High Returns and
Tax-Free Compounding:
Keys to Building Wealth

Although the vehicles for growing significant estates are varied and frequently evolving,
some enduring principles are widely applicable for advising clients.
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any individuals (and trusts

for their benefit) wish to

build wealth to a significant

level. In order to accomplish
that, individuals usually need to
invest for high returns and mini-
mize income tax erosion of those
returns.! This article briefly dis-
cusses approaches, including a new
methodology, to increase invest-
ment returns. It then explores how
taxation erodes higher returns more
than lower returns. Moreover, it
presents ways by which the income
taxation of returns may be elimi-
nated or reduced. As the article
details, for some individuals, tax-
free compounding may be a criti-
cal factor in building wealth.

Searching for high returns

Seeking to reduce or avoid income
tax is sensible only if there is pos-
itive taxable income or gain. As is
discussed below, in order to build
significant wealth through invest-
ments and try to avoid or reduce
income taxation on the investment

income or gain, the returns need to
be more than de minimis. Tax
reduction or even tax avoidance
alone will not convert paltry returns
into significantly greater wealth.
Indeed, as explained below, the
higher the return, the more impor-
tant the reduction or avoidance of
income tax becomes. Ideally, an
investor probably should seek high
returns with low or no income tax.
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But the first goal is to obtain high
returns and then compare these
anticipated returns to likely after-
tax results, taking into account risk
and consistency.

The average individual investor
reportedly earns only about 2.5%
a year even over long terms,? despite
reasonable and somewhat conser-
vative investments in equities typ-
ically producing much higher
returns than that.s So, in order to
build wealth through investments,
taxpayers thoughtfully
approach how they invest.

With so many categories of
investments and so many ways to
categorize them, generalizations
are difficult to make. Even though
historically equities have produced
greater returns than have fixed-
income investments,4 and hedge
fundss have been reported to out-
perform equities,s such broad gen-
eralizations may not be an appro-
priate investment strategy to secure
high returns. Even if an investor
decides to invest exclusively in
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hedge funds or equities to seek high
returns, decisions must be made as
to which equities and which hedge
funds to acquire and hold. In any
case, hedge funds—including quan-
titative investments’—tend to pro-
duce, in an income tax sense, ordi-
nary income and short-term gains,
all of which are subject, as a gen-
eral rule, to the highest levels of
income tax.

Different managers or advisors
use different approaches to acquire
and enhance yield. Some have been
extremely successful. For example,
mathematician and hedge fund
manager Edward O. Thorpe, who
developed a winning card counting
strategy for playing blackjack (a/k/a
21), enhanced returns in public
markets using mathematics to
“exploit” certain market anomalies
or inefficiencies, allegedly allow-
ing him to cause “his personal
investments [to] yield ... an annu-
alized 20 percent rate of return
averaged over 28.5 years.”8 It is
understood that the market anom-
alies that Professor Thorpe exploit-
ed are no longer present.? Howev-
er, new forms of mathematical
models using artificial intelligence
are now being developed to
enhance returns as the markets
become more and more efficient
(that is, eliminate anomalies or inef-
ficiencies).

There have been three basic gen-
erations of investment method-
ologies:

1. Value investing, where invest-
ments are made in companies
that are priced below their
value. Value investing has been
defined as “[t]he strategy of
selecting stocks that trade for
less than their intrinsic values.
Value investors actively seek
stocks of companies that they
believe the market has under-
valued. They believe the mar-
ket overreacts to good and bad

news, resulting in stock price
movements that do not corre-
spond with the company’s long-
term fundamentals. The result
is an opportunity for value
investors to profit by buying
when the price is deflated.”10

2. Technical analysis, where
investments are purchased and
sold based on patterns in price
and volume. More specifically,
“technical analysis is a securi-
ty analysis methodology for
forecasting the direction of
prices through the study of
past market data, primarily
price and volume. Behavioral
economics and quantitative
analysis use many of the same
tools of technical analysis,
which, being an aspect of
active management, stands in
contradiction to much of mod-
ern portfolio theory.”n

3. Algorithmic trading, where
investments are made using the
power and speed of computers
to exploit price differences.

Over time, and with each suc-
ceeding generation, the opportuni-
ty to profit in public investment mar-
kets has eroded. Today, the most
seasoned and experienced investors
are having difficulty identifying
investment opportunities. Even War-
ren Buffett has been quoted as say-
ing “We’re having a hard time find-
ing things to buy.”12 Throw in
market crashes, black swans®® and
high volatility, and the result is the
perfect investing storm. The oppor-
tunities have eroded because mar-
kets have become more efficient so
finding inefficiencies is much more
challenging. And that makes the
markets appear more random and,
therefore, unpredictable.

