Wealth Wisdom

Grow. Protect. Transfer.
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Six years ago Congress shook up the estate planning
world by passing the Economic Growth and Tax Relief &
Reform Act of 2001 (EGTRRA). In brief, the EGTRRA put
in place estate tax exemptions that gradually increase over
time (from a pre-EGTRRA cap of $675,000 to $2 million
in 2007 and 2008, $3.5 million in 2009 and a complete
phase-out in 2010). Under current law, the exemption
would revert to a base level of $1 million in 2011. For those
who want to gift assets while still living, the law allows
individuals to give away up to $1 million before transfers
are subject to a gift tax of 45 percent.

Those excited about the possibilities of higher estate and
gift tax exemptions, however, need to beware of a little-
known “take back” that can trigger substantial capital
gains taxes. An existing law that allows an estate’s heirs
to “step-up” the value of inherited property — such as real
estate, collectibles or other tangible items — is scheduled
to end in 2010.

To illustrate, if someone inherits property originally
bought for $1 million that is now worth $3 million, that
person would be able to sell it and pay no capital gains tax.
But if the change holds, in 2010 that same person would
have to settle for the lesser of two things: a step-up in basis
limited to $1.3 million or the market value of the property
at the donor’s date of death. So for some situations, the
potential hit on capital gains — not estate taxes — could

be sizable.
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Everyone has heard stories of estates that were tied up
for years in bitter probate battles or situations where a
donoris ynal wishes were not translated into the will or
trust instrument that guided how assets were distributed.
With that in mind, itls important to yrst consider key
non-tax objectives, including:

* Who should receive the assets? This list may include
children, grandchildren or others. It should also take
into account how key family values or possessions
— such as support for favored cause or the disposition
of a family cabin — will be handled after death.
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e The grantor needs to decide when the heirs will
receive the assets. This will deyne the ynancial
or legal tools needed so the assets are delivered
according to the grantor’s wishes.

« The estate may need to engage a trustee with
speciyc skills or provide funds to ensure the beney-
ciaries get proper training on handling newfound
wealth.
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Once those big picture objectives are in place, an
effective estate plan can be designed to weather
various tax scenarios. For example, by transfer-

ring appreciated assets into estate structures such
as family limited partnerships (FLPs) or grantor
retained annuity trusts (GRATS), the grantor can
effectively reduce the estate’s value for tax purposes.
Similarly, charitable gifts to charities or approved
non-proyts allow individuals to help favored causes
while avoiding major tax hits — regardless of potential
changes to estate or income tax rates.

Estate tax planning, continued on page 3
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Investment tax planning for mutual funds involves
utilizing the tax rules to maximize your after-tax return on
investments. Some of the strategies and general rules to be
cognizant of are described below.

As a mutual fund investor, there are instances

when you should adjust the tax basis in your shares.

Your initial tax basis is your cost for the shares, including
any commissions or load charges. If you reinvest dividends
and capital gain distributions, your basis should increase
by these amounts. Reinvestment plans allow you to
reinvest dividends and capital gain distributions in

new mutual fund shares instead of receiving cash.
Forgetting this rule can have a signiycant impact on

your taxes.

Time purchasing a mutual fund carefully. A mutual fund
may have realized capital gains, but not yet distributed
these amounts to the shareholders. Prior to the record
date of the distribution, the share prices should repect this
added value. Likewise, once these amounts are paid, the
share value should decrease. If you purchase shares prior
to the record date, you receive a taxable distribution and
your share price should decline accordingly. As a result,
you have effectively accelerated your tax liability.

From a tax standpoint — but not necessarily an investment
standpoint — it may be prudent to purchase after the
record date.

Also, be careful when selling a mutual fund. Selling just
prior to a record dividend/distribution date may provide
an opportunity to convert a short-term capital gain

— treated as an ordinary income distribution — into a
long-term capital gain. Given the differences in the top tax
rates, this could save you up to 20 percent on the distribu-
tion amounts. Since your own basis and holding period

in your mutual fund shares are used to determine the tax
treatment of any gain on the sale of your shares, you may
have the opportunity to convert short-term gain into long-
term gain — again, with the potential for tax savings up to
20 percent of the distribution — by holding onto the fund.
An investment becomes long term if it's held for at least 12
months.

