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I.
Background

A. The estate planning environment has evolved from a time of relative predictability in terms of the economy, tax laws and an individual’s personal circumstances to a time of unpredictability, if not near chaos.  The result is that there is no longer a simple “one size fits all” answer to a client’s wealth preservation objectives.

B. Engaging in a dialogue with your clients, so that they more fully understand what available options are is now, more than ever, an imperative.   

C. Wealth preservation planning should be an integral part of a professional advisor’s practice, in conjunction with tax and business planning.

II.
Areas of Uncertainty

A. Economic Uncertainty.  

1. We are now involved in a period of economic instability which most people have never experienced in their lives.  The Dow Jones and other securities measures have fluctuated greatly since 2000.  Further real estate investments have dropped precipitously in value.

2. Predicting when, if ever, asset values will rebound is unclear.  Even what used to be considered “modest” forecasts of annual growth rates of 6-8% are no longer a certainty.

3. The significant decrease in the value of most people’s estates probably has resulted in clients becoming more “entrenched,” resulting in a decreased willingness to engage in any form of planning which is irreversible, including gifting to family members and/or charities.

B. Personal Uncertainties.  

1. Clients are more concerned than ever about the stability of their own marriage, as well as marriages of their children.

2. The financial stability of clients and their children appears more in doubt as a result of higher unemployment, lower pay for professionals and others entering the work force (together with higher educational loans), and higher levels of mortgage foreclosures and bankruptcies.

3. Clients seem more ready to “protect” their childrens’ inheritances from financial uncertainties, even after their own death. 

4. Protecting an individual’s assets from claims of future creditors is a constant concern.

C. Uncertainties Regarding Estate Taxes (Federal and State).

1. As a result of Congress’ failure to pass legislation extending the Federal estate tax law in effect in 2009, there is currently no estate tax in effect for individuals dying in 2010 and thereafter.  Furthermore, although the Federal gift tax remains in effect, the applicable gift tax rate is 35% on all gifts made above the annual exclusion ($13,000 per donee) and the lifetime exemption ($1,000,000).

2. However, unless Congress passes a low retroactive to January 1, 2010, any assets passing at death to an heir or legatee will carry with it the tax basis of the original owner with certain exceptions.  Example:  Assume an asset that cost $5,000 when it was purchased in 1990 is worth $1,000,000 as of 12/31/2009.  If the owner had died in 2009, the person inheriting the asset would have obtained an income tax basis of $1,000,000 and could have sold it for that price without incurring a capital gain.  If the same individual dies in 2010, the person inheriting the asset would incur a capital gain of $995,000.

3. Exception.  The law which is currently in effect does allow the executor of a decedent’s estate to elect to increase the basis of assets passing to the surviving spouse up to $3 million and assets passing to any other beneficiaries up to $1.3 million.

4. Congress’ failure to pass any estate tax legislation has also resulted in the termination of the generation skipping tax on transfers to individuals at least two generations below the generation of the individual transferor.  Prior to 2010 any transfers to grandchildren, for example, above the Exempt Amount ($3,500,000) could be taxed at a 55% tax rate.

5. If no estate tax law is passed the law prior to 2001 will be reinstated in 2011.  This means that the Estate Tax Exemption will be $1,000,000 and the tax rate will be 55%.

6. What are possibilities regarding the Federal estate tax?

a. Congress may fail to pass any legislation in 2010.  Result:  Individuals dying in 2010 pay no estate tax but their heirs and legatees will pay unnecessary Capital gains tax.

b. Congress may pass legislation extending the law effective in 2009 through 2010 and beyond.  This is the essence of the bill passed by the House of Representatives at the end of 2009, but not by the Senate.  This law can be made retroactive to January 1, 2010, which will undoubtedly result in a court battle as to the constitutionality of such treatment or prospectively only. 

c. Congress may pass legislation with a different Exemption (perhaps $2,000,000), and/or a different tax rate. (perhaps 35%)

7. President Obama and Senator Baucus (Chairman of the Senate Finance Committee) have also proposed other changes in the Estate Tax law which may also be considered.

