HARBOUR CAPITAL ADVISORS

Wealth Planning Services

Tax Update # 23: 2014 Year-End Estate and Gift Tax Planning

Year-end 2014 brings planning opportunities and challenges, and there is much for taxpayers and their
tax advisors to consider in taking action before 2014 ends. This summary explores some of the 2014
year-end estate and gift tax planning opportunities available to individual taxpayers. Of course, every
taxpayer’s situation is unique and a year-end planning strategy, whether for an individual, family, or
business, should be customizedin consultation with a qualified professional. Harbour Capital Advisors
(HCA) stands ready to assist clients with year-end planning issues and opportunities.

For a summary of income tax-savings opportunities, pleaserequest a copy of our separate Tax Update #
21: 2014 Year-End Individual Income Tax Planning. For a summary of business income tax-savings
opportunities, please request a copy of our separate Tax Update # 22: 2014 Year-End Business Income
Tax Planning. Note that all tax information contained herein is general in nature, is provided for
informational and educational purposes only, and should not be construed as legal or tax advice.

Overview

Estate planning is never easy. You must address your own mortality while determining the best
strategies to ensure that your assets will be distributed according to your wishes and that your loved
oneswill be provided forafteryou’re gone. You also may needto consider how loved ones will react to
your estate planning decisions, which may be difficult if, for example, a family business is involved or
you wish to provide more to certain family members.

Transfer Tax Landscape for 2014 and 2015

The “exemption amount” is the amount an individual can transfer gratuitously to another individual,
eitheratdeath or duringlifetime, without payingatransfertax. The current transfertax exemptions are
at all-time highs, and the top estate, gift, and generation-skipping transfer (GST) tax rate is still fairly low
(ona relative and historicbasis) at 40%. The Federal tax rates and exemptions available under current
law are as follows:

2014 2015
Estate Tax Exemption Amount $5.34MM | $5.43MM
Gift Tax Exemption Amount $5.34MM | $5.43MM
GST Exemption Amount $5.34MM | $5.43MM
Highest Estate Tax Rate 40% 40%
Highest Gift Tax Rate 40% 40%
GST Tax Rate 40% 40%




Any prior use of gift and GST tax exemption during an individual’s lifetime reduces the amount of gift
and GST exemption remaining during the individual’s lifetime and the exemptions available at the
individual’'s death. Forexample, if anindividual has already made SIMM in lifetime taxable gifts priorto
2014, the individual’s remaining gift and estate tax exemption amount in 2014 would be $4.34MM.

“Portability” of exemptions between spouses now means that, if part (or all) of one spouse’s estate tax
exemptionisunused at death, the estate can elect to permit the surviving spouse to use the deceased
spouse’s remaining estate tax exemption. Making this election is simple, although it does require that
the estate of the first spouse to die file an estate tax return on which the portability election is made.
Such an election provides flexibility if proper planning hasn’t been implemented before the first
spouse’s death. Note however that exemption portability doesn’t provide all of the benefits that
applying the exemption to a bypass (or credit shelter) trust does. So married couples should still
consider making assettransfers and setting up bypass trusts to ensure they take full advantage of both
spouses’ exemptions. Transferstoyourspouse, whether during life or at death, are tax-free under the
marital deduction (assuming he or she is a U.S. citizen).

Gift Tax

As noted above, the amount of the Federal estate tax exemption in 2014 is $5.34MM. Since the estate
tax is likely here to stay and must be planned for in larger estates, wealthy individuals should consider
making sufficient gifts during lifetime so that the estate will not exceed the exemption amount in effect
at death. The gifttax followsthe estate tax exemptions and top rates for 2014 and 2015, as notedinthe
chart on page 1. Anygifttax exemption used duringlifetime reduces the estate tax exemption available
at death.

