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Splitting charitable
remainder trusts in divorce

What are the tax consequences?

hile the division of some marital assets

in divorce can seem strajghtforward,

questions have arisen abour making a pro
pata, 50-50 division of a charitable remainder trust
(CRT) into two trusts for the spouses, In response,
the IRS issucd Revenue Ruling 2008-41, which
addresses the ax consequences of such a division.

The scenario

In its ruling, the IRS considered a trust thar
qualifics as a chanrable remainder anmuiry

trust {CRAT) or charitable remainder unitruss
(CRLUT). Under the trust’s terms, the spouse
recipients are cach entitled 1o an equal share of
the annuity or unitrust amount, payable annuoally
during their lifetimcs.

CRATs and CRUTs generally are
subject to Section 507(a) of the
Internal Revenue Code as if they
were private foundations.

Upon the death of one, the surviving recipient is
entitled for life wo the entire annuiny or unicrust
amount. And when the survivor dies, the rrusr
assets will be diseribured o ome or more charitable
OEEANIZAL0NS

As part of the property division at divarce, the
SO approves a prorata division of the trust into
twir separate rusts, cach intended o qualify as
the same tvpe of CRT. Each asser of the original
trust is divided equally and transterred o the
separate trusts. Each separate trust is then deemed
tor have an equal share of the onginal rrust’s

income, and each recipient is entitled to receive
from his or her separate rrust the same annuity or
uivierist amount a5 under the rerms of the original
trust, The recipicnts pay all of the costs associared
with the division of the trust,

Each separare rrust provides thar, upon the recipi-
ent’s death, the rrust reeminates and its assers are
distribured o the remainder beneficiany chariries.
Each spouse relinguishes all interests in the original
prust 1o which he or she would have been entitled
by reason of having survived the other

Private foundation excise taxes

CRATs and CRUTs qualify as “split-interest mrusgs”™
that generally are subjece to Scetion 507(a) of the
Tnternal Revenue Code (TRC) as if they were private
foundations, The provision imposes a termination
ar excise s when a privare foundanon’s s statas
is terminated. Bue does the transter of assets from

a private foundaon (or CRT) 1o another privare
foundation (or CRT) migger the tax?



Revenue Ruling 2008-41 notes chat, in the case

of such a mansfer pursuant o an “adjustment,
organization or reorganizanon” that *includes

a significant disposition of asscrs,” the mransferee
toundation isn't treared as a newly created orgamiza-
ton and the excise tax doesn't apply. A “significant
disposition of assets™ includes the transfer of a toral
of 25% or more of the fir marker value [FMY) of
the net assets of the onginal privare foundation 1o
one or more privare foundanons. In the scenanio
abewe, 1% of the FMY would be transferned.
Thus, no excise rax applics.

Self-dealing excise taxes

Splic-incerest trusts like CRATs and CRUTs
are also subjecr 1o 1RO Sec, 494 1ia 1), This
provision imposes an excise tax on cach act of
sell-dealing berween a disqualified person and a
private foundation,

The XYZ of CRTs

and nonmarried recipients
Y

Revenue Ruling 2008-41 also confirmed thal

a charilable remainder trust (CRT) might be
divided into separate trusts for multiple — b
nommarried — incoma recipients withouw trggearning
ativersa lay consaquances.

Tha ruling described a situalion wham tha lems of
a chamsble remainder unitrust (CRUT) eniitle X, ¥
and £ to share equally the annual payments of a
15% unitrust amount while all are living. When ona
recipient dies, the surviving recipsents are entifled
1o the deceased's share.

Upon dvision of tha CRUT, three saparaie trusts
are crealed, each holding cne-ihird of the original
trust's assets. Each reciplent s entitled 1o annual
paymeants of a 15% unifrust amount tram his ar
her separate trust, Whan X dias, sach assal of X's
separate inusl is divided on a pro rala basis and
transferrad 1o ¥'s and Z's separate fnisis,

¥ ang Z each remain entilfed 10 annual payments
of a8 15% undtrust amount from thedr separate trusis,
each of which s now funded with the egunralent of
one-half of the original trust'e assels. And no excise
taxes are ncured.

Self-dealing includes any direct or indirect transfer
of the invome or asscrs of a privare foundation oo
a disqualified person. It also includes use of such
invome or assets by — or for the benefit of — a
disqualiticd person. Disqualified persons include,
among others:

4+ Substantal contriburors 1o the foundanon,
+ Foundation managers, and

+ Members of the familv of a substanrial

contributor or foundation manager.

The IRS observed in Revenue Ruling 2008-41 that
the divorcing spouses in the above scemario might
be disqualified persons with respect to the onginal
trust, creating the potential for self~dealing, Bur it
concluded thar the spouse recipients are insulared
from self-dealing with respect to their inperests
upon the trust's division, Because of the pro ramn
distriburions, meither spouse will receive any
additonal interest in the original crusc's assets,

o sell-dealing transacnon occurs and the original
orust’s remainder interest is preserved exclusively
for charitable inrerests.

