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Estate tax changes and financial crisis create planning opportunities

Estate tax and GST tax exemptions for 2009

+ Discrepancies between federal and state exemptions
« Gift tax exemption and annual exclusion

. Low interest rates/low market values

As the old saying goes, what a difference a day makes! As the calendar changed from 2008 to 2009,
major changes occurred in the rules related to gift and estate taxes that may significantly affect your
estate planning. You should be aware of these changes and also be alert to some extraordinary economic
circumstances that make various planning strategies especially advantageous at this point in time.

Estate tax and GST tax exemptions for 2009

As you know from past discussions with us, the estate tax exemption amount (which is the amount you
can pass free of federal estate tax to whomever you choose) has been increasing in stages over the
course of the past several years. In fact, from 1999 through 2008, the exemption increased from
$650,000 to $2 million, and now, for 2009, the exemption is $3.5 million. Remember that the exemption
is available to every individual, so for married couples, that means as much as $7 million can now pass
free of federal estate tax.

Preliminary signals from the new Congress and the Obama administration indicate that the estate tax
will not be allowed to lapse (as it is presently slated to do in 2010), but will be continued indefinitely,
with at least a $3.5-million exemption amount. While this substantial increase is certainly welcome news,
it could have unanticipated and unintended consequences in your personal estate plan.

Consider this very typical scenario: Sam’s will provides that, upon his death, part of his estate is to pass
into a “credit shelter trust” for the benefit of his wife, Susan, and the balance of his estate is to pass
outright to Susan. The amount that is to fund the credit shelter trust is based on the exemption amount.
Let’s assume that, at the time Sam’s will was drafted, the exemption amount was $1 million and the total
value of Sam’s estate was $3.5 million.

Thus, Sam thought that, when he died, $1 million would be held in a trust for Susan’s benefit and the

$2.5 million balance of his estate would pass to Susan outright. Now, however, with the increase in the
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exemption amount to $3.5 million, Sam’s entire estate will pass into the trust and nothing will pass to
Susan outright—not what Sam had intended.

The situation could be even worse if Sam had structured his will so that, instead of an amount equal to
the exemption passing into a trust for his wife, that same amount was to pass outright to Sam’s children,
with the balance passing to Susan. With the change in the exemption to $3.5 million, the children would
receive Sam’s entire estate (although Susan might be able to claim her “elective share” of Sam’s estate

under state law).

What about “disclaimer trusts?”

If your current plan no longer meets your needs
because it uses a formula linked to the amount of
the estate tax exemption, a potential “fix” may be
found in a “disclaimer trust.” Federal and state law
allow a beneficiary to refuse to accept (disclaim) all
or a portion of a bequest. Rather than using a
formula to direct the amount of credit shelter trust
funding, wills may be structured to leave the entire
estate to the surviving spouse outright, with the
provision that any property disclaimed by the
spouse will be used to fund the credit shelter trust.
This approach allows the surviving spouse to make
tax-planning decisions based on knowledge of the
then-existing tax laws and the size of the overall
estate, and to tailor the size of the credit shelter gift
accordingly. While a very flexible approach, the
disclaimer relies upon the good sense and active
decision-making of the surviving spouse and may
not be an appropriate strategy in all circumstances
(i.e., second marriages or spouses who may be aged
or infirm).

Similar to the estate tax exemption, there is also an
exemption from the “generation-skipping transfer tax” that
could apply to gifts or bequests to grandchildren. The
amount of the GST tax exemption has also now increased
to $3.5 million. Again, the potential exists for unwittingly
making a bequest that is much larger than what was
contemplated.

The point is that many wills and revocable trusts are drafted
with bequests tied to a formula linked to the amount of the
estate tax exemption or the GST tax exemption. With the
dramatic increases in the exemption amounts, the
documents may no longer convey the person’s true intent.
If your will or revocable trust includes this type of a gift,

you may want to reconsider your plan.

Discrepancies between federal and state exemptions

We should also point out that, although the federal estate
tax exemption has increased significantly, some states like
New York and Massachusetts have exemptions fixed at §1
million. This “disconnect” between the federal and state
exemption amounts can have unintended consequences—

particularly the state tax that would be payable on a bequest linked to the federal exemption. For
example, a New York decedent whose will provided for the creation of a credit shelter trust funded with
an amount equal to the federal exclusion amount would incur a New York estate tax of $§229,200—the
tax on the difference between the $3.5-million federal exclusion and the $1-million state exclusion. A
Massachusetts decedent faces the same potential estate tax of $229,200, but under Massachusetts law,
with proper drafting, this state estate tax can be deferred.

Florida and New Hampshire presently have no state estate tax.

Gift tax exemption and annual exclusion

The “gift tax annual exclusion amount” also changed with the turn of the calendar. Beginning in 2009,
you can now give up to $13,000 each to an unlimited number of people without gift tax consequences.



In addition, you can still pay tuition and medical expenses in any amounts without those payments being
considered taxable gifts.

Speaking of lifetime gifts, remember that, if you do make gifts in excess of the annual exclusion amount,
you will not actually need to pay gift tax until your cumulative taxable gifts exceed the gift tax exemption
amount which remains at $1 million.

Low interest rates/low market values

A goal of many of our clients is to transfer as much of their wealth as possible with little or no gift or
estate tax payable. To help achieve that goal, we use a variety of planning strategies, some of which are
more effective when interest rates are low. These strategies include the use of intra-family loans,
and “charitable lead
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“grantor retained annuity trusts,” “sales to intentionally defective grantor trusts,’
annuity trusts.” With current interest rates at historic lows, we are urging our clients who would like to

transfer more substantial amounts to their heirs to take advantage of the situation—it may not last long.

Similarly, and although it may seem counter-intuitive, the drubbing many of us have taken in the
financial and real estate markets has presented a favorable time for gifting. A simple example may best
make the point. A year ago, you may have had 1,000 shares of XYZ stock available to give to your child.
At the time, those 1,000 shares were worth $20,000, so, if you had given all 1,000 shares, you would
have made a taxable gift of $8,000 (the difference between the value of the stock and the then-prevailing
$12,000 gift tax exclusion). Now, however, because of the downturn in the market, those same 1000
shares are worth only $13,000 and you can proceed to give the shares without worrying about the gift

tax.

Obviously, this same reasoning can be extended to larger gift amounts, right up to the $1-million gift tax
exclusion. Consider gifting assets while their value is low and allow future appreciation to occur in your
beneficiary’s account, rather than yours. Of course, as you contemplate any lifetime gifts, remember to
include income tax ramifications in your deliberations.

We would be happy to talk with you at greater length about these or any other estate planning issues you
may have in mind.

* k k kK k Kk
To ensure compliance with IRS requirements, we inform you that any tax advice contained in this communication is not

intended or written to be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue
Code or (ii) promoting, marketing, or recommending to another party any transaction or matter addressed herein.
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