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members as grantors and beneficiaries.” We submitted a report on this subject to the
Internal Revenue Service (the “Service™) and Treasury on May 30, 2006.° Several other
groups and individuals also submitted reports and comments on private trust company
issues.” We are pleased that the Proposed Ruling reflects many of the suggestions we, as
well as others, made in 2006. We believe, on balance, that the Proposed Ruling does an
excellent job of resolving the private trust company issues, thereby removing much of the
aura of uncertainty surrounding their use. Nevertheless, we recommend certain
modifications in order to complete the job.

| Background

The use of family controlled private trust companies to serve as trustees of
trusts created by family members and/or held for the benefit of family members raises
estate, gift, generation-skipping transfer (“GST”), and income tax issues. The concern is
that some level of participation in or control over the administration or governance of a
private trust company by particular family members could prompt the Service to attribute
tax-sensitive powers to those individuals. This attribution could result in the imposition
of estate, gift, GST, or income taxes that might have been avoided by the use of a more
independent trustee.

I1. The Proposed Ruling

The goal of the Proposed Ruling (and the revenue ruling that will result
when it is finalized) is to “confirm certain tax consequences of the use of a private trust
company that are not more restrictive than the consequences that could have been
achieved by a taxpayer directly, but without permitting a taxpayer to achieve tax
consequences through the use of a private trust company that could not have been
achieved had the taxpayer acted directly.™

A. The Facts

The Proposed Ruling discusses the income, estate, gift and GST tax
consequences in two separate situations in which members of the same family create a
private trust company (“PTC”) to serve as the trustee of trusts of which family members
are grantors and beneficiaries. In both situations, A and B, who are husband and wife,
have three children, C, D and E. C, D and E are each married, and each has children. A

Notice 2008-63, 2008-31 IRB 261 (July 11, 2008).

2006 TNT 105-12.
* These include, for example, the reports submitted by Don Kozusko or Kozusko, Harris, Vetter
& Wareh LLP (2006 TNT 18-24), by the American Institute of Certified Public Accountants
(2006 TNT 61-13) and by John Duncan and Michael Conway, Jr., of Duncan Associates, Chicago
(2006 TNT 87-38).

® Notice 2006-63, 2008-31 L.R.B. 261 (July 11, 2008).
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and B, their current and future descendants, and the spouses and former spouses of their
descendants are referred to in the Proposed Ruling as the “Family.” A and B have
established separate irrevocable trusts for each of their children and grandchildren. C, D
and E also have established separate irrevocable trusts for their respective descendants.
Each child or grandchild of A and B is the primary beneficiary of the trust established for
him or her. Each trust receives contributions only from the person who created the trust.
All grantors and beneficiaries are U.S. persons and no trust is a foreign trust.

Each trust agreement gives the trustee discretionary authority to distribute
income and/or principal to the primary beneficiary of the trust during his or her lifetime.
In addition, the primary beneficiary of each trust has the power to appoint any portion of
the principal of the trust to any one or more members of the Family (other than the
primary beneficiary) and/or to charity. The grantor of each trust (or the primary
beneficiary if the grantor is not living) may appoint a successor trustee other than himself
or herself if the current trustee either resigns or for any reason cannot fulfill the duties of
trustee.

In Situation 1, the Family formed a PTC under the laws of a state that has
enacted a PTC statute. That statute provides as follows:

e Any PTC formed under the statute must create a Discretionary
Distributions Committee (the "Distributions Committee") and delegate to
the Distributions Committee the exclusive authority to make all decisions
regarding discretionary distributions from each trust for which it serves as
trustee. State law defines “discretionary distributions™ as permissible
distributions that are not mandated in the trust agreement or by applicable
law.

e Anyone may serve on the Distributions Committee, but no member of the
Distributions Committee may participate in the activities of the
Distributions Committee with regard to (1) any trust of which the
Distributions Committee member or his or her spouse is a grantor, or (2)
any trust of which the Distributions Committee member or his or her
spouse is a beneficiary.

e A Distributions Committee member may not participate in the activities of
the Distributions Committee with respect to any trust with a beneficiary to
whom such Distributions Committee member or his or her spouse owes a
legal obligation of support.

e Only officers and managers of the PTC may participate in the decisions
regarding the PTC personnel, such as those decisions regarding hiring,
promotion and compensation.

e No provision in the statute or in the PTC’s governing documents may
override a more restrictive provision in the trust agreement of a trust of
which the PTC is acting as trustee.



e No Family member may enter into any express or implied reciprocal
arrangement regarding discretionary distributions from any trust of which
the PTC is serving as trustee.