However, patterns sometimes
can be found in what appears to be
randomness. For example, storms
have patterns, such as in a line of
thunderstorms and in the round cir-

culating structure of a hurricane.
Comparable patterns exist in the
markets even when they are com-
plicated by simultaneous value,
technical, and algorithmic trading.
Find the pattern in the investment
storm, and new and unexpected
opportunities arise in the public
trading market. Yet, finding these
patterns in this market is far beyond
the reach of the algorithmic and
quantitative trading. And it seems
far beyond the reach of human cog-
nitive abilities.

Consider, however, the most
advanced artificial intelligence ever
constructed, running on a super-
computer as large and as fast as
IBM Watson, the computer that
beat all humans at Jeopardy. Con-
sider an artificial intelligence apply-
ing its formidable deep learning,
power, and speed to deconstruct-
ing market patterns. Now consid-
er the intelligence’s ability to sur-
pass the highest performing funds,
even greater than Thorpe’s when
markets contained many ineffi-
ciencies. Consider that intelligence’s
ability to forecast market direction
better than any human even when
aided with the most powerful com-
puter assistance available.

This is now occurring and it rep-
resents the fourth generation of
investing: artificial intelligence
investing.1s After all, it has been
forecasted for more than 15 years
that a time would come when com-
puter intelligence would exceed
human intelligence.1s That time
seems to have now arrived.

First there was the Industrial
Revolution. Then the Information
Revolution upon which quantita-
tive investing (using complex algo-
rithms) has been based. And today
we stand on the threshold of the
Artificial Intelligence Revolution.

So, if returns even beyond the
consistent 20% average annual
returns Professor Thorpe experi-
enced can be achieved using new
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technology, will those returns be
significantly eroded by income tax?
The answer is likely yes because the
gains likely will be short term as
they typically are using quantita-
tive trading. However, before dis-
cussing how to reduce or eliminate
the tax on high returns, it is appro-
priate to explore how important
the compounding of the high
returns may be in building wealth.

Importance of Gompounding
Albert Einstein, who was labeled by
Time magazine as the most impor-
tant person of the 20th Century,?
changed the vision of the universe.
His theories have largely been veri-
fied empirically, which some of us
can readily grasp, but very few of us
can comprehend the mathematics he
used to prove his propositions.18
However, he allegedly made two
statements that virtually everyone
can understand:

1. Compounding is the most
powerful force in the universe
(or compound interest is
humanity’s greatest inven-
tion).19

2. The hardest thing in the
world to understand is the
income tax.20

The corollary we derive from
those two Einstein “theorems” is
that the most important thing in
financial planning is tax-free com-
pounding. And the mathematics, as
explained below, support the accu-
racy of the corollary. But first we
turn to Professor Einstein’s first the-
orem: the importance of com-
pounding. Consider some examples.

Example 1.1f one invests $100 and
itearns 5% a year ($5 annually), the
investment will grow, without com-
pounding, to $150 in ten years and
to $300 in 40 years. With annual
compounding, it will grow to $162
in ten years and to $704 in 40 years.
The increase in wealth with yearly

compounding at a §% annual return
for ten years is only 8 % greater than
without compounding, which might
indicate that compounding is not
that important. However, over 40
years, compounding annually on a
5% annual return produces a return
of about 230% (or 2.3 times) more
than without compounding. It is
obvious that the difference in
the level of wealth with a positive
return that compounds compared
to one that does not compound is
profound.

The effect of compounding is
more pronounced if the annual
return increases.