Taxable expenditures excise tax

Sec, 4945 of the [RU imposes an excise

an cach maxable expenditure made by a privare
fonndation such as 3 CHRAT of CRUT. In
Revenue Ruling 2008-41, though, the [RS
derermined thar the pro rata division of a CRT
AN EWAE OF THOFE TRt does for Consomine a
taxable expenditure under Sec, 4945

The labor of division

Revenue Ruling 2008-41 makes it clear thar
separate trusts, if the original CRT is propedy
divided, generally will qualify as CRTs, The requisite
50-50 split maght prove difficule with some assers,

though, sich as certain pieves ol real estate,

A qualified financial expert can help spouses
and their arrorneys craft a sustainable division
of readily divisible assers and derermine the
most advantageous method for handling less
divisible assers, +



The value of a workforce

Appraisal of human capital often necessary, complex

R iguratively speaking, vou can't pur a value
WS o1 your company”s cmplovees, Bur, from

| a valuarion perspective, vou can — and, in

some eases, vou miay have o, But what are the

circumstances that would prompe the appraisal of a

worktorce? And how would an appraiser go abour

estimaring the dollar value of a busines’s emplovees?

Let™s make an in-depeh look ar both questions,

Many purposes

Dtermining the value of a company™s assembled
workforce might be necessary for many purposes
Among the most common s financial reporting. A
company’s workforce isn't treated as a separate asset
for the purpose of accounting for business com-
binatiosins, bue it may be relevant for cerain other
financial reporting purposes such as determining
appropriate “capital charges™ when valuing other
intangibe asscts or supporting goodwill value,

Another cue for a human capital appraisal is
pricing and strucouring a business sale or merger.
A trained and assembled workforce mav be a
critical component of value to & prospective buyver
or merger partner — particulady in industries
where emplovess require highly specialized skills.

Income of Property [xXes may also prompr an
appraisal of this kind. For federal income tax
purposes, an assembled workforee acquired i a
taxable rranssction s an amortizable intangible
asser. And, in many states, the value of 3 company's
assembled worktoree and other intangble asscts
can e excluded from s Property tax Iacasiae,

The value of an asemblod workforee mav be
relevant in a lingation seming, too, For example, an
appraisal may be necessary o calculate damages an
cmplovee of former l:||'|p|u1_.t-;.' has cavsed by breach
i an ermnphovment Of MONCCNPCIC AaEnecment,

A variety of approaches

Like mussr assers, wherher rangible or intangille,
an asembled workforee mav be valued using one
or more of the three basic valuation approaches.

First, there™s the market approach, Here an appraiser
examines actual marker rransacrions imvolving
comparable companics, But the usefulness of this
approach in valuing an assembled worklorce may be
limited because transactions iwolving the transfer of
A company’s workborce are unusual, Thuas, dacs may
e hard 1o come by,




Another option is the income approach, ander
which the appraiser measures the present value

of future econonue benefits (such as cash flows

or earningsp. The income approach may be
particularly suiable for professional firms and
other service businesses where it's possible to
measure the income specific emplovees or groups
of emplovees generare. By the same token, this
approach may be less appropriate for manufacturers

or other capital-intensive bosinesses.

Mrobably the most common way o estimate

the value of an assembled workforce 15 the cost
approach., The appraiser calculares the recruiting,
hiring and training costs associated with the
subject company’s workforce and estimares the
investment that would be required ro duplicare ir.

I'he valuator may estimate the “reproduction
cost,” which is the cost of creating an ¢xact
1.|.lip|l.‘.'.]1L' ol the CXISTInE workforce. Adternatvely,
he or she may measure the “replacement cost,”
which is the cost of creating a workforce capable

of matching the existing workforce's ourput.

Replacement cost may hypothesize a worktorce thae
[k different from the correne one. For instance,
it may posit a smaller number of emplovees with
supenor skills. Under this method, the valuaror
makes adjustments to reflect differences in labor

costs and other Frctors.

When using the cost approach, appraiscrs
consider charactenistics of the existing workforce
that aftect value. For example, if the current
waorkforce includes many highly compensated,
leng-time emploveess, it may be appropriate

tiv reduce its value ro reflect the possibility of
re-creating the worktorce with equally skilled
but lower paid vounger employees.

More prevalent

The rough economy has brought an wprick in the
number of layoffs and fudoughs. And when such
events accur, the ssimated value of the affected
workforce can change. Thus, appraisals of this
mature are becoming more and more prevalent. +



Research shows bankruptcy
drives financial statement fraud

he rough cconomy is pushing an increasing

number of businesses into bankruptey. And,

socording o recent rescarch, financial state-
ment fraud may be more prevalen in companies
that file for bankruprey.

