whereas a quarter century
ago, advisors typically used just a
handful of planning instruments,
the modern advisor must now sort
through a complex array of trusts,
money management instruments,
and insurance techniques in order
to suggest which legal instruments
can form the best building blocks
when refining a plan to realize the
client’s dream,

Experienced advisors realize that
no one planner has sufficient
knowledge about all the legal tools
usually required for a zero-tax plan.
For example, advisors with broad
expertise involving trusts and legal
tools frequently admit that they do
not know how to find the optimal
combination of investments and
insurance to fund or complement
the legal strategies. In fact, finding
the best combination of legal, finan-
cial, and insurance concepts often
involves analyzing quintillions of
possible outcomes without losing
sight of the client’s cash flow needs,

wealth transfer goals, and envi-
sioned future.

At least one planning team
member must have a proven
process for uniting the other plan-
ning team members around the
client’s vision while illustrating how
planning techniques affect finan-
cial statements and realize non-
financial goals as well. Fortunate-
ly, advanced software packages
now give advisors the power to ana-
lyze the impact of adding legal and
financial instruments to a client’s
plan. As long as one advisor on a
planning team has an effective
process for choosing the right plan-
ning tools before running the soft-
ware, advanced technology can
evaluate and illustrate desired out-
comes with clear reports. The rest
of this article will explain how
advisors can start with just three
basic zero-tax tools and then
choose additional tools to create
leveraged, total wealth control, and
optimized plans.

Advisors should consider
enhancing hasic plans to create
leveraged or total wealth
control plans

A common basic zero-tax plan usu-
ally involves three planning tools:
a revocable living trust (“RLT”),
an irrevocable life insurance trust
(“ILIT”), and a generation-skip-
ping trust (“dynasty trust”). Even
a basic estare plan, if based on the
RLT, ILIT, and generation-skipping
strategies, can eliminate millions
of dollars of unnecessary taxes. The
RLT can currently zero out trans-
fer taxes on an estate of $4 mil-
lion or less by using AB provisions
to take advantage of the $2 million
exemption given to each of a hus-
band and wife when a married cou-
ple establishes a revocable living
trust. The ILIT can theoretically
avoid all estate taxes on tens of mil-
lions of dollars of death benefits
while also eliminating income taxes

on death benefits or loans made
from life insurance cash values. The
dynasty trust can offer advantages
of the RLT and ILIT trust while also
leveraging generation-skipping
transfer (“GST™) tax exemptions
to zero out taxes in multiple future
generations.

An advisor can enhance the ben-
efits of the basic plan by adding a
family limited partnership (“FLP”),
qualified personal residence trust
(“QPRT?”), and intentionally defec-
tive irrevocable trust (“IDIT”) to
create a leveraged plan that directs
more wealth to family members.
Leveraged plans generate benefits
by making the best use of the $1
million gift tax exemption avail-
able to all American taxpayers. An
astute advisor can leverage these
exemptions to transfer millions to
heirs with zero transfer taxes. For
example, an FLP can be used to dis-
count $3 million of assets down
to $2 million or less, and a married
couple can use their gift tax exemp-
tions to move all the wealth to their
children with no gift taxes. A QPRT
can be used to transfer a $4 million
home to children tax-free in
20 years or less by leveraging less
than $1 million of the gift tax
exemption.

Intentionally defective irrevocable
trust. Leveraged zero-tax plans fre-
quently include IDITs because they
can provide the most efficient use
of a client’s gift tax exemption.
These benefits result from the IRS
respecting the IDIT for estate tax
purposes but regarding the IDIT as
“defective” for income tax pur-
poses. Most IDITs are created pri-
marily to transfer ownership, man-
agement, and control to heirs in the
right way at the right time.

The IDIT rewards the pursuit of
non-tax goals with four significant
tax benefits. First, the IDIT helps
a client avoid estate taxes by mov-
ing assets out of an estate to a trust

.
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where the assets can appreciate
without any estate tax on the
growth. Second, IDITs avoid gift
taxes because the proper sale of an
asset to the defective trust is not a
gift. Third, IDITs avoid capital
gains taxes because the IRS disre-
gards sales by a grantor to a defec-
tive trust when calculating income
taxes. Fourth, when the sale to
the IDIT is completed, the client
will usually take back an interest-
bearing note to provide lifetime
income. Given the defective nature
of the IDIT, “interest” paid to the
grantor on the note need not be sub-
ject to the ordinary income taxes
normally assessed on interest. Pay-
ments on IDIT notes may be paid
as capital gains income or even tax-
free distributions, depending on the
type of income produced by assets
in the IDIT.