Example 2. The facts are the same
as in Example 1, except the annu-
al investment return is 10%. In that
event, the $100 will grow, without
compounding, to $200 in ten years
and to $500 in 40 years. With annu-
al compounding with a 10% year-
ly return, the $100 grows to $259
in ten years which is a 29.5%
increase. And after 40 years, com-
pounding once a year with a 10%
annual return produces a balance
of $4,500. That is nine times more
than without compounding.

The lessons we derive are (1) the
longer the term, the greater the
effect of compounding, and (2) the
higher the annual return, the
greater the relative increase in
wealth from compounding. This
concept is illustrated in Exhibit 1.

Impact of income
taxation on returns

The impact of income taxation on
returns also can have a profound
effect on the accumulation of
wealth. For example, looking at
various yearly compounded returns
over a 17-year term, the effect of
the current income taxation can be
readily discerned:

1. At a 6% annually compound-
ed return, each dollar grows to

$2.69 without taxation but
only to $2.22 with a 20%
annual income tax or, in other
words, a 17% reduction in
wealth at the end of the term.

2. At a 10% annually compound-
ed return, each dollar grows to
$5.05 without taxation but
only to $3.70 with a 20%
annual income tax or, in other
words, a 27% reduction in
wealth at the end of the term.

3. At a 20% annually compound-
ed return, each dollar grows to
$22.19 without taxation or
$12.47 with a 20% annual
income tax or, in other words,
a 44% reduction in wealth at
the end of the term.

4. At a 30% annually compound-
ed return, each dollar grows to
$86.50 without taxation or
$38.74 with a 20% annual
income tax or, in other words,
a 55% reduction in wealth at
the end of the term.

5. At a 40% annually compound-
ed return, each dollar grows to
$304 without taxation or
$112.14 with a 20% annual
income tax or, in other words,
a 63% reduction in wealth at
the end of the term.

Now consider the effect of a
higher annual income tax. For
example, again over a 17-year term:

1. At a 6% annually compound-
ed return, each dollar grows to
$2.69 without taxation but
only to $1.82 with a 40%
annual income tax or, in other
words, a 32% reduction in
wealth at the end of the term.

2. At a 10% annually compound-
ed return, each dollar grows to
$5.05 without taxation but
only to $2.69 with a 40%
annual income tax or, in other
words, a 47% reduction in
wealth at the end of the term.

3. At a 20% annually compound-
ed return, each dollar grows
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EXHIBIT 1

Simple vs. Compounding Return

$4,900
$4,600
$4,300
$4,000
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$3,400
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$2,800
$2,500
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Amount

$1,900
$1,600
$1,300
$1,000

$700

$400

$100

/ 10% Simple Growth

10% Cempounding Growth

5% Compounding Growth

5% SiMple Growth e==5% Compounding Growth

$22.19 without taxation or

$6.87 with a 40% annual

income tax or, in other words,

a 68% reduction in wealth at

the end of the term.

4. At a 30% annually compound-
ed return, each dollar grows
$86.50 without taxation or
$16.67 with a 40% annual
income tax or, in other words,
an 80% reduction in wealth at
the end of the term.

5. At a 40% annually compound-
ed return, each dollar grows
$304 without taxation or
$38.74 with a 40% annual
income tax or, in other words,
an 87% reduction in wealth at
the end of the term.

The lessons to be derived from
this are, as illustrated in Exhibit 2:
e The higher the effective rate of

annual taxation, the greater

the erosion of wealth.

14 16 18 20 22 24 26 28 30

Years

e The higher the return, the
more the return is eroded by
current income.

Trusts may face even higher
taxes than individuals because,
among other things, they face the
highest rate of federal income tax
and become subject to the net
investment income tax at much
lower thresholds of income than do
individuals.2t

Reduce or avoid tax erosion

The foregoing suggests that a com-
pelling case can be made that avoid-
ing income taxation of returns,
especially high returns, is an impor-
tant goal in wealth accumulation.
Obviously, the two issues are how
to achieve high returns, which was
briefly discussed above, and how
to avoid the tax on the profits. Now
consider the avoidance or reduc-
tion of tax.