In Situation 1, the Family owns all of the stock in PTC, either outright or through trusts
and/or other entities. The PTC’s governing documents conform to the provisions of the
state’s PTC statute described above. A, C and D are officers of the PTC and serve on the
PTC’s board of directors, as well as on the Distributions Committee. B and E own shares
of the PTC, but neither is on the Distributions Committee nor is an officer or director of
the PTC. E is a manager and employee of the PTC.

In Situation 2, the Family formed a corporation that is a PTC in a state that
has not enacted specific legislation governing the formation or operation of a PTC. The
PTC’s governing documents provide as follows:

e The governing documents create a Distributions Committee and
delegate to the Distributions Committee the exclusive authority to
make all decisions regarding discretionary distributions from each
trust for which it serves as trustee. The governing documents define
“discretionary distributions” as permissible distributions that are not
mandated in the trust agreement or by applicable law.

* Anyone may serve on the Distributions Committee, but no member of
the Distributions Committee may participate in the activities of the
Distributions Committee with regard to (1) any trust of which that
Distributions Committee member or his or her spouse is a grantor, or
(2) any trust of which that Distributions Committee member or his or
her spouse is a beneficiary.

e A Distributions Committee member may not participate in the
activities of the Distributions Committee with respect to any trust with
a beneficiary to whom such member or his or her spouse owes a legal
obligation of support.

¢ Only officers and managers of the PTC may participate in the
decisions regarding the PTC personnel, such as those decisions
regarding hiring, promotion and compensation.

e No provision in the governing documents may override a more
restrictive provision in the trust agreement of a trust of which the PTC
1s acting as trustee.

¢ No Family member may enter into any express or implied reciprocal
arrangement regarding discretionary distributions from any trust of

which the PTC is serving as trustee.

e The governing documents create an Amendment Committee. A
majority of the members of this committee must always be individuals
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who are neither members of the Family nor persons related or
subordinate (within the meaning of Code section 672(c¢)) to any
shareholder of the PTC.° The Amendment Committee has the sole
authority to make changes to the PTC’s governing documents
regarding (1) the creation, function or membership of the Distributions
Committee or of the Amendment Committee, (2) the provisions
delegating exclusive authority regarding personnel decisions to the
officers and managers, and (3) the prohibition of reciprocal
agreements between members of the Family.

In Situation 2, the Family owns all of the stock in PTC, either outright or through trusts
and/or other entities. A, C and D are officers of the PTC and serve on the PTC’s board of
directors, as well as on the Distributions Committee. B and E own shares of the PTC, but
neither is on the Distributions Committee nor is an officer or director of the PTC. Eisa
manager and employee of the PTC. A, F and G are the initial members of the
Amendment Committee. F and G are not members of the Family, are not employed by
the PTC and are not otherwise related or subordinate to any Family member.

B. The Holdings

Under the facts set forth in Situation 1 and Situation 2, as long as the PTC
operates as provided by state statute or the PTC’s governing instruments, as the case may
be, the Service proposes the following rulings:

e  Neither the appointment nor the service of the PTC as the trustee of'a
Family trust will cause the value of the assets of such trust to be
included in the grantor’s gross estate under Code section 2036(a) or
Code section 2038(a).

e  Neither the appointment nor the service of the PTC as the trustee of'a
Family trust will cause the value of the trust assets to be included in
the beneficiary’s gross estate under Code section 2041.

e  Neither the appointment nor the service of the PTC as the trustee of
any Family trust in which the trustee has the discretionary power to
distribute income and/or principal to the grantor’s descendants will
cause the grantor’s transfer to the trusts to be incomplete gifts under
Code section 2511 or any distribution from the trust to be a gift by
any Distributions Committee member.

e  Neither the appointment nor the service of the PTC as the trustee of
any Family trust will affect the exempt status of that trust if the trust

¢ - L i g » b : " 1 -

" All references to “Code section” refer to sections of the Internal Revenue Code of 1986, as
amended, and all references to “Treas. Reg. section” refer to the Treasury regulations
promulgated thereunder.
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is otherwise exempt from the GST tax under Treas. Reg. section
26.2601-1(b)(1)(1) or change the inclusion ratio of the trust.

e Neither the appointment nor the service of the PTC as the trustee of
any Family trust by itself will cause any grantor or beneficiary of that
trust to be treated as the owner of that trust or any portion thereof
under Code sections 673, 676, 677 or 678. Whether any grantor is
treated as an owner of the trust or any portion thercof under Code
section 675 is a question of fact to be determined once the federal
income tax returns of the grantor and/or the trust have been examined
by the IRS. Whether any grantor is treated as the owner of the trust
or any portion thereof under Code section 674 will depend on the
particular powers of the trustee and may depend on the composition
of the Distributions Committee.