Total wealth control plan. While
the leveraged plan can reduce or
eliminate taxes, a more sophisti-
cated client will frequently want to
enhance the leveraged plan and
maintain control over all his finan-
cial and charitable capital using a
total wealth control plan. Such a
plan can eliminate transfer taxes
while generating large income tax
savings which, when invested pru-
dently, can help beneficiaries receive
a larger inheritance than would
have been available if the family
had simply paid taxes.
Furthermore, a total wealth con-
trol plan redirects tax money to a
foundation to create a pool of
“community capital” that family
members can distribute to their
favorite charitable causes. Instead
of allocating wealth as an invol-
untary philanthropist who just
pays taxes to fund bureaucratic
programs, a client with a total
wealth control plan can become a
voluntary philanthropist and allo-
cate all his assets to the social good
through deliberate and loving

transfers to family members and
favorite charities.

Use of charitable trusts. A total
wealth control plan may include a
supporting organization (“SO”),
charitable remainder trust
(“CRT?”), testamentary charitable
lead annuity trust (“TCLAT”), and
an inter vivos grantor charitable
lead annuity crust (“Super CLAT™).
These tools typically provide both
transfer tax and income tax bene-
fits. lustrations of these tools can
show how a client can minimize
transfer taxes, reduce income taxes,
increase gifts to heirs, and fund
charity with money that would
have gone to taxes.

A total wealth control plan lets
the client’s heirs receive more
financial capital than they would
have inherited before planning.
The heirs can also control money
that would have been spent on
taxes. Because beneficiaries can
redirect tax money to a charity
that gives the heirs influence in the
community, beneficiaries can
derive much enjoyment from
recciving both a financial capital
inheritance and a charitable cap-
ital inheritance. Because heirs can
have great control over both types
of capital, a zero-tax plan that
directs money away from the gov-
ernment and to heirs and charity
is known as a total wealth control
plan.

To maximize control over char-
itable funds, advisors may rcc-
ommend a supporting organiza-
tion. The SO is often known as a
“public family foundation”
because it produces the large
income tax deductions of a pub-
lic charity while still providing
much of the flexibility associated
with a traditional private foun-
dation. Donors can receive market
value deductions for contributions
of appreciated assets and use the
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deductions to offset up to 30% of
adjusted gross income. Because
SOs can generate tax benefits that
are much more attractive than
those available from private foun-
dations, SOs are popular recipi-
ents of gifts from CRTs, TCLATS,
Super CLATSs, and other charita-
ble tools.

The deductions from gifts to an
SO will not zero out all income
taxes of the donor, but the assets
can grow inside the SO with zero
capital gains or income taxes. The
tax advantages of an SO remain
attractive even after the Pension
Protection Act of 2006 imposed
new, and sometimes strict, limita-
tions on the control given to
SO boards. SO trustees still have
great flexibility when funding pub-
lic charities, but Congress has fur-
ther limited the ability of SOs to
benefit donors and their family
members.

Charitable remainder trusts and
testamentary charitable lead annu-
ity trusts. Possibly the most pop-
ular charitable tool is the CRT. The
CRT provides four significant tax
benefits. First, a donor can receive
a large tax deduction when fund-
ing the CRT. Second, low basis
assets sold inside a CRT will not be
subject to any current income tax.
Third, assets can grow tax-free
inside a CRT. Fourth, a donor can
take tax-favored or tax-free dis-
tributions from a CRT.

SERTEMBE KR 007 wOUL 34 0 N0 G

Tae 5y a4



Although a CRT provides sub-
stantial income tax benefits, clients
may hesitate to use a CRT because
all assets will pass to charity upon
death (or at the end of the trust
term), thereby reducing the inher-
itance for the client’s heirs. To over-
come this problem, advisors often
combine the CRT with a TCLAT.
The TCLAT and CRT are in many
ways opposites of each other and
therefore fully complementary.
Whereas the CRT provides large
income tax benefits, it will not zero
out transfer taxes. Alternatively,
the TCLAT can eliminate all trans-
fer taxes, but it will not typically
affect income taxes.

