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3y Disregarding Ownership and Taxpayers

Grantor <:[>

Grantor
Trust

Rothstein

this and nothing more.]

[§ 671 dictates that, when the grantor is regarded as
“‘owner”, the trust’s income shall be attributed to him—

[The court’s decision in Rothstein, insofar as it holds that a
trust owned by a grantor must be regarded as a separate
taxpayer capable of engaging in sales transactions with the
grantor, is not in accord with the views of the Service.]

Rev. Rul. 85-13

Proposed § 1062

[In the case of any transfer of property between a trust and the person
who is the deemed owner of the trust (or portion thereof), such
treatment of the person as the owner of the trust shall be disregarded
in determining whether the transfer is a sale or exchange]
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@ Disregarding Ownership: Unitary Basis Rule

OB
$100x
¢ 4
OB/CA Unitary Basis OB/CA
/$100x /$100x
Grantor Grantor Trust

Why is outside basis important?
Determines amount of money that
can be distributed without gain

Partnership losses are allowable

Other only to the extent of outside basis

Partners Determines amount of gain or loss

recognized on a taxable sale of
partnership interest

Determines basis of distributed

property
Asset A Asset B
IB/[FMV IB/[FMV
$40x/$100x $60x/$100x

o
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\ILTT/ Unitary Basis: Moving Basis without a Swap

OB OB
$60x $10x
OBJ/CA OBICA OBJ/CA OBICA
/$100x /$100x /$100x /$50x
Grantor Grantor Trust Grantor Grantor Trust $%F$I\g\éx
(G) (T) (G) (T)
\ / \ /
50% 67% 33%
GT Partnership —p GT Partnership

IB/EMV

$50x/$50x

T has increased basis in its assets from $30x to $50x.

Same practical result as a “swap” under § 675(4)(C) power.

Possible workaround if proposed § 1062 (or similar) is enacted.
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Unitary Basis: Perplexing Distribution Results

Redemption

oB
$65Xx
OBJ/CA OBJ/CA
/$50x /$50x
Grantor Grantor Trust
(G) (T)
Full N s,

50%

GT Partnership

1. GT distributes $50x cash to G

No -$10x loss to G

T’s Resulting OB/CA:
$15x/$50x

2. GT distributes $30x/$50x property to G

G holds property with $30x basis (not $60x)

T’s resulting OB/CA:
$35x/$50x

3. Convert to non-qrantor trust and distribute $50x cash

«  Current (non-liquidating) distributions can only result in
gain (not loss) and distributed property will have a
resulting basis equal to or less than its inside basis.

* Liquidating distributions can result in gain and loss
and distributed property can have a resulting basis that
is equal to, less than, or more than its inside basis.

G may result in a loss (-$10x) or
may result in gain (+$17.5x)

Depends on how much unitary basis is
allocated between G and T upon conversion.
If G has $60x of OB, then -$10x loss.

If G has $32.5x of OB, then +$17.5x gain.

T’s resulting OB/CA can be:
$5x/$50x
or
$32.5x/$50x
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\IE_T/ Unitary Basis: Sharing Liabilities

G’s share of T’s share of
liabilities OB liabilities
$6x $%x $6x
OBICA OBICA
/$20x /$20x
Grantor Grantor Trust
(G) (T) Full
\ 7

Redemption

20% 2 $20x cash

GT Partnership —_—

Other

---60%
Partners ’

Nonrecourse
Liabilities
$30x

G’s share of
liabilities
$7.5x

OB/CA
$1.5/$100x

Grantor Grantor Trust
(G) (T)

N\
25%

--75% GT Partnership

Nonrecourse
Liabilities
$30x

Redemption of T’s interest results in -$6x of liability reduction (§ 752(b) deemed distribution).
Total distribution of $26x: $20x cash plus $6x deemed distribution.
Unitary basis of $20x results in $6x of gain (not $16x of gain).

