IRREVOCABLE TRUSTS

Memorandum to the Settlor and the Trustee

by Layne T. Rushforth

1. GENERALLY

This memorandum is for the Settlor and the Trustee of an irrevocable trust. There is a section
for each of you, but we recommend that the Settlor and the Trustee read both sections.

2. SETTLOR

Here are a few guidelines for the Settlor to keep in mind after signing an irrevocable trust:

2.1 Initial Contribution: After signing the trust, make the initial contribution of assets o
the trustee. You must give up all of your rights to the trust assets. You may not retain direct or
indirect control over trust assets. You should not give the trustee written instructions, especially
regarding asset management or distributions to beneficiaries; however, written clarifications regarding
your intent are acceptable.

2.2 Gifts by Others: Under most circumstances, anyone except a trustee, a beneficiary, or
a potential beneficiary can contribute assets to the trust, but sometimes it is unwise to do so. If
someone other than you, the Settlor, wants to contribute assets to the trust, let us know.

2.3 Trust Obligations: You should NEVER pay trust obligations (debts, insurance, taxes,
etc.) for the trustee or allow such payments to be deducted from your personal account or from a
business account. If the trust needs money to pay its obligations, you should make a gift to or
documented loan to the trustee.

2.4  Periodic Contributions: You may periodically make contributions of cash or other
assets to the trust, as you deem appropriate, but never tell the trustee what to do with those
contributions. That is governed by the trust instrument.

(a) If you want to make a contribution to cover an obligation of the trust, make
the contribution to the trustee, but do not make any notation on the check or give any written
instruction that could be construed as a direction to the trustee. Remember, you cannot retain
control over the trust assets. Even the appearance of control by you can create problems.

(b) For the same reasons, avoid making contributions on when obligations are due
and in the exact amount of the obligations. If your intent is to see that payments on a loan
secured by trust assets are made, it is better to make contributions in excess of the debt service
or insurance premiums so that the trustee can keep an interest-bearing bank account open and
even invest in other assets, as the trustee deems appropriate.

(c) Contributions are taxable gifts. So that contributions of $11,000 or less per
primary beneficiary will not be taxed, the trust provides that contributions may be withdrawn
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by the primary beneficiary. Because of a court case involving a family with a surname of
“Crummey”, this right of withdrawal is sometimes referred to as a “Crummey power”.

(1) In order to qualify for the annual gift tax exclusion, trust contributions
must be subject to withdrawal by one or more beneficiaries. If the trust document
does not make the contributions subject to a withdrawal right, you must give the
trustee notice that you want a withdrawal right to apply.

(2) You may designate different beneficiaries who have the right to make
the withdrawals for each contribution. A withdrawal right should not be given to a
person who is not a bona fide beneficiary; the IRS may disallow the annual gift tax
exclusion.

(3) There can be adverse tax consequences for your beneficiaries if "with-
drawable" contributions exceed $5,000 per beneficiary, so we recommend that you
contact us before making such contributions.

4) Even if the beneficiaries have a withdrawal right, your contributions
may exceed your available annual gift tax exemption requiring you to pay gift tax or
use up your Unified Credit for gift and estate taxes. If the gifts to the trust exceed the
beneficiaries' cumulative withdrawal rights, a federal gift tax return (IRS Form 709)
must be filed at the same time you file your individual income tax return (IRS Form
1040) for the year in which the gift was made.

) We recommend that you consult us or your CPA before giving
grandchildren or lower generations (“skip persons”) a right to withdraw trust
contributions. Whenever skip persons are beneficiaries or even potential beneficiaries,
the federal generation-skipping transfer tax (“GST tax”) is a concern. Each person has
a “GST exemption” that exempts $1,120,000", but that exemption needs to be
allocated wisely.

(A) Under the Internal Revenue Code, some allocations of the GST
exemption are automatic and others must be made affirmatively on a federal
gift tax return (IRS Form 709). Certain contributions for your grandchildren
or lower generations may automatically use up your GST exemption for
purposes of the federal generation skipping tax, but if your GST exemption is
better used elsewhere, you may want to elect out of the automatic allocation.