10% Simple Growth e===10% Compounding Growth

Many factors determine whether
to seek a return that is not taxed as
opposed to seeking a return that
is taxed at a lower overall rate than
another return would. The top
income tax rates vary by type of
income:

1. Taxable interest, short-term
capital gain, and other forms
of “ordinary” income. This
category includes such items
as income from business oper-
ations and, as a general rule,
compensation, including
deferred compensation paid
from an individual retirement
account (IRA) or qualified
retirement plan. The income
may be taxed at a top federal
rate of 39.6% under Section 1
and may be further taxed (but
not with respect to distribu-
tions from an IRA or qualified
retirement plan, or from cer-
tain business profit where the

ESTATE PLANNING

MAY 2016 VOL 43 / NO 5



EXHIBIT 2

The Effects of Taxation on Compounded Returns After 17 Years

$304.91

87% reduction

81% reduction
due to taxes

due to taxes

68% reduction

32% reduction

47% reduction
due to taxes

due to taxes

due to taxes

$2.69 $1.82
—

$5.05 $2.69

$22.19

6% Annual Return

taxpayer is actively involved)
with the additional 3.8% net
investment income tax under
Section 1411, bringing the
total to 43.4%.

2. Long-term capital gain and
qualified dividends. This
income may be taxed at a top
rate of 20% and may be sub-
ject to the additional 3.8% net
investment income tax, bring-
ing the total to 23.8%.

Lower taxed returns. One aspect,
therefore, of an investment strate-
gy to reduce the erosion of returns
by income tax is to choose invest-
ments where the effective tax rate
on earnings (or growth) is lower
than on other investments. For
example, interest paid on a cor-
porate bond may be subject to a
federal tax of 43.4% while a qual-
ified dividend paid by the same
company will be subject to a fed-

10% Annual Return

20% Annual Return

W Un-Taxed W Taxed

eral tax of no more than 23.8%.
Hence, if the interest and divi-
dend rates are the same, an investor,
who is subject to income tax,?22
almost certainly will net more (and
thereby have an opportunity to
experience greater wealth accu-
mulation) by receiving dividends
rather than interest.

The comparison is more compli-
cated for several reasons including
that, as a general rule, the interest
must be paid (almost always annu-
ally) and the debt obligation paid as
provided in the debt instrument. In
contrast, dividends usually are
payable only if the company has
earnings and the company volun-
tarily determines to pay a dividend.

Buy and hold. Holding onto invest-
ments too long is listed by Raymond
Jones as accounting for 11% of
the most detrimental investor mis-
takes.23 Nonetheless, whether it is

$86.50

30% Annual Return

40% Annual Return

best to “buy and hold” and, if so,
for how long, has been “hotly”
debated.2* One related story, which
might be apocryphal, is about John
Pierpont Morgan. It is claimed that,
at breakfast each morning, Morgan
would have his butler bring him the
list of securities he owned. If there
were any he would not buy that day,
he would sell it (or them). Another
way to look at it is to ask yourself
whether you would buy a particu-
lar security you currently own if you
then held cash equal to its value
instead of the stock. If the answer
is that you would not then use the
cash to buy it, it should be sold. So
why would an investor buy and hold
instead of discarding what is per-
ceived to be a less attractive invest-
ment than another that is available?

Consider the market prices of
Microsoft stock (MSFT) one of the
most storied publicly traded shares.
Coming out in 1986 at seven cents
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a share,2s it soared over 500 fold
by early 2000. Then it dropped and
stayed essentially flat for nearly 15
years.26 It probably would have
been unwise to stay with those
shares after 2000 if one had antic-
ipated such a change in the market
value of the stock. The bottom line,
so to speak, is that no stock follows
the same pattern. Who would have
believed ten years ago that Gener-
al Motors would go into bank-
ruptcy? Arguably, a true buy-and-
hold-forever strategy is not an
investment strategy; it is merely a
default mode.