· Portability.  Portability is the concept that allows the Estate Tax Exemption that is not used in the estate of the first spouse to die to pass to the estate of the second spouse to die. For example, if husband dies in 2011 with an estate of $3.5 million and leaves everything to his wife, there is no estate tax because of the unlimited marital deduction.  If wife dies in 2012 with an estate valued at $7,000,000 (and the Exemption is $3,500,000) she would be entitled to utilize both her own Exemption and her husband’s.  No estate tax would be due.  This is one of the rare instances where the Internal Revenue Code would make tax planning simpler, since for most estates it would be unnecessary to divide a person’s assets between the Marital and Credit Shelter Trust. There seems to be bipartisan support for this provision, although passage is unclear.

· State Death Tax Credit.  Prior to 2001 the Federal Estate Tax Law provided for a credit (pursuant to Schedule) for estate taxes paid to a State. In most instances this credit amount was paid to the decedent’s State of residence (“pick-up tax”).  The 2001 tax law eliminated the state tax credit, and replaced it with a deduction for such taxes. Many States, including Illinois, now require the estate to compute the State Estate Tax in the same manner as previously, but limited the Applicable Exemption. In Illinois the Exemption is limited to $2 million. It has been proposed to replace the State Estate Tax deduction with a credit. 

· Restructure on Valuation Discounts for Family Entities. (See Exhibit A)  

a) A popular vehicle for passing wealth to individual’s children involves a Family Limited Partnership. This is a partnership that is typically created among family members for purposes of pooling investments. Unless the partnership operates an active business or manages real estate, one or more business purposes must be established. If so, the parent may periodically transfer a minority interest in the FLP to his or her child or children, and if the amount transferred is a minority interest, the value of the gifted interest may be discounted by 20-40% for lack of marketability and lack of control.  b) Congress has tried to make FLP gifts less attractive by: 1) limiting discounts to operating businesses; or 2) limiting lack of control discounts on family- owned entities by aggregating, the interest owned by the transferor and his or her spouse and the transferee and his or her spouse before and after the transfer. Basically, this means that if the transferor or the transferee (and spouse) own more than 50% control, no minority discount will be applied. 

· Grantor Retained Annuity Trusts (“GRATS”) (See IV. C.) are frequently created for a term of two years, and are known as “short-term GRATS.”  The primary reason for this is to minimize the possibility that the Grantor would die during the term of the GRAT, which would result in the value of the trust being includable in the Grantor’s estate.  President Obama has proposed that the length of GRATS be no shorter than 10 years.

III.
Estate Planning Within the Existing Estate Tax Environment.

A. All estate tax should be reviewed due to the following factors.

1. If an individual dies in 2010 there may be no estate tax and if the current estate plan allocates the maximum amount that can pass tax-free to the Family Trust, all of the assets would pass to the Family Trust.  This may not be consistent with the client’s wishes especially in a second marriage situation where the children may be beneficiaries of the Family Trust.

2. Current documents typically do not provide a mechanism to take advantage of the limited step-up in tax basis for individuals dying in 2010.

3. Most estate plans do not consider the potential difference between the Exemption for federal estate tax purposes and Illinois estate tax purposes.  The documents need to insure that the difference between the two Exemptions can be allocated to a Qualified Terminable Interest Trust for estate tax purposes.

B.
Since it is likely that the vast majority of estates will not be subject to the Estate Tax, non-tax factors should become a greater priority in planning most moderate-sized Estates.  Factors that should be considered include:

· Avoiding probate at death 

· Avoiding court proceedings upon incapacity

· Creditor protection for both the client and the client’s family

· Concerns about stability of marriages

· Control of ultimate distribution to the client’s children

· Charitable gifting

· Insuring that certain assets such as closely held business, or real estate holdings, are managed wisely 

· Incentivizing behavior

· Motivating child to do well in school

· Not relying on parents’ money when getting a job

· Substance abuse issues

C.
Flexibility remains the key to eliminating many uncertainties.

1.
Using revocable trusts allows clients to retain control during lifetime and to carry out testamentary wishes, while avoiding probate at death or in the event of incapacity.