Specifically, financial analysts Deloitte analyaeed
Bankruptey filings in 2000 through 2005, as well
as Securitics and Exchange Commission (SEC)
enforcement releases for 2000 through 2007, I
found that bankrupt companies were three times
maore likely than nonbankrupr ones o receive
financtal stavement frand enforcement releases from
the SEC, Whar's more, companies that received
financial statement fraud enforcement releases were
more than wice as likely 1o file for bankeuprey,

Chief characteristics

Fimancial searement fraud is che imrentional mis-
representation or omission of material informarion
from an organizarion’s financial reporrs, It often
invalves the reporting of fctitions revenues or
concealment of expenses or labilities ro make an
organization appear more profitable than it truly
is. Deloirre found thar revenue recognition was
the most common frawd issue for both bankrupt
and nonbankrupr companies issued enforcement
releases by the SEC.

Im a recent survey of occupational fraud, the
Association of Certified Fraud Examiners (ACFE)
found rhar financial statement fraud was by far the
muost costly carcgory (when compared with asset
misappropriation and corruprion |, with a median
loss of 32 million,

The ACFE notes that losses from financial statement
fravd differ from cormuption or nusappropranon
schemes, The losses frequently reflece lost market
capitalization or lost sharcholder value rather than
the direer loss of hnancial asscrs,

The ACFE study also identified cermain red flags
fior financial statement fraud in organizations,
Excessive organizational pressure o perform was
a particularly strong waming sign. Perhaps this
explains why more than 70% of the financial
statement fravds in the study were perperrated

by individuals in the executive suite or accounnng
department, Control issues and a “wheeler-dealer
amitude™ are also common i the PETPCITALDES.

Effect of SOX controls

The ACFE survey also examined rhe effecr of
Sarbanes-Oxley (SOX) controls on the cases of
financial statement fraud in its study. Surprisingly,
it found rhat the presence of the controls didn®
correlate with a decrease in the median loss for
fimancial statement fraud schemes.,

In fact, tor all conrrols other than fraud-reporting
hatlines, onganizations with SOX contrals in
place experienced greater fraudulent financial
statement manipulations than organizations with-
our the conrrols,

Surprisingly, the survey found that
the presence of SOX caontrols didn't
correlate with a decrease in the
median loss for financial statement
fraud schemes.

On the lookout

Wirh bankruptey on the rise, it seems likely thar
financial statement fraud will come into play in
much of the relared litigation, Business owners
and their arrorneys should be on the lookour

for these schemes and work with their financial
advisors to detect any thar may be in progress. +



For What It’s Worth:

Valuation in the Courts

ATTORNEY-CLIENT PRIVILEGE NOT GUARANTEED

rromey-client privilege is 4 cormerstong

of our legal system. Yet business owners

andd their counsel shouldn’r ke attomey-
client privilege for granted — especially when
sharing information with third- pany experts such
as appraisers, accountants and forensic specialists.

Although effective representanion hinges on open,
confidential communication berween artomeys and
their clicnrs, amomey-client privilege isn't guaranteed,
It can be waived for many reasons, one of which was
browughr wo lighr in the recene New York Supreme
Courr case of Sigger v, Zak.

Information, please

In this minonry sharcholder suit for fraud and
breach of fiduciary duty, the plainttfs, two minoriny
sharcholders, wanred access to docoments the
corporation, Powersystems [nternarional (I'S1)

and irs majonity sharcholder and CEQ, Louis Zak,
shared with an appraiser.

The subpoenaed information included commiinica-
tions berween the appraiser and corporare attorneys
alsostir minar stock rransactions, a stock 1'-|.m;|1.1.+.::
agreement, and wherher the appraiser should
comply with the plaintiffis® document requests

The defendants claimed the informarion was
confidential artorney-client communicarions under
New York Civil Pracrice Law and Rules (CPLR)
Section 4503{a),

The plaintiffs countered that the defendants — with
the belp of the appraiser — had misrepresented

the value of their minority interests and wrongtully
concealed information indicating 2 higher value
from their investment bankers. The plainriffs further
argued thar the informarion was discoverable
pursuant o the came-fraud exceprnon w the
attormey-clicnt privilege.

The court’s call

The scope of attorney-client privilege is deaded on
a case-by-case basis. Here, the New York Supreme
Court ruled in tvor of the plantfts, confimung
that attorney-client privilege doesn’t generally
extend o communications between a valuation
cxpert and artomey.,

Furthermore, many communications on the defen-
danty’ prvilege log were discoverable because they
had been principally made on behalf of Mr. Zak, in

his mdividual capacity, not as an agent of P'SL

Subject to discovery

O the one hand, expert witnesses want to know all
details relevant to their opimions, and they expect w
maintain thorough workpaper files to suppor their
opinions. On the other, evervthing in an expert’s
paper and electronic files — including financial
documents, dratt reports, e-mails, minutes from
sertlement mectings, and reviewed workpapers —

may be subject o discovery,

Thus, betore sharng information with a financal
protessional or commitnng a conversanon oo wnting,
business owners and their attomevs need o consider
how opposing counsel might use it in the case ar
hand — or in any Aicure cases. Executives and
atvorneys should also encourage their expens m
maintain clean, concise workpaper files. 4
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