One response might be that it
is impossible to know if the “new”
investment will be better than the
current one. If that is the reason,
then how did the original invest-
ment come about? Just a random
selection? Random selection hard-
ly seems an informed investment
decision. Another response is that
the cost of getting rid of the cur-
rent investment and acquiring a
new one is just too great. But with
the plethora of discount brokers
available, the transaction costs
probably should not be viewed as
a significant deterrent to dropping
what is perceived to be a less attrac-
tive publicly traded stock (or sim-
ilarly publicly available) investment
in favor of a better one. Perhaps,
the most common reason is that tax
will have to be paid on the dispo-
sition of the current investment that
has appreciated in value. As demon-
strated above, tax reduces wealth.
If the inherent tax is a meaningful
component of the value of the cur-
rent investment, then the substi-
tuted investment has to produce
much more to “catch up” to and
then exceed the value of the cur-
rent investment.

Hence, a rational conclusion is
that investors should not buy and
hold investments when more attrac-
tive ones are available if the tax
may be avoided in making the con-

version to the other investments.
Buying and holding may avoid tax
and, as has been just stated, tax
may retard returns compared to
what the return would be if dif-
ferent investments could be made
(without any or without significant
taxation).

One advantage of a “perma-
nent” buy and hold strategy is that,
to the extent the investment is held
until death, the inherent gain usu-
ally is forgiven for income tax pur-
poses as the basis of the assets is
“stepped” up to date-of-death fair
market value.2” Even a long-term
but not permanent buy-and-hold
strategy (i.e., postponing the recog-
nition of gain for several years) usu-
ally will reduce the effective annu-
alized rate of taxation but not
eliminate it.

Example. A security purchased for
$100 that appreciates at 10% a year
for ten years will grow to be then
worth $259; if sold at that time with
the $159 profit subject to a 23.8%
capital gains tax, $221 will remain
after tax. However, if the stock is
sold each year to capture the 10%
annual growth and exposed to a
23.8% income tax and reinvested,
the value will grow to only $208 in
ten years or about 6% less than if
the gains tax was postponed for
ten years. The longer the recognition
of gain is postponed, the greater the
wealth that may be accumulated, all
other things being equal. But, of
course, things are almost certainly
not going to be equal.

One additional factor of a buy-
and-hold strategy may preclude com-
plete tax postponement: current
income from the asset (e.g., dividends
paid on stock) generally is subject
to income taxation as received. Some
assets, such as raw land that is not
rented, may produce no current
income but many investment do pro-
duce current income even if pur-
chased primarily for appreciation

that will not be taxed until the dis-
position of the investment (and not

at all if held until death).

Municipal bonds. Some investors
believe that municipal bonds are tax
free. They really are not. They are,
in effect, pre-taxed by the govern-
ment that issues them in a manner
similar to an employee’s compen-
sation that is subjected to with-
holding tax. The return, for some
investors, on such bonds is greater
than what a comparable taxable
bond would be after the income tax
on the bond’s interest is paid, as such
interest likely will be subject to the
highest income tax rates under fed-
eral law (up to 43.8%).

Annuities. Certain annuities pro-
vide income tax deferral until the
earnings realized in the annuity are
recognized for income tax purpos-
es which almost always will be no
later than when distributions are
taken from the annuity contract.2s
All distributions of earnings or
profits are treated as ordinary
income (subject to the highest rate
of income tax) even if the profits
are attributable to realization of
capital gain or even tax-exempt
receipts. However, tax deferral can
be significant, especially over a long
time. And investments generally
may be changed (subject to choic-
es offered by the “manager” of the
annuity), without income tax,
inside the annuity arrangement.
The owner of the annuity, howev-
er, cannot make the direct invest-
ment decisions (e.g., to sell Stock
X and buy Stock Y), according to
the IRS, or the tax deferral will be
lost.22 Unlike most other invest-
ments, the inherent profit or gain
in an annuity contract is not “for-
given” at the death of the owner.3

Trusts generally cannot hold
an income-tax-deferred annuity, as
such a holding is restricted to
human beings.31
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IRAs and qualified retirement plans.
Individual retirement accounts32
(IRAs) and qualified retirement
plans® provide income tax defer-
ral (except for unrelated business
taxable income, which is currently
taxeds4) of the income earned in such
vehicles. However, as with annu-
ities, all distributions, as a general
rule, are taxed at the highest rate of
income tax.% In addition, as a prac-
tical matter, deferral is limited as
distributions usually must com-
mence around age 71 years or severe
penalties are imposed.3s And, as with
an annuity, the income tax liability
inherent in the profit embedded in
the IRA of a qualified retirement
plan is not eliminated at death.