(B) On the other hand, you may wish to allow the automatic
allocation for skip persons and to affirmatively elect to allocate GST
Exemption to contributions being made to children if the trust permits GST-
exempt shares to pass tax free to the next generation.

"The GST tax is imposed at the highest rate imposed for federal estate tax purposes, which is shown in note 2. The GST
exemption was $1,100,000 in 2002 and is $1,120,000 in 1993. Starting in 2004, the GST exemption will be the same as the
applicable exclusion for the estate tax, which is shown in note 3.
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(C) Itis better to use up the GST exemption (especially with respect
to the gifts of “discounted” assets) than to expose the trust (including any
appreciation or growth) to the generation-skipping tax (which is currently a
499% flat rate).” If you determine that GST Exemption should be allocated to
any or all trust contributions for a calendar year, that GST Exemption
allocation should be shown on a gift tax return (IRS Form 709), which is due
April 15 of the following year.

(D) Even if the withdrawal right makes all trust contributions
excluded for gift tax purposes, a federal gift tax return (IRS Form 709) may be
required to allocate the GST exemption (or to cancel the automatic GST
exemption allocation) to trust contributions so that the trust is either exempt
or nonexempt in the proportions you decide for purposes of the federal
generation skipping transfer tax ("GST tax"). If this is not done right, the
problem will probably not be discovered until it's too late to correct.

(6) In addition, you may specify that any contribution is not subject to this
withdrawal right; however, if you do, a gift tax return (IRS Form 709) will be required
for that contribution, and you will have to "spend" part of your lifetime gift and estate
tax "applicable exclusion" of $1,000,000° (or actually pay a gift tax you've already used
up your "applicable exclusion".)

2.5 Generation Skipping: Some trusts, known as “generation-skipping trusts”, are designed
so that two or more generations benefit from the trust without triggering the estate tax or the GST tax.
A trust that is designed to last as long as the law will allow is referred to as a “dynasty trust”.* If an
irrevocable trust is designed as a generation-skipping trust, it is imperative that the donor’s GST
exemption be allocated for each contribution to the trust. This is done by filing a federal gift tax
return (IRS Form 709). We recommend against relying on the automatic allocation rules that apply
to the GST exemption. Failure to properly allocate the GST exemption will, at best, cause the trust
to fail as a generation-skipping trust, or, at worst, will trigger the GST tax when the trust passes to
grandchildren or other “skip persons” (i.e., beneficiaries who are in the grandchildren’s generation or
lower).

2.6 Special Rules If Spouse is Beneficiary: If you have created a trust which provides
benefits to your spouse after your death, all contributions to the trust must be made from your

*The maximum rate imposed for federal estate tax purposes was, is, and will be: 50% in 2002; 49% in 2003; 48% in 2004;
47% in 2005; 46% in 2006; 45% in 2007, 2008, and 2009; 0% in 2010; and 55% in 2011 and beyond.

’Internal Revenue Code § 2010(c) provides for an “applicable exclusion”, which is the cumulative amount that can pass free
of gift and/or estate tax. This is sometimes called “the exemption equivalent of the Unified Credit”. For ESTATE TAX
purposes, the applicable exclusion has been, is, and will be: $625,000 in 1998; $650,000 in 1999; $675,000 in 2000;
$1,000,000 in 2002 and 2003; $1,500,000 in 2004 and 2005; $2,000,000 in 2006, 2007, and 2008, $3,500,000 in 2009;
unlimited in 2010; and $1,000,000 in 2011 and beyond. The applicable exclusion for GIFT TAX purposes is the same as that
for estate tax purposes until 2004, when the applicable exclusion for GIFT TAX purposes remains frozen at $1,000,000.