GST Tax

The GST tax generally applies to transfers (both during life and at death) made to people two
generations or more below you, such as your grandchildren. The GST tax also follows the estate tax
exemption and top rate for 2014 and 2015, as noted in the chart on page 1. Note that exemption
portability between spouses doesn’t apply to the GST tax exemption.

State Taxes

Many states, prompted by recent changes to the Federal estate tax (such as increases in the Federal
exemption amount and elimination of the credit for state death tax), now impose estate and/or
inheritance taxes at a lower threshold than the Federal government does. To avoid unexpected tax
liability or other unintended consequences, it’s critical to consider state law as well.

Year-end Gift Planning

Any gift-giving programs must take into consideration that your lifetime gifts are subject to a gift tax
that isimposed atthe same rate as the estate tax. But certaintypes of lifetime transfers are not subject
to gifttax, and the end of the year could be a good time to make these tax-free gifts. Givingaway assets
now will help you reduce the size of your taxable estate.



In terms of which assets to consider for purposes of gifts, consider the following rules of thumb:

e To minimize estate tax, gift property with the greatest future appreciation potential.

e To minimize your beneficiary’s income tax, gift property that hasn’t already appreciated
significantly since you’ve owned it.

e To minimize yourownincome tax, don’tgift property the fair marketvalue of which is less than
tax cost basis. Instead, sell the property so you can take the tax loss and then gift the sale
proceeds.

Annual Gift Tax Exclusion

The most commonly-used method for tax-freegivingis the annual gift tax exclusion, which allows you to
make a gift of up to $14,000 in 2014 to each donee without using any portion of your lifetime $5.34MM
gifttax exemption. [The annual gift tax exclusion will hold steady at $14,000 for 2015.] Thereis no limit
on the number of donees to whom you can make such gifts; if you make $14,000 gifts to 10 donees, you
can exclude $140,000 from tax. In addition, if you are married, you can double the amount of the
exclusion to $28,000 per donee, because you and your spouse can combine your exclusions in a single
giftfromeitherof you. Further, because the annual exclusion is applied on a per-donee basis, you can
leverage the exclusion by making gifts to multiple members of the same family. The exclusion appliesto
gifts of any kind of property, although certain types of property may require an appraisal. Qualifying
tuition payments and medical payments (as discussed below) do not expend annual gift tax exclusions.

Annual gifttax exclusions expire at the end of each year (with no carry over to the next year), so year-
end is the appropriate time to use them. If you want to make a gift that exceeds the amount of the
exclusion, you can effectively double the exclusion by making one gift in December and the second in
January. For example, if you are married, you can make a tax-free gift of $56,000 to any individual by
making a gift of $28,000 in December 2014 and another $28,000 gift in January 2015.

Tuition Payment Exclusion

In additiontothe annual gift tax exclusion, you are allowed to make gift-tax-free tuition payments for
any individual. Thereisnolimitonthe amountthat can be excluded, except that the payment must be
to a tax-exempt school at any level and forthe purpose of education or training. The exclusion applies
onlyto tuition; payments for room and board, books, computers, or related expenses are not eligible.
Because thereisnolimitonthe amount of the gift, itstimingis less important than it is with the annual
exclusion.

You need not rely on this exclusion for payments made on behalf of individuals for whom you may be
requiredto provide legal support (such as your minor children), as those payments are not otherwise
treated as gifts (since they are, by definition, obligations).
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Section 529 College Savings Plans

ContributionstoaSection 529 college savings plan do not qualify for the exclusion for tuition payments
but can qualify forthe $14,000 annual gift tax exclusion. A contributiontothe plan mayalso entitle you
to a state income tax deduction.

Distributions from a 529 plan can be used for a wide range of educational expenses, including tuition,
fees, books, supplies, computers, and room and board. An added advantage of a gift to a 529 plan is
that the income earned on the plan contributions is tax-free, as long as it is eventually used for
educational purposes. Thus, you canreduce your own income taxes by funding a 529 plan with savings
that would have been used for collegeanyway. And because you can name yourself asthe owner of the
account, you ensure that your beneficiary uses the account for educational purposes.