IRAs and qualified retirement
plans, however, may offer a fur-
ther benefit: the contributions to the
arrangement often are, in effect,
income tax deductible, up to the lim-
its provide by the Internal Revenue
Code.3 This provides a larger base
on which earnings may occur.

A taxpayer, as a general rule,
may “convert” an IRA (common-
ly called a “traditional” IRA) or
interest in a qualified retirement
plan into a Roth IRA.38 Just as with
a traditional IRA, income usually
grows income tax free inside a Roth
IRA. But unlike a traditional one,
distributions from a Roth IRA usu-
ally are not included in gross
income, and distributions need not
be taken by the Roth IRA owner
(or his or her spouse if the spouse
succeeds to the ownership of the
account) upon attaining around age
71 in order to avoid penalties.
However, as a general matter, the
conversion causes
amount in the traditional IRA or
plan to be included in gross income.
The resulting income tax may be
paid from cash other than that
inside the plan or IRA. All other
things being equal, that produces
an opportunity for greater wealth
accumulation than investing the

the entire

cash held outside the plan or IRA
and not doing the conversion.

It is nearly axiomatic that the
most efficient estate tax planning
occurs by lifetime transfers. Thus,
one potentially adverse effect of an
IRA (including a Roth IRA) or qual-
ified retirement plan is the inabil-
ity to engage in this sort of plan-
ning that would reduce the estate
tax due when the owner of the IRA
or plan participant with respect
to the plan dies. In the opinion of
at least one commentator, any
transfer during lifetime of an IRA
or plan, even to an entity that is
disregarded for income tax pur-
poses, causes the vehicle to lose it
tax-exempt status.39

Estate tax (or other wealth trans-
fer tax, such as gift tax) can be a
significant “eroder” of wealth.
That, coupled with the continua-
tion of inherent income tax liabil-
ity in an IRA or plan, means that
a significant portion of the vehi-
cle will be eroded. The combined
federal and state death and income
taxes, in some cases, could exceed
90% of the amount in the IRA or
qualified plan.

Example. In the state of Wash-
ington, the highest state estate tax
rate is 19%. (In many other juris-
dictions that impose a state death
tax, it is 16%.) State death taxes
imposed on property included in
the federal gross estate are
deductible, under Section 2058, for
purposes of determining the fed-
eral taxable estate. Thus, for exam-
ple, where the state rate is 19%,
only 81% of what otherwise would
be the taxable estate is exposed to
the 40% federal estate tax rate. The
effective federal estate tax rate is,
therefore, 40% of 81%, or 36.4 %.
When that is added to a 19% state
estate tax, the combined effective
estate tax rate is 55.4%.

The 36.4% federal estate tax rate
is deductible, pursuant to Section
691(c), for purposes of determin-

ing the amount that is subject to
income tax. Section 68 could reduce
the deduction allowed by Section
691(c) by 80%, meaning that of the
36.4% effective federal tax only
20% of it or 7.28% is deductible.
That would mean 92.72% of the
distribution may be subject to ordi-
nary income tax as high as 39.6%,
producing an effective income tax
of 36.72%. Hence, the effective net
income tax rate of 36.72% com-
bined with the 55.4% effective state
and federal estate tax rate brings
the total to 92.12%.

If the distribution also is subject
to state and local income tax, the
combined tax also could be very
significant. Distributions from
plans are not subject to the 3.8%
net investment income tax imposed
by Section 1411.

Charitable remainder trusts. A
charitable remainder trust (CRT),
described in Section 664, provides
for annual payments to one or more
individuals (or other noncharita-
ble persons) for a specified period
and then terminates in favor of
charity. A CRT is exempt from
income tax (except for unrelated
business taxable income).4 How-
ever, distributions are included in
the gross income of any benefici-
ary to the extent the trust holds pre-
viously undistributed gross income.
Hence, a CRT provides a mecha-
nism only to defer income taxation
and just to the extent its gross
income exceeds the amount cur-
rently distributable or distributed.