The Proposed Ruling, in effect, creates two separate sets of safe harbors. As long as any
PTC is formed and operated in accordance with the facts set forth in Situation 1 or
Situation 2, the grantors and beneficiaries of the trusts of which the PTC is serving as
trustee can be certain that they will not be subject to any adverse income, estate, gift or
GST tax consequences.

111. Comments

The Proposed Ruling, if finalized, will give grantors and beneficiaries a
degree of certainty that the designation of a family-run PTC as trustee of family trusts
will not by itself cause negative tax consequences as long as the PTC is organized and
operated in the manner set forth in the safe harbors of Situation 1 and Situation 2.
Therefore, we welcome the Proposed Ruling. However, we offer the following
suggestions to allow the ruling to apply to a broader range of PTCs without
compromising the goal set forth in the Proposed Ruling.

A. Lack of State Statutes Similar to Those Described in the Proposed
Ruling

Situation 1 described in the Proposed Ruling provides a safe harbor based
on the assumption that the PTC is organized in a jurisdiction that has enacted the
particular type of private trust company statute described above. To our knowledge,
there is no state that has adopted such a statute. As a result, the safe harbor provided for
in Situation 1 will have limited applicability unless and until one or more states actually
enacts such a statute.

Similarly, Situation 2 assumes organization of the PTC in a state that
permits a company to establish a set of governing documents with certain provisions that
cannot be changed unless a committee of individuals, a majority of which are neither
members of the family that controls the PTC nor related or subordinate to any of them
(within the meaning of Code section 671) consents to the changes. It is not clear how
many states would permit the owners of a company to limit their inherent authority as



owners in this manner. As a result, the safe harbor provided for in Situation 2 may be of
limited applicability.

We recommend that the Proposed Ruling add a third fact pattern, Situation
3, which will, at the present time, have a broader range of applicability. Situation 3
would describe a private trust company formed under the laws of a state that has no
statutory provisions similar to those described in Situation 1 and Situation 2. Instead, the
trust instruments that govern the trusts of which the PTC serves as trustee will provide
that if certain provisions of a PTC's by-laws (such as the ones described in Situation 1
and Situation 2) are amended, then the PTC no longer would be able to exercise tax-
sensitive powers such as the powers to make discretionary distribution decisions or
amend the trust agreement, and an independent trustee should be appointed to replace the
PTC to exercise such powers. This would permit a PTC to satisfy the provisions of the
safe harbors even if it was formed in a state that does not have the governing document
provisions described in Situation 1 and Situation 2.

B. Closely-Held Company Shares

The Proposed Ruling does not deal with the issue of controlled
corporation shares held by trusts in which a PTC is trustee. Code section 2036(b)
provides that the retention of the right to vote, directly or indirectly, shares of stock of a
"controlled corporation" that a decedent gratuitously transferred to a trust is a retention of
the enjoyment of such stock for purposes of Code section 2036(a).” This retention would
cause inclusion of the value of those shares in the decedent's gross estate if the decedent
retained the right to vote until death or until anytime within three years of death. We
suggest that the Service consider including in Situation 1 and Situation 2 and in our
proposed Situation 3 a requirement that the grantor or any other person who has
transferred property to a trust be prohibited from voting the shares of a controlled
corporation held in any trust in which the PTC is trustee, either individually or as a
member of any committee that holds such power.