An advisor combining these
tools can show how the client can
improve her current plan by reduc-
ing income taxes, eliminating
estate taxes, and transferring more
wealth to heirs. To help assure that
heirs will receive a larger inheri-
tance, the client establishing a CRT
may use a portion of the tax sav-
ings to fund an insurance policy
in an ILIT.

The Super CLAT. One of the most
intriguing zero-tax planning tools
is the inter vivos grantor charita-
ble lead annuity trust. This trust
can minimize both transfer taxes
and income taxes. Because of this
tremendous tax avoidance poten-
tial, tax planners have long referred
to the inter vivos grantor charita-
ble lead annuity trust as the Super
CLAT.

The Super CLAT has one large
drawback that has limited its use.
Although the trust can generate
large income and transfer tax
deductions, the tax savings are
often offset by the taxes that the
grantor must pay on the income
generated by the trust. To minimize
or avoid this tax on the income, the
grantor must fund the Super CLAT
with assets that generate tax-free
income. Suitable assets include high

yield municipal bonds, derivative
securities, private placement vari-
able universal life insurance, and
leveraged real estate with tax-shel-
tered rental income. Pools of such
assets can be designed to pay
income to charity for a period of

One of the most
intriguing zero-tax
planning tools is
the inter vivos

grantor charitable
lead annuity trust,
which can minimize
both transfer
taxes and income
taxes.

years while still offering enough
appreciation potential that heirs
can receive a substantial benefit
tax-free at the end of the trust term.

Using a wealth optimization
process to integrate
tax planning tools

To optimize the basic, leveraged,
and total wealth control plans
described above, an advisor
can use portfolio optimization
software and estate optimization
software to create a wealth opti-
mization plan. As the advisor
moves the client through the plan-
ning process, the client should see
progressively greater cash flow
and/or wealth transfer benefits
as a result of upgrading from the
basic plan to the leveraged plan
and then to the total wealth con-
trol plan or, ideally, a wealth opri-
mization plan.

Although a taxpayer could sig-
nificantly reduce raxes using just
one of the tax planning tools dis-
cussed in this article, great syner-
gy develops as the advisor combines
planning instruments. For exam-
ple, high cash flow from some plan-
ning tools may offset low cash flow
on other tools, or large tax write-
offs from some growth-oriented

) .

investments may offset taxable
income on liquidating assets. As
the advisor combines complemen-
tary legal and financial tools and
analyzes how the combined tools
affect financial statements, the
client typically sees much more cap-
ital accumulating for family and
favorite causes. Clients see that they
should pursue fully-integrated
wealth oprimization planning
because the whole is greater than
the sum of the parts.

Estate optimization. The per-
formance of the ten legal tools dis-
cussed above depends greatly on
how each is designed. A planner
cannot know how to establish the
duration, payout, and other vari-
ables for a particular tool without
taking into account design terms
for all tools in a client’s plan. This
process of developing interrelated
design specifications is known as
estate optimization.

Estate optimization requires an
understanding of how each plan-
ning tool is expected to perform
over time. This is done by pro-
jecting ourt asset values ro show
when assets will transfer to heirs
and what transfer taxes might affect
the transfer, In addition, the cash
flows generated by each tool should
be illustrated across time to spor
unnecessary income tax, capital
gains, or AMT tax exposure cre-
ated by the tool. The estate plan-
ning architect must know how ro
adjust each tool to minimize taxes.
For example, a TCLAT can have
very good results or very bad results
depending on the eight interrelat-
ed assumptions about rate of
return, payout rates, growth
rates, trust term, discounting per-
centages, contribution amounts,
timing of distributions, and desired
deductions.