G’s share of liabilities increases proportionately ($1.5x increase in outside basis).
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JY Rev. Rul. 85-13 and the Disguised Sale Trap

Elements of a “Disquised Sale” (Facts and Circumstances):

1. Contribution of money or property by partner to partnership
2. Related transfer of money or property by the partnership to the partner
3. When viewed together, properly characterized as a sale or exchange

2-Year Rebuttable Presumption

oB
$130x
OBJ/CA Cash
/$100x $100x
Grantor Grantor Trust

(G) (T)

IB/[FMV
$30x/$100x

3 Types of Disquised Sales:
Sale by partner to partnership
Sale by partnership to partner
Sale of partnership interest between partners

Rev. Rul. 85-13
Does NOT shield disguised sale treatment if
sale by partner (other than in capacity as partner)
to partnership or partnership to partner

NO disguised sale if treated as sale of
partnership interest between partners

Gain could be avoided today if:
G and T swapped property for cash first
and then contributed to GT Partnership

Entity was a disregarded entity
(redeem the “other partner”)

Wait at least 2 years
Proposed § 1062

Disguised sale of partnership interest
between G and T would be taxable gain

Swap and disregarded entity transfers
would be taxable

o
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Rev. Rul. 85-13 and Mixing Bowl Rules

2 Forms of “Mixing Bow!” Transactions:

1. Contributed property distributed to another partner, OR

2. Other property distributed to contributing partner

7-Year Rule

oB
$100x
OBJ/CA OB/CA
/$100x /$100x
Grantor Grantor Trust
(G) (T)

IB/IEMV IB/IFMV
$40x/$100x $60x/$100x

Distribution back to contributing partner is
not a “mixing bowl” transaction.

Rev. Rul. 85-13
No mixing bowl problem because
G and T are both considered the
contributing partner.

Proposed § 1062
No mixing bowl problem either.

Gain under § 704(c)(1)(B) and § 737
is allocation of gain to partner who
contributed appreciated property
(not a transaction between partners).

o

N, NORTHERN TRUST
Y/




\I\_E Unitary Basis: Conversion from Grantor to Non-Grantor

Conversion from Grantor to Non-Grantor
Deemed transfer from Grantor to the Trust
(Rev. Rul. 77-402, Treas. Reg. § 1.1001-2(a)(4)(i) & (iv))

oB
$60x
OBJ/CA OBJ/CA OBJ/CA OB/CA
/$100x /$100x $30x/$100x $30x/$100x
Grantor Grantor Trust Grantor —— » _Non-Grantor Trust
(G) (T) (G) (T)
\ / \ /
50% 50% 50% 50%
\,
GT Partnership Gonerio GT Partnership

Non-Grantor

Requires an allocation of the unitary basis
to the deemed transfer to the trust.

Be careful of gain due to debt in excess of basis
(partnership interest collateralizes a debt).

This assumes taxpayer’s entire interest carries the
same valuation discount as the transferred interest.

o
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\ILTT/ Unitary Basis: Conversion from Grantor to Non-Grantor

Conversion from Grantor to Non-Grantor
Deemed transfer from Grantor to the Trust
(Rev. Rul. 77-402, Treas. Reg. § 1.1001-2(a)(4)(i) & (iv))

OB
$60x
OB/CA OBICA OB/CA OBJ/CA
/$100x /$100x $39x/$100x $21x/$100x
Grantor Grantor Trust Grantor —— » Non-Grantor Trust
(G) (T) (G) (T)
\ / \ /
50% 50% 50% 50%

\,

/

Convert to
Non-Grantor

GT Partnership GT Partnership

If taxpayer’s entire interest has no valuation discount
(liquidation value) but the transferred interest carries a 30%
discount, then less outside basis is allocated to the trust.

“[T]he basis of the transferred portion of the interest generally equals an amount which bears the same relation to the
partner's basis in the partner's entire interest as the fair market value of the transferred portion of the interest bears to
the fair market value of the entire interest.” Rev. Rul. 84-53, 1984-1 C.B. 159.

o
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\ILTT/ Unitary Basis: Conversion from Non-Grantor to Grantor

Conversion Non-Grantor to Grantor Trust:
Not a transfer for income tax purposes
(CCA 200923024, PLR 201730018)

oB
$60x

OBICA OBJ/CA OBICA OBICA

/$100x /$100x $30x/$100x $30x/$100x
Grantor Grantor Trust Grantor Non-Grantor Trust

(G) (T) (G) (T)

\ / \ /
50% 50% 50% 50%
. Convert to .
GT Partnership — GT Partnership

o
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GO Sort of Like a “Grantor Trust”... 2 Rulings, 2 Different Results?