A special rule allows you to use up to five years’ worth of annual gift tax exclusions when funding a 529
college savings plan. You can fund a savings plan with up to $70,000 (5 x $14,000) thisyear and thenfile
an election with the IRS on a Form 709 (United States Gift (and Generation-Skipping Transfer) Tax
Return) to spread this gift over five years (2014 - 2018) for gift tax purposes. [The election on Form 709
need only be made related to the initial $70,000 transfer; no additional Form 709 need be filed in later
years provided there is no independent cause for filing the Form, such as would arise if additional
reportable gifts were made.] By using five years’ worth of annual exclusions, the entire gift becomes
gift-tax-free (provided you survive the 5-year period).

Medical Payment Exclusion

The payment of a beneficiary's medical expensesis also excluded from the gift tax, with no limitation on
the amount excluded. To qualify forthis exclusion, the payment must be made directly to the provider,
and it must be for medical expenses of the type that would qualify for an income tax deduction. You
may also be able to claim an income tax deduction for the payment if it is made for your spouse or
dependent.

The exclusion for medical paymentsincludes the payment of medical insurance premiums. If you have a
child or grandchild who is paying for his or her own insurance, payment of their insurance premiums is
an efficient means of making atax-free gift that does not consume annual exclusions or your lifetime gift
tax exemption.

You need not rely on this exclusion for payments made on behalf of individuals for whom you may be
requiredto provide legal support (such as your minor children), as those payments are not otherwise
treated as gifts (since they are, by definition, obligations).

Gifts in Trust

Despite the tax savings, you may be uneasy about making outright gifts to your children or
grandchildren, due to yourloss of control over how they use the gift. This concern can be addressed by
making the giftsin trust, which will allow you to determine when they receive the money and how it is
to be used.



There are special requirements forensuring thata giftin trust qualifies forthe $14,000 annual exclusion.
Usually, the trust is drafted to provide the beneficiary with temporary withdrawal rights over the gift
(e.g., for30 days), such that it is considered a present interest rather than one that vests in the future.
Although this presents a risk of the beneficiary withdrawing the gift from the trust, the probability of
your terminating any further giftsto the trustis usually sufficient to prevent this. If youare interested in
making a gift in trust, HCA stands ready to assist and to guide you in working with your attorney.

Gifts to Grandchildren

Annual exclusion gifts are often exempt from GST tax, so they also help you preserve your GST tax
exemption for other transfers. For gifts that don’t qualify for the exclusion to be completely tax-free,
you usually must apply both your GST tax exemption and your gift tax exemption if the gift will benefit
an individual two generations or more below you, such as your grandchildren. [Certain types of
transfers qualify for gift tax annual exclusion treatment but not GST tax annual exclusion treatment.]

So, for example, if you make an annual exclusion gift to your grandson and you want to give him an
additional $30,000 in the same yearto help him make a down paymenton his firsthome, you may need
to use $30,000 of your GST tax exemption plus $30,000 of your gift tax exemption to avoid any tax on
the transferfor purposes of the home down payment. If preserving exemptionsisimportanttoyou, you
may want to consider restructuring such a transfer so that it is a loan instead of a gift. If you are
interested in structuring a loan to a lower-generation family member, HCA stands ready to assist.

Specific Types of Assets

If you own a business, you may be able to leverage your gift tax exclusions and exemption by gifting
ownershipinterests that may be eligible for valuation discounts. So, for example, if the discounts total
30%, in 2014 you may be able to gift an ownership interest equal to as much as $20,000 tax-free
because the discounted value doesn’t exceed the $14,000 annual exclusion. Note that the IRS may
challenge the value; a professional appraisal is strongly recommended. If youare interestedin pursuing
such a valuation, HCA can provide you with a short list of valuation specialists qualified to handle such
work.