Even if an advisor knows how
to design the TCLAT and all other
recommended tools with great pre-
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cision, the focus on precise detail
may cause the advisor to ignore
problems that often develop when
tools are combined. For example,
an instrument that results in a zero
transfer tax can easily produce
additional income, capital gains,
or AMT raxes. Alternatively, tools
like annuities that have low income
taxes can easily produce very neg-
ative transfer tax consequences.
An estate planning architect
should have a process that helps
monitor how cash flows from each
planning tool are affected by all
types of transfer taxes and income
taxes. An advisor can easily under-
estimate the complexity inherent
in solving a tax minimization puz-
zle that involves optimizing cash
flow after payment of six types of
taxes listed above. Too many advi-
sors optimize cash flow to a client
or the client’s beneficiaries after
minimizing just a few of the taxes.
This shortsighted approach is tan-
tamount to claiming that a Rubik’s
Cube® puzzle has been solved when
only two or three of the six sides
have uniformly-colored squares.
Anyone who thinks carefully about
the mathematics behind optimiz-
ing returns after taxes will realize
that the tax puzzle, like Rubik’s®
puzzle, has literally quintillions
of possible solutions that should
receive fair consideration while
looking for the optimal outcome.
Optimizing an estate plan can
create much more complexity than
one faces when optimizing Rubik’s
Cube®, Whereas the cube has a
finite number of possible solutions
with predictable movements for
each square on the cube, an estate
plan is composed of legal tools that
can have very different perform-
ance outcomes depending on
which financial instruments fund
each legal tool. Because investment
returns can have a significant
impact on the well-being of ben-
eficiaries, prudent investor guide-

lines normally require that estate
planning tools have invest-
ment policy statements that de-
scribe the optimal mix of portfo-
lio assets for each tool. An astute
advisor will therefore combine the
estate optimization process with
a portfolio optimization process
in order to create true wealth opti-
mization.

Portfolio optimization. The port-
folio optimization process helps an

it is reasonable to
conclude that the

wealth
optimization
process is the
best zero-tax
slanning tool.

advisor “stress test” each legal tool
under different rate of return
assumptions. When projecting cash
flows generated by different types
of portfolios, it is possible to pro-
duce millions of projections and
choose only the scenarios that opti-
mize the after-tax cash flow and
wealth transfer benefits for the
client. As clients and advisors con-
sider the incremental benefits of
combining portfolio optimization
with estate optimization, they sce
that both these techniques can help
reduce taxes.

Portfolio optimization, in addi-
tion to producing many non-tax
benefits, can help reduce rtaxes in
at least ten ways. Portfolio opti-
mization professionals can:

I.Review account statements to
confirm thart the correct trusts

own Cach account n Ordcr o

keep assets outside the tax-
able estate,

I~

. Apply trust accounting prin-
ciples to accumulate and dis-
tribute trust assets tax-effi-
ciently,

3. Confirm the accuracy of tax
basis and market value num-
bers shown on the balance
sheet,

4. Determine that cash with-
drawn from accounts for
lifestyle needs will be taxed at
the most favorable rates,

.Evaluate wherther assets not
kept liquid for lifestyle needs
are invested rax-efficiently in

n

longer-return assets,

6. Estimate which rates of
return to assume when
designing tax minimization
tools,

7.Clarify whether asset man-
agement fees are tax
deductible,

8.Identify unnecessary taxes on
portfolio rebalancing transac-
tions,

9. Integrate tax-efficient invest-
ments into portfolios, and

10. Gather darta to graph
projected after-tax inheri-
tance for heirs under dif-
ferent return/risk assump-
tions.

Seasoned advisors appreciate the
opportunities that result from opti-
mizing portfolios and then updat-
ing an estate plan in response to
changing tax laws, cash flow needs,
and asset values. This wealth opti-
mization process may seem daunt-
ing as an advisor considers the
use of hundreds of different legal
tools and an even broader assort-
ment of financial instruments that
might fund each legal tool. Fortu-
nately, the same advanced 2 15%-cen-
tury economic system that produces
the complexity also gives advisors
solutions to the complexity in the
form of sophisticated software pro-
grams that can evaluate myriad
options while finding an optimal
solution.

An estate planner, such as a CPA
or tax lawyer, can team up with a
portfolio planner, such as a regis-
tered investment advisor, to run the



optimization software. Although
one advisor could in theory man-
age all the interrelated tax and port-
folio planning issues, a collabora-
tion of two or more professionals
can often serve the client most effec-
tively.

