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Welcome and Introduction

» Webinar is 1 hour with time for questions built in at the end of the hour

» You have joined in listening mode only but will have the opportunity to submit
guestions to your panelists using the “Chat” feature

» This session is being recorded and a playback link will be made available

» AGENDA:

» What May Change: Comparison of current tax law and changes proposed by
President Elect Biden as part of his campaign platform

» Likelihood of Change
» Tax Mitigation Techniques
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During today’s webinar we will discuss the current estate and gift tax laws, compare these with the changes which have been proposed by President Elect Biden and some Democrats in Congress, and most importantly share with you what we’re suggesting that our clients should consider for their year-end tax planning.

For today’s discussion we will assume Joe Biden will be President, but Senate is up in the air



Proposed Changes to Estate, Gift & GST
Transfer Tax Rules

» Reduce current lifetime exemption of $11.58 million per person ($11.7 million
for 2021) to as low as $3.5 million (or $5 million, which is what it was in 2017)
with an adjustment for inflation

Increase top estate tax rate from 40% to 45% or even as high as 55%
Repeal step up in basis on assets inherited at death of taxpayer

Impose time limit on GST exemption

vV v v Vv

Limit or eliminate use of discounting techniques and grantor trust status
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MAJOR PROPOSALS TO ESTATE, GIFT AND GST TRANSFER TAX RULES
Currently the exemptions are scheduled to sunset at the end of 2025.  In 2017, the exemptions were doubled from their 2017 levels as part of the TCJA.  Prior to the TCJA the basic exemption amount was $5 million adjusted annually for inflation so in 2017 the exclusion amount was $5.49 million.  The election results could accelerate the sunset of these increased exemptions.  To what extent, we don’t know yet, but it could be as low as $3.5 million, though it’s more likely to revert to $5 million – in either case adjusted for inflation.
Increase in top estate tax rate
Repeal step up in basis on assets inherited at death.  To understand this, we’ll share a quick refresher on step up in basis so you can understand why this change might have the most dramatic impact.  When a taxpayer dies, their heirs receive step up in basis to FMV as of DOD, meaning heirs could turn around and sell the asset without recognizing any gain (except of course for gain which occurs post-DOD but prior to sale).  It is unclear if this means that heirs will inherit the property at the decedent’s basis and potentially have large gains at a future sale or if the taxpayer’s death will trigger a taxable recognition event (potentially subject to the 39.6% rate) so that the gain is recognized by the heirs even if they decide to hold on to the asset.
Impose time limit on GST trust duration – perhaps 90 years
Limit or eliminate the use of certain discounting and estate freeze techniques as well as grantor trust status.  We’ll go over these concepts later in our presentation when we discuss certain ways clients can mitigate the tax.


Proposed Increases to Income and
Capital Gains Tax Rates

» Impose a 12.4% Social Security payroll tax on income earned above $400,000,
evenly split between employers and employees

» Revert the top individual income tax rate to pre-TCJA rate of 39.6% for taxable
income above $400,000 (up from 37%)

» Tax long-term capital gains and qualified dividends at the ordinary income tax
rate of 39.6% on income above $1 million and eliminate step-up in basis for
capital gains taxation

» Cap tax benefit of itemized deductions to 28% of value for those earning more
than $400,000
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Why You Should Act Now Regardless of
the Election Outcome

» Separate from the election, current environment is favorable for making
transfers of substantial amount of assets

» Interest rates are at historic lows

» Depressed asset values as a result of COVID-19 pandemic make certain assets ideal
candidates for gifting

» Nothing to lose by making gifts now since it is very likely the exemption
amounts will decrease - even if it’s not until 2025

» PAinheritance tax avoidance - for every $1 million, donor saves $45,000 in
inheritance tax on transfers to lineal heirs (4.5%)
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As mentioned above, tax policy may change dramatically if Democrats take control of the Senate in addition to their control of the White House and House of Representatives
What’s likely to happen – some proposals may get diluted or abandoned entirely

Effective date – whether it’s 2021, 2022 or later, we should expect some level of tax reform and increase, and though it IS possible that some legislators will want to wait to enact tax increases until the economy has recovered, it is possible that some of the changes proposed in 2021 can be made effective retroactive to earlier in the year
 
Even if they don’t take control, the planning still makes sense.  If you don’t finish planning now, are you going to revisit it in 2 years when we have the next election?
 
