Deferred Sales Trusts
Those of us who own businesses, corporations, or commercial or residential investment real estate assets are often reluctant to sell because of capital gains taxes associated with the sale. But what other choice do we have other than a property exchange directed by a Qualified Intermediary?  Is there another way to deal with the capital gains tax deficits that so many investors experience when they sell their real business or estate assets?  The answer may lie in the 
Deferred Sales Trust.
This capital gains tax deferral tool could save you thousands of dollars, and by having the opportunity to potentially make a profit on the money you would have paid to Uncle Sam in the year of the sale. Obviously, this strategy is gaining popularity among those who have highly appreciated assets that will be marketed for sale. You too can potentially take advantage of this opportunity once you understand how it works.

The process starts with initial due diligence. If the transaction is viable, the trust and property owner will negotiate to reach terms with regard to the asset(s).  Then the property owner sells their property to a trust owned by a third party company. The trust sells the property or stock and pays you per the contract terms, making payments to you over an agreed period of time. There are typically minimal taxes to the trust on the sale since the trust purchased the property from you for the price that it anticipates that it can be sold for. The payment is made with an installment contract which makes payments to you over an agreed period of time.

The options on when and how payments can be made are flexible. You may have other income and don't need the payments right away. The tax code doesn't require payment of the capital gains tax until you start receiving installment payments. The capital gains tax is paid to the IRS with an "installment plan" since only that portion of capital gains tax is due in proportion to the number of years established in the term of the installment agreement.

The Deferred Sales Trust™ has the potential to generate more money over the long run than a direct and taxed sale.
There may be a more suitable or appropriate tax structure depending on your circumstance. 
Disadvantages
· Certain types of depreciation recapture is deferred.
· Excess depreciation taken over straight line cannot be deferred.
· Mortgage pay-off in excess of adjusted basis is not deferrable.
· More complicated tax structure than other strategies.
·  Must adhere to the formalities imposed by Internal Revenue Service regulations
· Fees to structure are often higher than strategies such as the 1031 exchange.
Your right to receive the money will be from a trust in which the proceeds from the sale are reinvested in ways which may involve more or less risk, including fluctuating returns and possible loss of principal, depending on where the proceeds are reinvested.
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If you are considering the sale of a business, corporation, or investment real estate, you may face capital gains taxes associated with the sale. For the investor who does not want to continue holding investment property or remain in the same business, a Deferred Sales Trust should be considered. According to section 453 of the Internal Revenue Code, the Deferred Sales Trust provides investors a solution whereby they can defer capital gains upon sale of their assets and redirect the sale proceeds into cash or whichever types of investments suit their needs, income requirements, and objectives.
What is a Deferred Sales Trust?
The Deferred Sales Trust is a legal contract between you and a third-party trust in which you sell real or personal property or a business to the Deferred Sales Trust in exchange for the Deferred Sales Trust's contractual promise to pay you a certain amount over a predetermined future period of time in the form of an installment sale note or promissory note. It is often referred to as a "self-directed note" because you have control over the terms of the note. The Deferred Sales Trust gives you the ability to control your capital gains tax exposure, reinvestment terms, and installment payments made from the trust. 
How Does a Deferred Sales Trust Work?
The process begins when a property or business owner transfers his asset to a trust managed by a third-party company on his behalf. The third-party company acts as trustee over the asset, and the owner is the beneficiary of the trust that holds the asset. The trust will sell the asset for the owner and manage and distribute the sales proceeds of the trust according to an agreed-upon installment contract that the owner sets up ahead of time with the trust. The sales proceeds can be held in cash, reinvested, and distributed according to the direction of the owner's installment contract. There are zero taxes to the trust on the sale, since the trust purchases the property from the owner for the same price for which it is sold. The tax code does not require payment of any of the capital gains taxes until an investor starts receiving installment payments that include principal. The owner then is able to control if, when, and how there will be capital gains tax exposure over the installment contract period by adjusting the installment contract. The installment contract between the owner and the trust company provides flexible options on when and how payments can be made. Initially, the owner may have other income and may not need the installment payments right away, which would defer income and capital gains taxes. If an owner wants income but does not want to pay capital gains taxes, he can set up the installment contract to pay interest-only payments from the reinvested sales proceeds. According to IRC section 453, this strategy can defer the capital gains tax indefinitely. 
Guidelines for the Deferred  Sales Trust to Qualify Trust Structure: 
In order for a Deferred Sales Trust to qualify for capital gains tax deferral, it must be considered a bona fide, third- party trust with a legitimate, third-party trustee. 
Independent Trustee: 
The Deferred Sales Trust must employ a trustee that is truly independent from the owner/beneficiary of the trust. If there is not real trustee independence from the owner, the IRS considers this to be a sham trust, set up for the sole purpose of creating layers of legal documents to avoid taxation. The independent trustee is responsible for managing the trust according to the laws that govern trusts, according to the installment contract, and according to the investor's risk tolerance and investment objectives.
Asset Transfer: 
In order for the Deferred Sales Trust to shield the owner from capital gains taxes, the owner must not take constructive receipt of any sales proceeds from the disposition of an asset. The trust created on behalf of the investor must take legal title to sale proceeds directly from the disposition of an asset or from a third-party qualified intermediary that is holding the sale proceeds on behalf of the investor in order to qualify for capital gains tax deferral. 