2.
Using disclaimers allows the surviving spouse to have a “second look” after the first spouse’s death.  When an individual makes a Qualified Disclaimer it is treated as if disclaimant predeceased testator, except that spouse may retain income interest and right to principal for certain needs in disclaimer trust.

a.
For example, if each spouse has assets of $2,000,000 and one spouse dies, the survivor may disclaim his wife’s estate, since otherwise, his estate may be subject to estate tax at his death. Survivor can still be the beneficiary of the trust into which the disclaimed assets would be distributed.

b.
One drawback of relying on a disclaimer is that the spouse may fail to consult with a competent attorney who would advise her on the most advantageous course of action.  Similarly, the surviving spouse may choose not to disclaim if the persons who would benefit are not her beneficiaries, such as children from a prior marriage.

c.
Disclaimer won’t have desired result if the spouse wants greater control of the assets than she would get through being an income beneficiary of Family Trust.

3.
Use of a QTIP Marital Trust allows the Trustee to decide after the client’s death how much of the trust assets to claim as Marital Deduction on Estate Tax return.

a. 
Primary requirement is all income must be distributed to Spouse, and no other person can receive benefit from trust during spouse’s lifetime. 

b.
Same result as disclaimer except decision is made by independent trustee.

4.
Naming a “special powerholder” or “trust protector” in an irrevocable trust document allows or third party (who is not a beneficiary or family member) to amend the trust, even if grantor could not do so.  Obviously, the grantor must trust the Special Powerholder to make decisions that are consistent with his/her wishes.

5.
Giving surviving spouse and children a power of appointment under documents to change distribution to family members provides significant flexibility.

6.
Beneficiaries can be given the right to remove or change trustees. This is especially important with corporate trustees.  

IV. Estate Planning in a Deflationary Low-Interest Rate Environment

A. General

1. If the value of client’s assets are deflated, but it is anticipated that market will rebound, it is an opportune time to engage in gifting program that will allow for tax-free transfer of future growth to next generation. This is especially important if the value of the gifted asset can be discounted.


2. Sagging interest rates can have a significant impact on many tax and estate planning techniques. IRS tables under Section 7520 and AFR’s may not reflect applicable income/appreciation rates in the future.

B.
Lifetime Gifts

1. To the extent client’s estate is anticipated to exceed the applicable Estate Tax Exemption at death, this is an opportune time begin lifetime gifting program since future appreciation is eliminated from estate.  Client needs to understand that gifts are irrevocable; i.e. can’t get the property back if he needs it.

a. Use of annual gift tax exclusion ($13,000 per donee per year) is a given in a large estate.

b. Client should also consider gifting up to maximum lifetime exemption ($1,000,00) to eliminate future appreciation and take advantage of discounting. This is true even if the Exemption that is utilized during lifetime will reduce the Estate Tax Exemption at death.

2. An alternative to outright gifting if the client may be in need of the funds is a low-interest loan. Depending on the length of the loan, the Code may only require an interest rate of 1-3.5%. The Internal Revenue Code requires interfamily loans in excess of $10,000.00 to carry a minimum rate of interest. The amount of required interest is set forth in tables published monthly. To the extent the borrower can generate a higher level of interest/appreciation the difference is eliminated from the lender’s estate.

C.
Grantors Retained Annuity Trust (“GRAT”)

1. A GRAT is a trust that provides for a periodic annuity to the grantor for term of years, after which the remainder interest in the trust is left to other individuals, typically the grantor’s children. The amount which is gifted to the remainder beneficiaries is valued by deducting present value of the stream of annuity payments (using the interest rate set forth in IRS annuity tables published monthly) from the market value the gifted property. To the extent the annuity exceeds an assumed interest rate (the Section 7520 rate), the payments are considered as reducing the gifted interest. If the actual interest rate/growth exceeds the Section 7520 rate, actual value of the remainder interest will remain the same even if the gift tax value of the remainder interest is reduced to zero. (Exhibit B)

2. It should be noted that if the grantor dies during the term of the GRAT, the entire value of the GRAT is taxable in his estate. Therefore, it is advisable to keep the length of the GRAT smaller that the Grantor’s life expectancy. NOTE: The current tax proposals may require a minimum life of 10 years.