Why not finish the planning in process?  That way if the laws do change, and its retroactive, you don’t need to worry because the planning is done.  The pressure is off.

Makes sense for the avoidance of PA inheritance tax regardless of the election outcome


Lock In 2020 Exemption Amounts

» Apply just shy of your total increased exemption amount to gifts made now
rather than applying only the difference between the amount of the current
increased exemption and the prior exemption amount

» Treasury regulations have already confirmed that the IRS will not claw back gifts
made using a donor’s increased exemption amount if the exemption amounts are
later reduced

» To benefit from the current higher exemption amounts, however, total lifetime gifts
must be more than the amount of the lower exemption amount which we expect we
will revert to the lower “basic exemption amount”

» Techniques to lock in 2020 exemption amounts:
» Establish a spousal lifetime access trust (SLAT)
» Transfer assets to a GST exempt family trust for descendants and future generations
» Gift fractional interests in assets to take advantage of valuation discounts

» Sell assets to an intentionally defective grantor trust
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High net worth individuals should consider making gifts now to take advantage of the increased exemption amounts before they possibly expire or are repealed. The IRS has stated that even if the estate and gift tax exemption amounts are reduced to $5 million or lower, lifetime gifts in excess of that amount which are made before the exemption is lowered will still be protected from estate and gift tax. In order to benefit from the current higher exemption, however, total lifetime gifts must exceed the amount of a future lower exemption amount.

So, for example, assume the pre-2017 exemption amount is $6 million per taxpayer and the 2020 exemption amount is $11 million per taxpayer. If in 2020 a taxpayer gives away $5 million (the difference
between the pre-2017 and 2020 exemption amounts), he or she will be deemed to have only utilized the first $5 million of his or her $6 million basic exemption amount when the exemption amounts revert back to what they were, rather than the excess $5 million exemption amount which existed at the time of the gift. 

This leaves the individual with only $1 million remaining exemption when the exemption is reduced to $6 million.  Recommendation therefore is to make total gifts prior to the decrease of just shy of the full exemption amount.  We say just shy because we recommend leaving in a little wiggle room for the valuation of the gifted assets.  In other words, gift $11.4 million instead of the full $11.58.  
Portability doesn’t apply.  Can’t have both spouses use their excess exemptions to make up the full $11.58 million.  One donor spouse needs to use the full amount and the other could retain his or her full exemption.


Spousal Lifetime Access Trusts

» An irrevocable trust established by one spouse for the benefit of the other
using the transfer tax exemption of the donor spouse to make a gift to the SLAT

» The SLAT is administered for the benefit of the other spouse until his or her
death (or divorce depending on how the SLAT is written)

» Donor spouse can indirectly benefit from the SLAT if the spouse beneficiary
decides to use distributions the spouse receives from the SLAT for the donor
spouse’s benefit or their household

» Disadvantages:

» Must be funded with assets owned solely by the donor spouse (i.e., cannot be funded
with jointly owned assets)

» Donor spouse’s indirect access to the SLAT ends when spouse beneficiary dies or if
the parties divorce

» Cannot be (easily) accomplished for both spouses concurrently
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A SLAT can be a useful tool for married couples who are hesitant to make gifts up to both of their current increased exemption amounts.  They can consider having only one spouse make an $11.58 million gift to lock in the benefit of at least one spouse’s excess exemption. 

Upon a subsequent reduction in the exemption amounts, only one spouse would “lose out” on the increased exemption gifting opportunity.