Another way to benefit from valuation discounts is to (i) set up and fund a family limited liability
company (FLLC) and (ii) gift non-managing interests. Note that the IRS is closely scrutinizing FLLC
interest transfers, so be sure to set up and operate yours properly. HCA stands ready to assist clients
interested in pursuing this and similar techniques.

Other Opportunities
Potential additional opportunities include:

Non-Taxable Gifts. With the increase in gift and GST tax exemptions, additional non-taxable lifetime
gifts can be made this year to heirs (outright or in trust). A couple could potentially give as much as
$10.68MM to heirs without triggering Federal transfer tax. If the gift were made to a trust, the trust
could then leverage the gift by purchasing additional assets from the couple’s estate. The sale would
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have the effect of “freezing” the value of the purchased assets in the couple’s estate for estate tax
purposes, whileshiftingthe assets’ future growth to the trust, transfer-tax-free. Such a trust could also
shelterthe trust assets from estate tax for many generations. Taxpayers with substantial estates who
would like to transfer wealth to lower generations should consider doing so with high-basis assets with
significantgrowth and/orincome potential. [Sincelifetime gifts generally carry with them the cost basis
of the donor (whereas assetsinherited from a decedent generally receive a basis stepped-up ordown to
date of death value), high basis assets are ideal.]

Insurance. Taxpayers wantingtofund life insurance trusts in the past were often constrained by gift tax
limitations and costs. This sometimes resulted in the purchase of smaller policies than desired or
complicated funding structures (such as so-called “split dollar” arrangements or sales of existing policies
to irrevocable grantor trusts) in order to minimize potential gift tax exposure. The $5.34MM gift tax
exemption makes 2014 an ideal yearfor establishing lifeinsurance trusts that are funded adequately so
as to allow forthe purchase of large life insurance policies, unwinding existing split dollararrangements,
and/ortransferring existing individually-owned life insurance policies to life insurance trusts to protect
death benefits from potential estate tax exposure.

Dynasty Trusts. Asnoted above, the GST tax exemption was increased to $5.34MM for 2014. Taxpayers
wishing to make substantial gifts that could benefit multiple generations should consider making such
gifts to a GST-exempt “dynasty” trust in 2014. The dynasty trust allows assets to skip several
generations of transfer taxation. You can fund the trust eitherduringyourlifetime by making gifts or at
deathinthe form of bequests. The trustremainsin existence from generation to generation. Because
the beneficiaries have restrictions on their access to the trust funds, the trustis excluded from their
estates. Ifany of the beneficiaries have areal need forfunds, the trust can make distributions to them.
In orderto maximize the potential duration of such a trust, consideration should be given to establishing
it in a jurisdiction that permits perpetual trusts, such as Delaware or Alaska. A dynasty trust can help
you take full advantage of the GST tax exemption.

Taxable Gifts. The tax rate forgiftsabove the exemptionamountis 40%. Thus, there could be instances
inwhich an individual would want to take advantage of this low rate to transfer additional assets out of
his or her estate.

Charitable Gifts

The year end isa good time to review your charitable giving to ensure that it is being done in the most
tax-efficient manner. Charitable givingis, amongotherthings, aform of income tax and estate planning,
because a giftto charity will never be subject to estate or gift tax and provides you with an immediate
income tax deduction. If you are planning to make a large gift before January 1, we should review its
impact on your 2014 income tax liability and whether it may make sense to defer all or a portion of the
giftto 2015 (if, forexample, your marginal ordinary income tax rate in 2015 is projected to be higher). If
the giftis of property and will requirean appraisal (usually required for gifts of property with a value in
excess of $5,000, other than publicly-traded stock), we should start the process as soon as possible so
that the appraisal is available before year end.
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While we are getting very close to the end of the year, there is still time to implement strategies that
may help you minimize estate and gift tax liabilities. If you have questions abouttopics reviewed above
or other tax planning matters, please contact Hunter Payne at 703.992.6485.
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