A Perfect Environment for Wealth Transfer?
When the economy was booming during much of the 1990s, the goal of most wealth transfer strategies was to minimize federal estate taxes.  Given the bear market of the last several years and historically low interest rates, the focus has shifted to capitalizing on the current economic environment.  When interest rates are low and asset values are depressed, it is a unique time to transfer wealth to younger generations.  In times of economic weakness, most individuals are more concerned with preserving their wealth than passing it on to children or grandchildren.  Yet this is precisely the time when wealth can be transferred with greatest efficiency.

What does “greatest efficiency” mean?  The IRS publishes interest rates every month which may be used in a variety of situations and will determine when a gift is “tax efficient.”  Several techniques allow us to freeze the value of an asset in an individual’s estate.  All appreciation in the asset in excess of the IRS established rate passes to children or grandchildren tax free.

The most simple of these techniques is a loan to a child.  If the loan is for a period of less than three years, the current minimum interest rate approved by the IRS is 1.21 percent.  To the extent the child invests the money and can earn a return in excess of 1.21 percent, the excess has been transferred to the child tax free.  In addition, any income earned on the excess will be taxed to the child, who is often in a lower income tax bracket.  While an interfamily loan illustrates the theory of wealth transfers in our current economic environment, other wealth transfer techniques provide much greater leverage for tax-free transfers.

Grantor retained annuity trusts (GRATs), charitable lead trusts (CLTs), and sales to intentionally defective grantor trusts (IDGTs) are wealth transfer techniques currently employed for maximum leverage of gifts in this low interest rate and depressed asset value environment.

A sale to an IDGT is often used to transfer an interest in a closely-held business or a family partnership to younger generations.  To establish an IDGT, an individual creates an irrevocable trust with the individual’s children or grandchildren as the trust beneficiaries.  The IDGT then purchases assets, such as a business or partnership interest, from the individual using a promissory note.   The assets sold to the IDGT are removed from the individual’s estate for estate tax purposes.   The sale effectively freezes the value in the individual’s estate at the amount of the note.   Any appreciation in the asset transferred (in excess of the interest paid on the note) will belong to the trust for the children or grandchildren.   The individual continues to own the assets for income tax purposes, but not for estate tax purposes.  As a result, there is no capital gain recognized on the sale to the IDGT and no income tax due on the interest payments from the trust to the individual.

Assume corporate stock worth $1,000,000 is sold to the IDGT.  Currently, the interest rate can be locked in for nine years at 2.68 percent.  The stock pays a dividend equal to the 2.68-percent interest rate and appreciates at an 8 percent rate over the nine-year period prior to the due date of the balloon note.  The trust keeps approximately $990,000 at the end of the nine-year period and repays the $1,000,000 principal to the grantor.  The trust now has assets worth almost $1,000,000, free of transfer tax, to invest for the benefit of the children or grandchildren.

The GRAT and CLT offer similar opportunities for wealth transfer in today’s environment.   With a GRAT or CLT, payments are made to the individual who established the trust (with a GRAT) or to charity (with a CLT) for a specified period of time.  Assets remaining at the end of the period pass to family members.  When the assets are initially contributed to the trust, the individual is deemed to make a gift to the family members.  However, the trusts can be structured so that no federal gift tax (and often no state gift tax) is due at the time of creation.  Provided the assets contributed to the CLT or the GRAT appreciate in excess of the annual payout, all excess will pass to the beneficiaries at the end of the term, free of transfer tax.

Estate planning should remain a high priority for high-net-worth individuals.  While the U.S. House of Representatives recently passed a bill repealing estate taxes after 2009, the likelihood of the bill passing in the U.S. Senate is cloudy.  In the vast majority of situations, we do not currently recommend that clients employ wealth transfer techniques which require paying federal gift taxes.  However, today’s economic conditions could not be much better for wealth transfers with no transfer tax consequences.
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