D.
Charitable Lead Annuity Trust (“CLAT”)

1. A charitable lead annuity trust is similar in operation to a GRAT, except the initial beneficiary is a 501(c)(3) organization or private foundation. In addition, there is no requirement that the Grantor outlive the life of the CLAT since there is no retained income interest.

2. Just like a GRAT, the value of the remainder interest is the value of the transferred property less the annuity interest which is based on the assumed interest rates. Typically, a CLAT is created as a grantor-type trust so both income and charitable deduction is reportable by Grantor for income tax purposes. To the extent the actual interest rate exceeds the assumed rate it is deemed to reduce the remainder interest.

3. A CLAT is a great vehicle for client who has charitable interest and will commit to ongoing gifting program.  

E.
Installment Sale to an Intentionally Defective Grantor Trust

1. This technique involves the creation of an irrevocable trust that is treated as a “grantor trust” under Section 671-678 of the Internal Revenue Code, so that the grantor is treated as the owner for income tax purposes.

2. The trust then purchases an appreciating asset from the grantor and pays for it with a low-interest note; which provides for interest only payment for a number of years, along with a balloon payment of principal at the end of the term. It is necessary to use an interest rate no less than the applicable Federal Rate (“AFR”) which is currently under 3% for a mid-term loan.

3. The primary advantage of this technique is that any future appreciation above the applicable interest rate is eliminated from the estate.

4. This is extremely useful since the only gift is the amount of “seed money” transferred to the trust (usually 10% of the sales price) when the trust is created.

EXHIBIT A

Family Limited Partnership

In January 2009, Mr. & Mrs. Jones form a limited partnership and contribute $480,000 of marketable securities each to the partnership. Each of their four children also contribute $10,000 worth of securities. In January 2010, Mr. & Mrs. Jones each transfer 5% limited partnership interests to each child (or a total of 10% per child). At that time the total value of the partnership is $1,000,000. They obtain an independent appraisal of the 10% gift to each child and the appraisal states the value of such interest is reduced by 30% of the prorata value because of the minority interest and lack of marketability. Therefore, the value of the gifts can be computed as follows:

a. 10% x $1,000,000  

= 

$100,000

b. 70% of above (lack of 

marketable & minority interest discount)
          .70

 
   

 $ 70,000

3. 
Multiply by 4



x            4

      total gift





$280,000

4.
Annual Exclusions



(4 x $26,000





<104,000>



Taxable Gifts (Mr. & Mrs. Jones’


Lifetime Gift Tax

Exclusion applied equally to this amount)


$176,000









=======

EXHIBIT B

Grantor Retained Annuity Trust

Example 1

Parent, aged 45, wishes to give $500,000 of high-yielding corporate bonds to Child. Parent creates a trust and funds it with corporate bonds, having a face amount of $500,000 and paying 10 percent annual interest. The instrument directs the trustee to pay to Parent $50,000 a year (10 percent of the initial value) for 15 years. Thereafter, the trust ends and distributes any remaining assets outright to Child. Section 7520 assumed return on investments on the date the trust is created is 7 percent. For gift tax purposes, the value of Parent’s annuity is $445,430, so the gift tax value of the remainder interest if $54,570, but after 15 years, Child receives $500,000 of corporate bonds. Note: Since a remainder interest is a gift of a future interest the annual exclusion is not applicable.


Example 2

Assume the same facts as in Example 11-1, except that the bonds purchased for the trust are somewhat lower in grade, and pay an interest rate of 12 percent. Also assume that the annuity retained by Parent is for 12 percent, or $60,000 a year, payable annually. The gift tax value of Parent’s annuity is $490,895.37, so the value of the remainder interest is only $9,114.63 for gift tax purposes. Yet, after 15 years, Child still receives 500,000 of corporate bonds.
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