Estimating the gain and loss potential of your funds is
essential to investment tax planning. After taking into
account your tax situation and the market price of a

mutual fund, time your mutual fund transactions
based on:

« Expected distributions

e Unrealized capital appreciation
e Unrealized income potential

e Unrealized losses

e Existing loss carryforward

e Turnover of the fund

Year-end planning strategies, in part, take timing into
consideration. You may want to recognize gains or
income at the end of the year in light of your personal
situation (i.e., the availability of capital or ordinary
losses, or your tax bracket). There may be a good reason
to increase your receipt of taxable income and gain.

Most year-end strategies focus on deferring taxation until
a later year. This is generally accomplished by deferring
the sale of appreciated or rising investments or selling
depreciated or declining investments in the current
year. Tax loss harvesting is one strategy for identifying
current losses. It allows you to review your portfolio for
any losses and sell the securities with losses to recognize
the losses. But be aware of the tax wash sale rules, which
prohibit you from investing or reinvesting in a substan-
tially identical security for 30 days prior to or after the
sale. If you want to stay fully invested to avoid missing
out on a market upswing, ynd a similar fund to reinvest
the proceeds. After the wash sale period expires, switch
back to the original fund.

Keep in mind that mutual funds specialize in speciyc
types of investments. Many funds are dedicated to a
single or predominant investment goal. Some funds have
a high turnover rate, which means that their strategy

is to engage in frequent trading. The likely result is
signiycantly more taxes in the form of short-term gain
recognition. Other funds buy and hold, producing very
little taxable gain or income.

To engage in proper investment tax planning, have

a clear understanding of your own tax situation —
including tax bracket, holding periods and basis

of investments, type of income that investments
produce and availability of ordinary and capital losses.
Because investing and tax planning is complex, consult
with an advisor as appropriate.
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Did you know a beneyciary designation is similar to
property title and should be reviewed periodically?

Property changes ownership in two primary
methods: The yrst is under title, the second
operation of law. However, when people think

of title, most immediately think title on property.
For example a home could be owned as joint
tenancy with rights of survivorship, which is a
title that gives rights to a joint owner of property.
The same is also true for beneyciary designations.

Although the beneyciary may have no initial
ownership rights, they have all rights as granted

by the owner once the beneyciary becomes the
owner. On the other hand, if there is no beneyciary
designation on the property, the transfer of property
is completed by operation of law. This may be state
intestacy laws or the last will and testament.

The conpict of beneyciary designations appears
when operation of law is different than the
designation. If your will designates a trust for the
beneyt of your 18-year-old, but your life insurance
policy has fichildreno as contingent beneyciary,
when you and your spouse are in the same fatal
accident, who will get the money? In many states,
the 18-year-old would be recipient of the life
insurance, not the trust in the will.

Remember: Going over your beneyciary designation
regularly will verify everything is in accordance,
not conpict.

Estate tax planning, continued from page 1

There’s a choice between making a charitable gift

to Uncle Sam or to people or causes of your own
choosing. When you make this kind of gift to a
charitable cause, the size of the gift can be unlimited.
Many people are choosing to do this with their
retirement plans or IRAs because those assets would
otherwise be subject to both income and estate taxes.

Disclaimer clauses in an estate plan are another way
to help preserve pexibility in an evolving tax climate.
For example, assume that a grantor’s intent is to leave
the entire estate to his spouse. However, at the time

of death, the spouse decides she doesn’t want some of
the estate’s assets or property. With disclaimer clauses
in place, the spouse could choose to “claim” all assets
contained in the estate or accept only those with the
most favorable tax consequences.

This allows the beneyciary to look at the tax picture
in the year the grantor dies and have the pexibility to
disclaim certain assets to ensure the wealth transfer
is only for a tax-exempt amount. It all depends on a
person’s unique situation.

While estate planning often focuses on distribution of
wealth after death, experts say many grantors don’t
make good use of tax-favored tools that can be used
during their lifetime. A consistent approach to making
regular small gifts can be a great way to transfer
substantial wealth tax-free over time.

Many people still don’t know that a married couple can
gift up to $24,000 every year tax-free, which makes

it one of the little jewels in the estate planning world.
If the recipients invest that money — which is often

the expectation — those smaller gifts can turn into a
sizable amount of money down the road, without it
ever causing a blip on the estate tax radar screen.
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