CREATING “PSEUDO” GRANTOR TRUST

§ 678(a)(1): Power to vest income or corpus (BDOT)
§ 678(a)(2): Released power with retained powers under §§ 671-677 (BDIT)
§ 678(b): Provided original grantor is not considered owner under §§ 671-677

PLR 201633021

m Trust1
o Grantor deceased
o F/B/O children, spouse, and issue
o Trustee proposes to transfer assets to Trust 2
m Trust?2
o F/B/O children, spouse, and issue
o Trust 1 retains sole power to revest net income of Trust 2
o Lapses on the last day of the calendar year
o “Netincome” includes income under § 643(b) & capital gain

m Trust1

Trust 1 will be treated as the owner of the portion of Trust 2
over which they have the power to withdraw under § 678(a).
Accordingly, Trust 1 will take into account in computing their
tax liability those items which would be included in computing
the tax liability of a current income beneficiary, including
expenses allocable to which enter into the computation of
distributable net income. Additionally, Trust 1 will also take
into account the net capital gains of Trust 2.

PLR 202022002

o Prohibited distribution of “Shares” (family company)
o Contributed Shares to LLC
o LLC interests transferred to Subtrust F/B/O beneficiary A

o A exercised withdrawal right of all assets of Subtrust (other
than LLC interests, which may not be distributed)

o Subtrust agrees to sell LLC interests to Trust 2 for cash and
promissory note

o A has withdrawal right over cash and promissory note in
Subtrust

Trust 2

o Grantor trust of A

[Blecause A has a power exercisable by herself to vest the
proceeds of Subtrust’s LLC interest in herself and that those
proceeds are Subtrust’s only asset, A will be treated as the
owner of Subtrust under § 678. Consequently, the transfer of
the LLC interests to Trust 2 is not recognized as a sale for
federal income tax purposes because Trust 2 and Subtrust
are both wholly owned by A.

12
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@ Sharing Basis Between Non-Grantor Trusts

OB
$100x
OBI/CA OBICA
/$100x /$100x
SLAT QTIP
\ /
50% 50%
) Contribute to .
SLAT Wltggﬁ;va/ »  QTIP Partnership Partnership
|
AB/FMV AB/FMV
$0x/$100x $100x/$100x
AB/FMV AB/FMV
$0x/$100x $100x/$100x

o
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Oy Sharing Basis Between Non-Grantor Trusts

OB/CA OB/CA
$50x/$100x $50x/$100x
. Release
N 7
50% 50%

Liquidate

Partnership Partnership

AB/EMV AB/FMV
$0x/$100x $100x/$100x

SLAT QTIP
AB/FMV AB/EMV
$50x/$100x $50x/$100x

SLAT now has basis.

QTIP Trust assets will get a
basis adjustment when
spouse passes away

%
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Section 2036 and
The Inside/Outside
Basis Conundrum
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JY Section 2036: Inside/Outside Basis Conundrum

Partner C
(Child)

§ 2043
Reduction
(Discounted)
@ Transfer

§ 2036
Partnership

Partnership
Assets

4

Partner D
(Decedent)

§ 2033
Inclusion
(Discounted)
@ DOD

§ 2036
Inclusion
(No Discount)
@ DOD

Estate of Powell/Estate of Moore

Vincluded = Cq + FMV, — C,

Vinclugeq = Value that must be added to the
gross estate

C4 = date-of-death value of the
consideration received by the decedent
from the transaction that remains in his
estate under section 2033

FMV, = fair market value at date of death
of property transferred by the decedent
whose value is included in the gross estate
under section 2036

C; = consideration received by the
decedent at the time of the transfer, which
has to be subtracted under section 2043(a)

16
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\_I%_'/ Section 2036: Inside/Outside Basis Conundrum

Example: D and D’s child, C, create DC Partnership. D and C contribute assets with $0x adjusted basis and with a fair market
value of $99x and $1x, respectively, in exchange for a 99% LP interest and 1% GP interest. At the time of the contribution, the

99% LP interest is subject to a 40% valuation discount.

OB/CA OB/CA
$0x/$1x $0x/$99x
Partner C Partner D
(Child) (Decedent)
N ’ 40%
1% GP 99%'LP valuation
discount
DC
Partnership
IB/EMV
$0x/$100x

_ﬁ; NORTHERN TRUST
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Y Section 2036: Inside/Outside Basis Conundrum

Scenario 1: Prior to any transfers by D, D passes away and the assets of the DC partnership have doubled in value ($200x). D
continued to own the 99% LP interest, subject to a 40% valuation discount. It is determined that the assets of DC Partnership are

Subject to inclusion under § 2036.