Asset  Ownership: 
Asset ownership must be legitimately transferred to the trust prior to a sale for the sale proceeds to be sheltered from capital gains tax. If the owner did not transfer practical ownership over to the trust and still retains all of the benefits of direct ownership, the IRS disallows the owner from enjoying the tax-advantaged benefits afforded by the trust's ownership. In other words, the property must be legitimately transferred to the trust or it will be taxed as if it were not.

Assets Must Remain in Estate:
 The owner cannot use the trust to transfer any economic interest to a third party without due compensation. The IRS does not allow this type of transaction because it allows people to pass assets out of their estate without bearing capital gains, gift, income, or estate taxes.
Trust Restrictions and Law: 
The owner/beneficiary of the trust must be subject to the restrictions imposed by a trust agreement or the law as it applies to trusts and transferred assets. If the owner enjoys unrestricted use and control over the assets of the trust without fiduciary limitations, the IRS considers this to be a sham trust that does not qualify for capital gains tax deferral.
Failed Exchange Rescue
One of the most unique benefits of the Deferred Sales Trust is its ability to rescue an investor from capital gains taxes in the event of a failed 1031 or 721 exchange. In the case of a 1031 or 721 transaction, the investor's sale proceeds from the disposition of an asset go to a qualified intermediary (QI). The QI holds these proceeds on behalf of the investor in order to close on a replacement property to complete the investor's tax-deferred exchange. Should the exchange fail, whereby the funds cannot be reinvested into a property according to IRS guidelines, the funds held at the QI are subject to capital gains and depreciation recapture taxes once released from the QI to the investor.
The Deferred Sales Trust provides a ready solution to this problem by allowing the funds to revert to a trust rather than to the investor. The investor is saved from taking constructive receipt of the funds and bearing the capital gains and depreciation recapture taxes. The investor can tailor his investment contract with the trustee to pay him his funds in a manner that will effectively defer taxes over the installment contract.
Other Considerations

Depreciation Shelter: 
Some types of depreciation recapture may be deferred, but any excess accelerated depreciation over the straight line depreciation method cannot be deferred. Fees for setting up a deferred sales trust may be higher than those of as a 1031 exchange.
Trust Legitimacy: 
If a deferred sales trust is improperly managed and the IRS chooses to investigate, it is possible that the trust could be designated as a "sham trust." If a trust is labeled a sham by the IRS, the income from the initial sale is taxed as though the trust did not exist. Therefore, it is very important that Deferred Sales Trusts are established and operated according to IRS guidelines and trust law.

Installment Sale Strategy
 
This situation can be easily solved with an installment sale note, which is often referred to as a seller carry back note or seller financing, pursuant to Section 453 of the Internal Revenue Code.  You would structure the sale or disposition of real property or personal property to include seller financing where you finance all or a portion of the acquisition of your real or personal property by the buyer.
The installment sale strategy has positive and negative benefits like any other tax deferred or tax exclusion strategy.  Your capital gains can be deferred over the period of the installment sale note depending on how the note is structured and how much of the transaction is financed using the installment sale note.  Your depreciation recapture is generally recognized and taxable in the year of sale and can not be deferred over the term of the note.  This last point is always a big surprise to investors when tax time comes around.
Possibly the biggest negative is the risk that the buyer will default on the installment sale note.  The process to foreclose or otherwise resolve the note default can take significant amounts of time and money, and the asset may have been damaged by the buyer in the meantime.  
A relatively new tax-deferred strategy, the Deferred Sales Trust, might eliminate this risk and provide other advantages in structuring the sale or disposition of your real estate or other personal property so that you can defer the payment of your capital gain taxes over time rather than paying them all in the year of sale.  It is important to review this strategy with your legal and tax advisors since it is relatively new and there is no IRS guidance at this point in time. 
What is a Deferred Sales Trust? 
First, Investors must realize that the Deferred Sales Trust is a relatively new tax-deferral strategy.  It should only be used by sophisticated investors who can understand and accept the risk of using a new and untested tax-deferred strategy.  
Generally, the 1031 Exchange is a better tax deferred strategy for most investors.  However, the Deferred Sales Trust may be an alternative tax-deferred strategy when you do not wish to, or can not, acquire like-kind replacement property through a 1031 Exchange.
Deferred Sales Trusts are also drafted pursuant to Section 453 of the Internal Revenue Code just like an installment sale note.  Your capital gain is recognized, but it is deferred over a predetermined period of time that you choose in advance.  
Using the Deferred Sales Trust, if properly structured, may reduce your risk exposure related to seller carry back notes because the buyer must pay for the asset(s).  The Deferred Sales Trust receives the sales proceeds and may defer the payment of your capital gain taxes by preventing your receipt of the sales proceeds until a future date when the periodic payments are made.  
The periodic note payments from the Deferred Sales Trust are made or distributed to you pursuant to an installment sale note or seller carry back note that you directed or negotiated during the establishment of the Deferred Sales Trust.  You could call it a self-directed note because you have control over the structure of the installment sale note.
Deferred Sales Trust Can Save a Failed 1031 Exchange 