4 « . o . . .
Nevada has a “Rule against Perpectuities” that requires a trust to terminate 21 years after the death of the last potential
beneficiary who was living when the trust was established (or 90 years, if longer).
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separate property.
(a) If contributions of community property funds are made to an irrevocable trust

and the Settlor's spouse is a beneficiary, the assets (or at least some of the assets) will be
included in the spouse's estate for federal estate tax purposes.

(b) If you do not have separate property funds to contribute to the trust, then
community funds must be converted into separate funds. For example, if you have decided
to contribute $3,000 to the irrevocable trust, you must take $6,000 of community funds and
give $3,000 to your spouse, to be placed in a separate property account, and the remaining
$3,000 can be contributed to your irrevocable trust.

(c) We strongly recommend against having a spouse as the beneficiary of an
irrevocable trust unless the trust can be funded with your existing separate property. Because
the division of community property is binding only between spouses,’ the IRS may take the
position that the gift to the trust is still community property and that the beneficiary-spouse
has made a gift with a retained interest, thus requiring the inclusion of the trust assets in the
spouse's estate for federal estate tax purposes.®

2.7  Insurance Policies: A life insurance trust is an irrevocable trust that is designed to own
life insurance on the life of the Settlor. Life insurance is commonly held in irrevocable trusts, but
owning life insurance and income-producing assets in the same trust can present extra complexities,
especially with respect to income taxation. It usually simpler to have a separate trust for life insurance,
and it is important to weigh the tax consequences before mixing insurance with other assets.

() It is intended that life insurance proceeds payable to an irrevocable trust will
be free from federal income taxation and federal estate taxation upon the Settlor's death, and
it is possible that an insurance trust could pass several generations free from the federal
generation-skipping transfer tax as well.

(b) Whether or not the intended benefits are obtained depends primarily on
following very strict guidelines with respect to the transfer of insurance to the trust, the
making of gifts to the trust, the payment of insurance premiums by the trustees, and the
trustee's compliance with all trust provisions.

(c) If the Settlor dies within three years of owning any incident of ownership in
a life insurance policy, the entire proceeds are taxable for federal estate tax purposes.

(d) If you transfer an existing policy, you must not retain any incident of
ownership in the policy, including any right to change the beneficiary, borrow against cash
value, or otherwise participate in any decision affecting the policy or its benefits.

SNRS 123.220(1). This statute, which was apparently adopted to protect creditors, should not be applicable in this situation,
and to the best of the author’s knowledge, the IRS has never raised this argument. Even so, it may be best to avoid the issue
entirely.

°IRC § 2036(a).
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(e) A policy should never be sold to the trust by anyone except an insurance
company, the insured, or a grantor trust of the insured (under proper circumstances). You,
as the insured, can purchase an existing policy from another owner and contribute it as a gift,
but the proceeds from any insurance policy transferred from you within three years of death
will be taxed in your estate under federal estate tax laws. It is better if the initial contribution
is made in cash, giving the trustee the discretion to find the best insurance policy and/or other
investments for the trust and avoiding the 3-year-of-death rule for existing life insurance
policies.

(f) You should NEVER make the premium payments for the trustee, allow
premiums to be deducted from your personal account, or pay premiums from a business
account.

2.8 Grantor Trust: Many irrevocable trusts are designed as "grantor trusts" for income tax
purposes. This means that any income received by the Trustee during the Settlor's lifetime will need
to be reported on the Settlor's individual income tax return (IRS Form 1040), regardless of whether
the Trustee retains the income in the Trust or distributes it to one or more beneficiaries. Because of
this, we recommend that the Settlor consult us or the Settlor’s CPA before transferring any significant
funds or other assets to the Trust.

() A grantor trust can purchase life insurance from the grantor or another grantor
trust without triggering income tax under the “transfer-for-value” rules that are part of the
federal income tax laws.

(b) If done correctly, a grantor trust can purchase appreciating assets from the
grantor without triggering capital gain.

(c) A beneficiary’s right of withdrawal (“Crummey power”) can adversely affect
the grantor trust status of the trust, so it is important to review the importance of the grantor

trust status before making a contribution that is subject to a withdrawal right.