C. Ascertainable Standards

The Proposed Ruling defines discretionary distributions as "permissible
distributions that are not mandated in the trust instrument or by applicable law." In both
Situation | and Situation 2, the Distributions Committee must be given exclusive
authority to make all decisions regarding discretionary distributions. The definition of
"discretionary distribution” does not distinguish between distributions made pursuant to
an ascertainable standard and those that may be made without reference to any standards.
Except when the individual making discretionary distributions decisions has a legal
obligation to support a beneficiary, the power to make distributions pursuant to an

T Code section 2036(b) defines a “‘controlled corporation™ as a corporation in which the decedent
owned (with the application of the constructive ownership rules of Code section 318) or had the
right to vote, either alone or in conjunction with any other person, stock possessing at least twenty
(20%) percent of the total combined voting power of all classes of stock of the corporation.



ascertainable standard is not generally a tax-sensitive power.® We suggest that the
Service consider including a statement in the final ruling that it is not necessary that the
Distributions Committee have the exclusive authority to make such distributions. All of
the directors of the PTC (including a beneficiary) or a different trustee altogether
(including a trustee who is a beneficiary), other than an individual who has a legal
obligation to support a beneficiary, could be permitted to participate in decisions
regarding such distributions without causing estate tax inclusion under Code sections
2036, 2038 or 2041 and without causing any gift to a trust of which the PTC is trustee to
be incomplete.

D. Removal of Distributions Committee Members

The Proposed Ruling does not discuss whether the grantor or a beneficiary
of a trust of which the PTC is a trustee may have the power to participate in the removal
of'a member of the Distributions Committee and the appointment of a successor
Distributions Committee member in his or her place. The Service took the position in
Revenue Ruling 79-353” that a decedent who had the unqualified power to remove a
trustee and to appoint a successor trustee (other than the decedent) will be deemed to hold
the powers held by the trustee for purposes of Code section 2036. In Revenue Ruling 95-
58, the Service modified its earlier position and ruled that a decedent’s unqualified power
to remove a trustee and to appoint a successor trustee who is not related or subordinate to
him or her within the meaning of Code section 672(c) would not be treated as a
reservation by the decedent of the trustees powers for purposes of Code section 2036 or
2038."" The same principle should apply to the power to remove or replace members of
the Distributions Committee. This would bring the treatment of PTCs with respect to the
removal of Distribution Committee members in line with current law regarding trusts and
the removal of individual trustees.

In order to avoid confusion on this issue, we suggest that the final ruling
require a PTC's governing documents to provide that, if a grantor or a beneficiary
participates in any decision to remove and replace any member of the Distributions
Committee, the replacement for the removed member must be a person who 1s not related
or subordinate to the grantor or beneficiary within the meaning of Code section 672(c¢).
Alternatively, the final ruling could provide that the power to appoint replacement
Distribution Committee members be given exclusively to an unrelated third party, such as
a protector.

E. Provisions Regarding Insurance

The Proposed Ruling does not discuss the consequences of trustee
ownership of life insurance on the life of a family member. Code section 2042 provides

* See Treas. Reg. sections 25.2511-2(¢), 25.2511-1(g)(2), and 20.2041-1(c)(2).
’ Rev. Rul. 79-353, 1979-2 C.B. 325.

" Rev. Rul. 95-58, 1995-2 C.B. 191.



that the value of a life insurance policy on the life of a decedent will be included in the
decedent's gross estate if he or she possessed at death any incidents of ownership over the
policy, exercisable either alone or in conjunction with any other person.

In order to make the final ruling as inclusive as possible, this subject
should also be addressed. We recommend that the final ruling provide that incidents of
ownership with respect to a life insurance policy owned by a trust of which a PTC is
trustee will not be imputed to a family member whose life is insured if the PTC’s
governing documents prevent him or her from exercising any incidents of ownership over
the policy, either in his individual capacity or as a member of the Distributions
Committee or any other PTC committee charged with making decisions regarding the
policy.

F. Violations of Provisions in Governing Documents

The Proposed Ruling describes several types of provisions that are
required in order to benefit from the safe harbors of either Situation 1 or Situation 2, but
does not describe the consequences of violations of the provisions. For example, assume
that a PTC’s by-laws contain the requisite prohibition against reciprocal arrangements. If
this prohibition is actually violated by members of the family who are beneficiaries of
different family trusts, presumably the Service could take the position that trust assets
would be included in the beneficiaries’ gross estates under Code section 2041,

In order to provide clarity, we recommend that the final ruling state that
violation of the prohibitions required in both Situation 1 and in Situation 2 may cause the
Service to impute certain tax-sensitive powers of the PTC to family members who
participate in the governance and administration of the PTC. If the final ruling includes
the Situation 3 we describe above, violation of the prohibitions would cause the PTC to
lose its power to exercise tax-sensitive powers as trustee of the family trusts.

We appreciate your consideration of our comments. Please let us know if
you would like to discuss this letter or if we can otherwise further assist you.

Respectfully,

'L_/—"“ - oy
David S. Miller
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