One form of CRT (which limits
distributions to no more than
income determined by state trust
accounting rules) may provide
greater flexibility in the timing (and
therefore the income taxation) of
distributions from the trust to a
beneficiary. The amount that may
be distributed from such a trust,
however, is limited by special rules.
Moreover, a significant interest in
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the CRT must be devoted and ulti-
mately pass to charity (at least 10%
on a present value basis as of the
time of the contribution to the
trust) which if deductible for
income tax purposes reduces the
cost of such charitable interest.4!

A comparison between using an
annuity or a CRT, to defer and ulti-
mately reduce the effective bur-
den of income tax, is difficult to
make but it is at least arguable that
the greater flexibility of an annu-
ity (as to timing of distributions
and the fact that the property need
not pass to charity) would seem
to favor an annuity over such a
trust. However, the CRT may offer
at least one benefit that an annu-
ity will not, which is the ability to
contribute appreciated property to
the vehicle without having the
appreciation immediately subject-
ed to income tax. In any event, a
charitable remainder trust is not as
certain as an annuity may be to pro-
vide income tax deferral until the
earnings realized in the annuity are
recognized for income tax purpos-
es which almost always will be no
later than when distributions from
it are made. As indicated earlier, a
trust, in general, may not hold an
income tax deferred annuity. So no
comparison between a trust creat-
ing a charitable remainder trust
or acquiring a tax-deferred annu-
ity can be effectually made.

Charitable lead trusts. Unlike a
charitable remainder trust, a char-
itable lead trust42 (CLT) makes
annual payments to charity for a
period of time and then may pass
to noncharitable beneficiaries, and
itis not exempt from income tax.43
A CLT may be structured as a
grantor trust for income tax pur-
poses# which means the tax income
of the trust will be attributed direct-
ly to the trust’s grantor (while liv-
ing). In such a case, the grantor is
entitled to a charitable income tax

deduction for the value in the trust,
when created, deemed devoted to
charity which can be the entire
trust’s initial value. However, as
indicated, the trust’s tax income
will be included in the grantor’s
gross income and without any fur-
ther charitable deduction even to
the extent such income is paid to
charity. The CLT also can be struc-
tured other than as a grantor trust
in which case the grantor will not
be entitled to an income tax deduc-
tion but the trust may be entitled
to an income tax deduction as its
income is paid to charity.s Hence,
an appreciated asset could be con-
tributed to a CLT and, to the extent
any recognized gain is paid to char-
ity, the trust may be entitled to an
income tax deduction.

CLTs usually are not viewed as
a method to build wealth for the
grantor by avoiding income tax
because, under the trust, income or
gain is diverted to charity. They
can, however, be used to increase
wealth passing to descendants (or
others), typically not so much by
reduction in income tax but by
earning more in the trust than the
IRS assumes will be earned.4s

Attempts have been made to
structure a CLT as a grantor trust
so the grantor is entitled to an
income tax deduction for the value
of the interest in the trust devoted
to charity without significant tax-
able income being attributed back
to the grantor. Arguably, all of these
attempts will not produce that
result and could create a tax
“doomsday.” The one potential
exception is to fund a CLT with a
special form multi-life policy.+

Life insurance. It seems surprising
that many investors are unaware
that the only vehicle that permits
true income-tax-free accumulation
of wealth, other than a Roth IRA,
is life insurance. Subject to com-
plying with certain unique rules,

the cash value or investment com-
ponent of a life insurance policy
grows free of income tax. Then,
when the death benefit is paid upon
the death of the insured, even that
portion of the death benefit attrib-
utable to the untaxed income is
excluded from gross income. More-
over, the untaxed income inside the
policy may, in some cases, be bor-
rowed without income tax effect
prior to the death of the insured.4s

The question seems naturally to
arise why all investments are not
made through a life policy to avoid
income tax. Several reasons may be
present. The owner must pay for
the true risk-of-death component
(commonly called the “term,”
“pure,” or “net amount at risk”
component) under the policy. Gen-
erally, to achieve the income-tax-
free build-up of wealth under the
policy, a minimum “net amount
at risk” must be held in it.4e That
component of the policy may be
viewed as a poor investment.50 The
insurer also will charge certain fees
or administrative costs and will
limit investment choices. In addi-
tion, the federal government and
all states impose a type of excise
tax on insurance premiums, which
reduces the amount invested inside
the policy.