(d) If the grantor trust status of the trust becomes undesirable, in most irrevocable
trusts, it can be changed.

3. TRUSTEE
The trustee of an irrevocable trust should follow these instructions:

3.1  ActingasTrustee: All transactions you make in behalf of the trust should clearly reflect
that you are acting as trustee.

3.2 Bank Accounts: All cash contributions should be deposited into a separate account
established solely for the trust. The bank (or other financial institution) should be given the trust's tax
identification number when the account is opened.

3.3 Personal Account: Never deposit trust contributions into a personal account or make
payments in behalf of the trust from a personal account.
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3.4 "Withdrawable" Contributions: The primary beneficiaries of the trust will usually be

given at least 30 days to withdraw their pro rata shares of contributions to the trust (up to $11,000
each). This withdrawal right is outlined in the trust document, and you should follow the instructions
carefully. If contributions are subject to a withdrawal right, you must maintain liquid funds to be able
to satisfy those rights until the withdrawal right lapses. The IRS' position is that unless a beneficiary
has actual knowledge of the right of withdrawal, the gift cannot qualify for the gift-tax annual
exclusion, resulting in the use of Unified Credit (or the payment of gift taxes if the Unified Credit has
already been used). It is imperative that you comply with the requirements of the Trust regarding the
sending of notice. Because the IRS does not recognize notice waivers, the notice of a beneficiary's
right of withdrawal should be sent even if a beneficiary signs a waiver indicating that he or she
waives the right to receive future notices!

3.5 Records: Keep meticulous records relating to the trust's assets, income, and
expenditures. You must file a fiduciary income tax return (IRS Form 1041) unless the income from
the trust assets is below the minimum amount indicated on the return.

3.6  Independence: You must act independently. If the IRS perceives that you are merely
an agent for the Settlor, the trust assets may be included in the Settlor's estate for federal estate tax
purposes.

3.7 Sales; Loans: If cash is needed by the Settlor, the Settlor's estate, or the trustee of any
other trust created by the Settlor, you may purchase assets belonging to any such entity. You may also
make loans. The terms of any sale or loan should be those that are commercially acceptable at that
time between unrelated persons.

3.8 Coordination with Other Trusts: Although the irrevocable trust is excluded from the
Settlor’s estate, its assets can be available to help pay taxes and other expenses, if proper arrangements
are made. In order to avoid estate taxation, the irrevocable trust cannot be required to pay any taxes
or other expenses allocable to the Settlor's probate estate or to the Settlor's revocable trust. As
mentioned above, the trust instrument specifically allows its trustee to engage in fair-market
transactions with those other entities, allowing the insurance trust to purchase illiquid assets and giving
the probate estate and/or revocable trust the liquid funds it needs.

(a) During the Settlor's lifetime, the Settlor makes gifts to the Trustee, and the
Trustee makes trust investments, which may include the payment of premiums on life
insurance policies on the Settlor's life.

(b) Upon the Settlor's death, the Trustee collects all trust assets, including any
insurance policy proceeds. If there is insurance, the cash from the insurance can be used to
purchase illiquid assets from the entities that are taxable (the probate estate and revocable
trust). The irrevocable trust will usually wind up owning illiquid assets, but because there are
no taxes to pay, there is no rush to liquidate assets at "fire sale" prices.
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Irrevocable <---- Gifts from Settlor(s) Taxable Estate

(Probate Estate / Revocable
Trust)

‘ --- Settlor's Death --- ‘

< Arm’s-Length Sales or
Loans >

No estate taxes due. Estate taxes due.

Trust

3.9 Taxes; Liabilities: This trust is written so that its assets will NOT be considered part
of the Settlor's estate for federal estate tax purposes. You should never pay any tax or other liability
owed by the Settlor, the Settlor's estate, or the trustee of any other trust created by the Settlor. As
mentioned, you can grant loans and make purchases as permitted in the trust document.

[END: Version of January 24, 2003]
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