OB/CA OBICA
$0x/$2x $118.8x/$198x
Partner C Partner D
(Child) (Decedent)
N / 40%
1% GP 99% LP Va|uation
discount

DC
Partnership

Outside Basis is

Partnership less than
Assets Inside Basis
Double in
Value
IBIFMV
$200x/$200x

§ 754 election would cause a
“step-down” in Inside Basis
under § 743(b) to $118.8x
with respect to D

Net Inclusion Amount
§ 2033
(99% * $200x * 60%)
99% LP @ 40% Discount = $118.8x

PLUS
§ 2036
Partnership Assets = $200x

LESS
§ 2043
(99% * $100x * 60%)
99% LP @ 40% Discount at “Transfer” = $59.4x
$259.4x

Resulting Basis (Assuming No § 754 Election)

§ 1014(b)(9)
Inside Basis of DC Partnership = $200x

§ 1014(b)(1)
Outside Basis of D = $118.8x

%

18

N, NORTHERN TRUST
Y/




\1@5 Section 2036: Inside/Outside Basis Conundrum

Scenatrio 2: After the creation of DC Partnership, D gifts the 99% LP to an IDGT, subject to a 40% valuation discount.

40%
OB/CA OB/CA valuation
$0x/$1x $0x/$99x  discount
Partner C Partner D Gift
(Child) (Decedent) IDGT
\ 7/
1% GP 99% LP
DC
Partnership
IB/EMV
$0x/$100x

%
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\ILTT/ Section 2036: Inside/Outside Basis Conundrum

Scenario 2: D passes away and the assets of the DC partnership have double in value ($200x). It is determined that the assets of
DC Partnership are subject to inclusion under § 2036. The 99% LP interest of the IDGT is not included in the gross estate of D.

Net Inclusion Amount

§ 2033
OB/CA OB/CA $0x
$0x/$2x $0x/$198x BLUS
- 2036
Part \_ §
(aCQ”eCI!’)C IDGT Partnership Assets = $200x
\ /
1% GP 99%LP LESS
§ 2043
(99% * $100x * 60%)
DC 99% LP @ 40% Discount at “Transfer” = $59.4x
Partnership $140.6x
Outside and
Inside Basis

Partnership Discrepancy is
DASE?tS' Even Greater
ouble in
Vl;aluel Resulting Basis (Assuming No § 754 Election)

§ 1014(b)(9)

IBIFMV
- Inside Basis of DC Partnership = $200x

$200x/$200x

§ 1015
Outside Basis of IDGT = $0x

o
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Outside Inside Basis Discrepancy Is Not Easily Cured

Partner
OB/CA
$0x/$200x

A

|IB/[EMV
$200x/$200x

AB/FMV
$0x/$200x

A

Liquidating
or current
distribution
of property
results in loss
of basis

Outside Partnership

Gain
$200x

A

$

Sale of
Property
(at no gain) and
Distribution of
Money results
In capital gain

Partner
OB/CA
$0x/$100x

§ 754
Election

IB/EMV
$100x/$100x

Inside Partnership

AB/FMV
$0x/$100x

A

IB/EMV
$100x/$100x

21
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No
Outside
Basis &

Loss
Suspended

§ 734(b)

IB/FMV
$200x/$100x
Can be
Sold for
A Loss
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The Basics of Basis
Stripping, Shifting,
and Swapping
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i .
\1}/ The Basic Elements

Low
OB/CA Outside
$0x/$100x .
Basis
Partner A& B Partner C
Assets:
Partnership = Purchased by the partnership, or
= Contributed more than 7 years ago.

Low Asset A Asset B High
AB/FMV AB/FMV
$0x/$100x $100x/$100x

Inside
Basis

Inside
Basis

X

NORTHERN T i j
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\I\_E “Strip” Basis with Distribution & “Shift” with Election

In-Kind OB/CA
Distribution
of $0x/$100x
Partner A & B Property Partner C

Partnership

b sears Asset B
~Shift AB/FMV
Section +$100x $0x/$100x
754 Asset B
Election AB/FMV
$100x/$100x
Asset A
AB/FMV
$100x/$100x § 734(b) Adjustments

To “partnership property”

%
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Creating, Stripping, and
Shifting Basis
(Even with Marketable Securities)
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GO Debt to Exchange Concentrated for Diversified Position

OB/CA OB/CA
$0/$10x $0/$90x
G1 Partners G2 Partners

Investment
Partnership

N
Stock A

AB/FMV
$0/$100x

o
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GO Debt to Exchange Concentrated for Diversified Position