The Deferred Sales Trust can be integrated into your 1031 Exchange Agreements prior to the close of your relinquished property sale transaction.  This integrated structure allows you to receive your 1031 Exchange proceeds in the form of a Deferred Sales Trust instead of a taxable cash distribution in the event that your 1031 Exchange transaction should unexpectedly fail.
The Deferred Sales Trust gives you the opportunity to continue to defer the payment of your capital gain taxes over a period of time that you choose even though your 1031 Exchange has failed.  You still have control over when you pay your taxes.
No IRS Guidance 
However, contrary to popular belief and what you may have read in various articles published in hard copy or on the internet, there is no guidance from the IRS or Treasury regarding the Deferred Sales Trust.  There was a Private Letter Ruling, but it was rescinded by the Internal Revenue Service.  
And, although its promoters claim there have been numerous IRS audits and reviews, Investors can not rely upon this for guidance or support in the event they are audited.  The use of the Deferred Sales Trust should only be used by sophisticated Investors who understand the risks involved with implementing a new tax-deferred strategy, especially since there is no guidance from the IRS or Treasury.
 
--
DST - Deferred Sales Trust ™
Those of us with clients that own businesses, highly appreciated stock, commercial or residential investment real estate assets, we often find those clients who are reluctant to sell their asset because of the capital gains taxes associated with the sale. The Estate Planning Team's Deferred Sales Trust™ offers an alternative to a 1031 Exchange to help your client reduce capital gains tax liability or to enable them to sell their property in a down market.
This capital gains tax deferral tool could save you thousands of dollars, and by having the opportunity to potentially make a profit on the money you would have paid to Uncle Sam in the year of the sale. Additionally, even in a depressed real estate market, because the client is making money (an interest payment) on the full value of the sale (the sales price) and not the net after tax dollars, your seller clients can reduce their price, SELL NOW, and still make out better over time via proper tax planning with a qualified tax professional.  The DST can also be more simply described as a no risk "seller carry-back" financing structure.

The process starts with initial due diligence. If the transaction is viable, the trust and property owner will negotiate to reach terms with regard to the asset(s). Then, the property owner would transfer ownership of the property to a dedicated trust. The trust then sells the property, stock or other capital asset to the buyer. Next, the trust "pays" the client with a payment contract called an "installment sales contract." The contract promises to make installment payments to the owner or their trust and those payments can even be structured to continue to future generations with additional estate planning. There are generally minimal taxes to the trust at the time of the sale since the trust often acquires the property from the client for a price that may not be materially different from the sales amount.

Should your client choose, they can defer the start date of the principal payments.  Your clients may have other income and may not need the payments right away. The tax code does not require payment of the capital gains tax until the seller starts receiving installment payments. The capital gains tax paid to the IRS is only that portion of the capital gains tax due in proportion to the number of years established in the term of the installment agreement.
The Deferred Sales Trust™ has the ability to generate substantially more money over the long run than a direct and taxed sale. It is also superior to a direct installment sale as the concerns of a defaulting buyer are eliminated.
Primary Benefits:
•    Tax Deferral: When appreciated property is sold, tax on gain is deferred until receipt of payments.
•    Estate Tax Benefits: Accomplishes an estate freeze for estate tax purposes.
•    Maintains Family Wealth: Helps to maintain wealth within the family.
•    Estate Liquidity: Converts an illiquid asset into monthly payments.
•    Retirement Income: provides a stream of income for retirement.
•    Probate Avoidance: With proper estate planning.
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