One way in which costs may be
reduced and investment flexibili-
ty improved is to acquire a “pri-
vate placement” policy. Substan-
tially more investment opportuni-
ties may be present but, in all
events, will be more restrictive than
making investments directly. Per-
haps, for some, the greatest limi-
tation is the “investor control” rule.
It is a rule or “doctrine” that the
IRS has developed and has now
been upheld, at least to a limited
degree, by the Tax Court, that
essentially provides that if the
income tax owner of the policy may
direct (or as a practical matter does
direct) the investments made with-
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in a fund “inside” the policy and
may benefit from the income
earned, the income earned in the
policy will be attributed to the
owner as though it had been direct-
ly received by the owner.5t

However, an owner may have
significant investment flexibility
with a private placement policy. For
example, the owner may direct the
sale of one investment vehicle held
under the policy to another, such
as from one hedge fund to anoth-
er (if each is structured as an “insur-
ance dedicated fund”s2).

Whether the income-tax-free
environment a policy offers will
increase wealth depends upon sev-
eral factors including whether par-
ticular investments are offered
under the policy and the need to
avoid the investor control doctrine.
Assuming those and certain other
factors do not foreclose the use of
a life policy, a comparison still must
be made whether the avoidance of
tax will more than offset the addi-
tional costs incurred by investing
through the policy. A basic for-
mula can be used to help make that
determination. The use of the pol-
icy to make investments will
increase wealth only if the antici-
pated annual return on the invest-
ment is greater than that quotient
of the annual cost of the policy
(expressed as basis points) divided
by the anticipated annual income
tax rate (also expressed as basis
points) on the return.

For example, if the anticipated
annual cost of the policy is 1% (i.e.,
100 basis points) and the anticipat-
ed tax rate is 25% (or 25 basis
points), the quotient is four (that is,
100 divided by 25). Hence, consid-
eration of acquiring the investment
through a policy makes sense only if
it is anticipated the return will be
more than 4% a year. However, it
often is difficult to determine if that
will be the case. First, although the
costs of the policy usually are stable,

they rarely are guaranteed. Second,
income tax rates often change. Third,
the anticipated annual investment
return may not be achieved.

The bottom line, so to speak, is
that investing in a private place-
ment (or other life) policy proba-
bly should be made only if the
owner is confident of having invest-
ments available that produce annu-
al yields (and subject to income tax
rates) substantially above the quo-
tient described above. That might
be viewed as occurring with respect
to certain hedge funds, especially
for individuals who reside in juris-
dictions with high state and local
income taxes, such as New York
City and California.

Conclusion

Building wealth through investments
is challenging. Adopting a sound
investment strategy is important.
But successful methods of investing
have changed as investment choic-
es have changed and as market infor-
mation has become more accessible.
With a more efficient market, cer-
tain current investment strategies
that search for inefficiencies will be
less productive and make markets
seem more random. However,
machine intelligence is now being
used to find patterns in markets pro-
viding new opportunities for invest-
ment success. Yet, successful invest-
ments are reduced by taxes. Because
higher returns are more greatly erod-
ed by taxes, planning to reduce taxes
must be considered when greatly
successful investment returns are
anticipated. Although many oppor-
tunities may be available to reduce
tax, the use of life insurance may be
the most efficient in some cases. l
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New forms of
mathematical
models using
arti ial
intelligence are
now being
developed to
enhance returns
as the markets
become more and
more efficient.

The longer the
term, the greater
the effect of
compounding,

and the higher the
annual return,

the greater the
relative increase
in wealth from
compounding

Choose
investments where
the effective tax
rate on earnings
(or growth) is
lower than on
other investments.

Trusts generally
cannot hold an
income-tax-
deferred annuity,
as such a holding
is restricted to
human beings.

A CRT provides

a mechanism only
to defer income
taxation and just
to the extent

its gross income
exceeds the
amount currently
distributable

or distributed.
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