OB/CA OB/CA
$90x/$10x $0/$90x
G1 Partners G2 Partners
Investment
Partnership
1. Partnership borrows $90x.
2. Invests $90x in diversified
portfolio. ]
3. G1 solely responsible for Stock A Diversified
partnership liabilities.
AB/FMV Debt AB/FMV
$0/$100x ($90x) $90x/$90x
N

27
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GO Debt to Exchange Concentrated for Diversified Position

OB/CA ! Liquidating
$90x/$10x | Distribution

OB/CA AB/FMV
$0/$90x $0x/$90x

G1 Partners

Investment
Partnership

§ 754
Election
& Diversified
§ 734(b)
_ AB/FMV
Adjustment $90x/$90x

Stock A

AB/FMV  Debt
$90x/$100x ($90x)

artne S l

28

Diversified

_?_
N, NORTHERN TRUST
Y/




Ny

O Debt to Exchange Concentrated for Diversified Position

OB/CA AB/FMV
$9x/$10x $0x/$90x
G1 Partners Former

G2 Partners

Investment
Partnership

Diversified

1. Sells 90x of Stock A
($81x of AB).

Isn’t this just an

2. Recognizes $9x of gain ochanae fund?
(+9x OB of G1=$99x). Stock A g

AB/FMV : .
3. Repays $90x to lender $9x/$10x Can this be used with

(-$90x OB of G1=§9x). tangible personal
property in lieu of a
“like-kind” exchange?

_‘il_
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\IJ\/ Disclosures

LEGAL, INVESTMENT AND TAX NOTICE: This information is not intended to be and should not be treated as legal advice, investment advice or tax advice.
Readers, including professionals, should under no circumstances rely upon this information as a substitute for their own research or for obtaining specific
legal or tax advice from their own counsel. These materials do not constitute and should not be treated as, legal, tax or other advice regarding the use of any
particular tax, estate planning or other technique, device, or suggestion, or any of the tax or other consequences associated with them. Although reasonable
efforts have been made to ensure the accuracy of these materials and the seminar presentation, neither Paul Lee, nor The Northern Trust Corporation,
assumes any responsibility for any individual’s reliance on the written or oral information presented during the seminar. Each seminar attendee should verify
independently all statements made in the materials and during the seminar presentation before applying them to a particular fact pattern, and should
determine independently the tax and other consequences of using any particular device, technique, or suggestion before recommending it to a client or
implementing it for a client.

OTHER IMPORTANT INFORMATION: This presentation is for your private information and is intended for one-on-one use only. The information is intended
for illustrative purposes only and should not be relied upon as investment advice or a recommendation to buy or sell any security. Northern Trust and its
affiliates may have positions in, and may affect transactions in, the markets, contracts and related investments described herein, which positions and
transactions may be in addition to, or different from, those taken in connection with the investments described herein. Opinions expressed are current only as
of the date appearing in this material and are subject to change without notice.

No information provided herein shall constitute, or be construed as, a recommendation or an offer to sell or a solicitation of an offer to acquire any security,
investment product or service and should not be treated as legal advice, investment advice or tax advice. This material is provided for educational and
informational purposes only. Opinions expressed are those of the presenter and are subject to change without notice.

Past performance is no guarantee of future results. Periods greater than one year are annualized. Performance assumes the reinvestment of dividends
and earnings and is shown gross of fees, unless otherwise noted. Returns of the indexes and asset class projections do not reflect the deduction of fees,
trading costs or expenses. It is not possible to invest directly in an index. Indexes and trademarks are the property of their respective owners, all rights
reserved. A client's actual returns would be reduced by investment management fees and other expenses relating to the management of his or her account.
To illustrate the effect of compounding of fees, a $10,000,000 account which earned a 8% annual return and paid an annual fee of 0.75% would grow in value
over five years to $14,693,281 before fees, and $14,150,486 million after deduction of fees. For additional information on fees, please read the accompanying
disclosure documents or consult your Northern Trust Representative.

There are risks involved in investing including possible loss of principal. There is no guarantee that the investment objectives or any fund or strategy will be
met. Risk controls and asset allocation models do not promise any level of performance or guarantee against loss of principal. All material has been obtained
from sources believed to be reliable, but the accuracy, completeness and interpretation cannot be guaranteed.

Securities products and brokerage services are sold by registered representatives of Northern Trust Securities, Inc. (member FINRA, SIPC), a registered
investment adviser and wholly owned subsidiary of Northern Trust Corporation. Investments, securities products and brokerage services are:

Not FDIC Insured | No Bank Guarantee | May Lose Value

N
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