Multi-Generational “Dynasty Trusts™

» Established for beneficiaries other than the donor’s spouse - normally multiple
generations of descendants or other family members

» Continues for multiple generations to avoid incurring additional estate or GST
taxes at each generation

» Creditor protection

» Donor decides who will benefit from trust upon death of primary beneficiary
(way to keep assets within the donor’s bloodline)
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Family Limited Partnerships/LLCs

» Transfer ownership interest in closely held business to remove economic interests in the gifted
property, including current income, from the donor’s taxable estate

» Gifting an interest in a closely held business entity permits the donor to leverage gifts to the
donee using valuation discounts that can further reduce the value of the assets owned by the
entity for transfer tax purposes

» Alower valuation means the donor can fit more assets into the donor’s “exemption bucket”
and remove them from the donor’s estate by leveraging the exemption with lower appraisals

» Illustration: Taxpayer owns a building which was worth $17.5 million a year ago but is worth
$15 million today (based on current depressed market valuations and COVID-19 discount) in an
LLC. The taxpayer owns a 50% non-managing member interest in the LLC.

» If the taxpayer gifts his 50% non-managing member interest, he can (conservatively) take a 25%
discount on the value of the gifted interest. The result is that the taxpayer will be deemed to
have made a gift of $5,625,000, not $7,500,000 (or 50% of the building value), effectively
reducing the value of the gift by nearly $2 million.

» The leveraging achieved by applying discounts in computing the enterprise value and valuing the
non-managing member interest brings the value down from the pre-pandemic valuation of
$8,750,000 (50% of $17.5 million) to $5,625,000, a savings of more than $3 million, and a transfer
tax savi;wgs of over $1.2 million (assuming the taxpayer’s overall estate exceeds the exemption
amount).
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For transfer tax purposes, the value used in determining the amount of a gift is its FMV

Ownership of an interest in a closely held business however will generally have a lower value for transfer tax purposes than if the assets of the entity were owned outright (outside of the entity) because discounts can be applied for transfers of control (when transferring a minority interest) and lack of marketability 


Estate “Freeze” Technique - Sale to IDGT

» Sell assets to Intentionally Defective Grantor Trust (IDGT) in exchange for
promissory note bearing currently low interest rates

» IDGT is effectively ignored for federal income tax purposes - no income taxable event
when assets are sold to IDGT and income earned on IDGT assets is still taxed to the grantor

» To accomplish the sale, the grantor trust gives the grantor a promissory note to buy
property from the grantor at its current (depressed) value. Alternatively the
grantor could sell his non-managing member LLC interest instead and possibly pile
on other valuation discounts as noted above.

» The cash flow generated from the property sold to the grantor trust is used to service the
debt to the grantor.

» Current minimum interest rates which must be charged are historically low, meaning that
less of the cash generated from the property will be needed to service the note to the
grantor and therefore more appreciation and cash flow can be transferred to the grantor’s
heirs.

» The grantor essentially freezes the value of his estate by swapping property which has a
depressed value but is expected to appreciate for a promissory note with a fixed principal
amount and a low interest rate.
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Some discussion about family attribution rules being changed


v

Federal income tax is reported and
paid by Grantor allowing Family
Trust assets to accumulate.
Payments are not treated as
additional gifts by Grantor.

Family LLC

Partnership interests in real estate ventures (which
are expected to appreciate) are gifted to LLC using
Grantor’s lifetime estate and gift tax exemption
amount. Therefore, no gift tax is due.

Income tax

A 4

g Family LLC
Distributions from real estate ventures may be
retained in LLC by Grantor, as manager, and
invested in future projects (including debt and
\_ equity investments)

Owned by GST-Exempt Family

Trusts for Descendants
Income and appreciation on LLC assets are
retained in Family Trusts

Managed by
Grantor

Distributions of income
and principal paid in
discretion of Trustee

Descendants


Presenter
Presentation Notes
MAURY


Questions?

If you have additional questions or if you’d like to schedule time to discuss the
specific details of your estate plan on an individual basis, please contact any one
of our panelists:

Maury B. Reiter - mreiter@kaplaw.com

Thomas D. Begley Il - thegley@kaplaw.com

Devin S. Fox - dfox@kaplaw.com

Thank you for joining us!
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We will send a slide deck and link to recording for playback
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