ESTATE TAX REDUCTION STRATEGIES

GRANTOR RETAINED ANNUITY TRUSTS
 

A Grantor Retained Annuity Trust (GRAT) is an irrevocable trust into which you transfer assets but still retain the right to receive annual payments of a fixed dollar amount for a specified term of years. At the end of the trust term, the remaining trust assets pass  to your beneficiaries. 

GRATs are considered “grantor trusts,” meaning the grantor (the creator of the trust) is still taxed on all of the income he receives from the trust. Payment of this income tax is like a tax-free gift to the trust beneficiaries, because the trust assets can continue to grow without any reduction for income tax. 

Although a GRAT is a gift, and is subject to gift tax, the gift is measured by the present value of the remainder interest. 
The IRS assumes that a GRAT will grow at a rate equal to a stated IRS rate (IRC § 7520 ) determined as of the time the trust is established. 

Growth of the asset in the trust in excess of the assumed rate goes to the trust beneficiaries, free of gift, income and estate tax. The lower the “hurdle”- or assumed interest rate, the larger the potential gift to the beneficiaries. 
GRATs are preferred during periods of low interest rates, because it is relatively easier to outperform the assumed rate than in a high interest rate environment. 
For example, if the remainder interest in a 10-year GRAT was expected to be $1 million, the gift would not actually be $1 million; instead, it would be the amount of money that would produce that same $1 million if invested (tax-free) at the assumed interest rate. If the assumed rate of return was 3%, $740,000.00 would produce $1 million at the end of 10 years.  
  

QPRTS

 

Since real estate values are presently low, individuals have an opportunity to make a discounted gift using a Qualified Personal Residence Trust (”QPRT”). The residence can be your home or a second, vacation home.
 

If structured properly, the QPRT will freeze the value of the taxpayer’s property at the time he transfers it into the trust, and will result in significant estate tax savings if the property appreciates in value. The donor can continue to live in the residence during the term of the trust. Even after the term, he can continue to live in it if rents the property from the beneficiaries.
Although QPRTs are most effective when interest rates are high, today’s low interest rates may still be offset by the potential for high appreciation from currently low housing values.

 

INTRA-FAMILY LENDING
 

One other means of wealth shifting to the next generation is through the use of loans. You can set up an irrevocable trust for the benefit of your beneficiaries, and loan the trust money to make investments. Using the Internal Revenue Service (IRS) published rates, you can lend money to the trust at very low interest rates. This creates an excellent opportunity to shift growth investments from your taxable estate into a trust for the beneficiaries. If the investment return exceeds the interest rate charged, the beneficiaries gain and you have reduced your estate taxes.   

 

FREEZE TRANSACTIONS
 

Another effective wealth transfer technique involves a “freeze transaction.” It is similar to the QPRT, mentioned above, it can be a sale of an ownership interest in income producing real estate, or a successful family business to a trust for children, in exchange for a long-term, low interest, promissory note or a lifetime stream of payments.
TAKE ADVANTAGE OF THE ANNUAL EXCLUSION FOR GIFTS
There is an annual gift tax exclusion of $ 13,000.00, ($26,000 for husband and wife) which allows gifts to be made to any number of recipients without any gift tax, or even filing any gift tax return, as of January 1, 2009. The annual exclusion does not carry over to future years, so the more you use it, the more you can reduce your total estate.

 

USE THE LIFETIME GIFT TAX EXEMPTION AND OTHER EXCEPTIONS
 

An individual can make gifts in excess of the annual gift tax exclusion, of up to $1,000,000 during his or her lifetime, before having to pay any gift tax (however, if it exceeds the  annual $ 13,000.00 exclusion amount, a gift tax return  has to be filed).    

TAKE ADVANTAGE OF THE EXTRA EXCLUDED AMOUNT FOR TUITION AND MEDICAL EXPENSES
 

Also, payments for tuition and medical expenses are not considered taxable gifts and are not included in annual exclusion limits or in the $1,000,000 lifetime exclusion. So, you can pay the tuition expenses or medical expenses for a person without any gift tax consequence.
However, in order to be exempt from the gift tax, these payments must be made directly to the educational institution or medical professional.  
If you have a grandchild or child who is definitely going to a specific college or educational institution, you can “prepay” for their tuition, without it being considered a gift, and subject to the gift tax.
529 PLANS- INCOME TAX FREE
 

Section 529 of the Internal Revenue Code provides an income tax opportunity to establish a special account for the purpose of paying higher education expenses. 
Investments in a 529 Plan accumulate income tax free, and distributions used for qualified education expenses are not subject to federal income tax. 
Do any of these ideas intrigue you? Call 713-623-4900 to lower your income, gift and /or estate taxes.