Modern wealth optimization
software routinely helps clients
minimize transfer taxes and reduce
income taxes dramatically. The
software can illustrate year-by-
year cash flows and action steps
to help a client navigate through
the confusing array of recom-
mendations provided by rax
lawyers, planners,
accountants, moncy managers,

financial

insurance agents, and other advi-
sors who need to evaluate all six
sides of the tax planning puzzle.
The software considers many dif-
ferent combinations of legal tools
under different legal and financial
design assumptions to determine
how a client can maximize after-
tax lifetime income and/or testa-
mentary transfers to heirs and
favorite charities.

To help the client appreciate the
advantages of using advanced
planning techniques, it is useful to
illustrate for the client the bene-
fits of the techniques with graph-
ics supported by pages of appen-
for the For
example, a client’s advisor can
depict an RLT, ILIT, and dynasty
trust on a simple flow chart with
a few boxes and then upgrade the
flow chart until it eventually illus-
trates results from all 12 planning
tools discussed in this article. The

dices advisors.

optimized flow chart might look
like the one in Exhibit 1.

When creating the flow chart,
it is important to anticipate
which assets will fund each legal
tool depicted on the diagram.
This level of analysis helps plan-
ners avoid funding legal tools
with inappropriate assets. More-
over, when analyzing parrticular

EXHIBIT 1
Plan Distribution

Proposed Plan Distribution Diagram
Death occurs in 2007
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EXHIBIT 2
Benefits of the Four Plans

Heirs Receive $ 11,631,000
Charity Receives E
Estate Tax Savings -

Income Tax Deductions -

: ? Total Wealth timized
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assets, the planner can collect
information about the basis, yield,
tax character of cash flow, bene-
ficiaries, and other derails that
affect calculations regarding furure
lifetime income and transfers to
heirs.

Understanding the attributes of
each asset helps the planner illus-
trate numbers for each tool in a
way that clearly shows how tools
work together to improve trans-
fers to heirs, increase capital avail-
able for charity, avoid estate raxes,
minimize income taxes, or achieve
other benefits. The client can study
these numbers for any particular
year and can see the relative ben-

efits of moving from the basic plan
to the leveraged plan and then ro
the total wealth control or opti-
mized plan. The chart in Exhibit
2 depicts the relative benefits of
these four plans.

Exhibit 2 shows that a client can
receive significant tax benefits as
he upgrades his plan until he ulti-
mately has an optimized blueprint.
More important than the tax ben-
efits may be the peace of mind that
results from having all estate and
portfolio strategies summarized
on one flow chart. The client and
his advisors can then all look ar a
one-page blueprint for minimiz-
ing taxes and maximizing capital

e e — — - S
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available to fulfill the client’s
vision. A summary of the 12 plan-
ning tools discussed here appears
in Exhibit 3.

Greater synergy

develops as an
advisor combines
estate planning
strategies.

Gonclusion

The quest to find the best zero-rax
planning tools leads to several
interesting conclusions. First,
as different planning techniques
are analyzed, we see that the
choice of tools depends greatly on
the vision and goals of each client.
Second, as we study how leveraged
and total wealth control plans
improve benefits for clients, we

EXHIBIT 3
Summary of the Tools Discussed

I

1. AB Trust *
2. ILIT *
3. GST Trust (Family Bank) .
4. QPRT

5.FLP

6. IDIT

7.CRT

8.80

9. TCLAT

10. Super CLAT

11. Optimized Estate Plan

12. Optimized Portfolios

Leveraged | Wealth Control| Optimized ||
Plan®l Plan! Plantd  |f

-
®
*
*
*
» |
2 i
*
*

I Makes efficient use of gift, estate tax , and GST exemptions

1 Uses discounts to leverage wealth to beneficiaries

M Allows for control of all financial and philanthropic capital

M Nlustrates the optimal combination of assets to fund the optimal combination of legal tools

see that planning reams should
include legal and financial pro-
fessionals who understand the
more advanced planning techniques.

Perhaps most important, we see
that integrating planning instru-
ments, like solving a Rubik’s
Cube®, can create a very chal-
lenging puzzle unless we have
a proven way to analyze all the six

main taxes affecting wealth plan-
ning. Fortunarely, the modern
wealth planning process gives
us the power to optimize after-
tax wealth by combining legal
financial instruments rto
achieve a client’s vision. There-

and

fore, it is reasonable to conclude
that the wealth optimization process is
the best zero-tax planning tool. H
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