Planning for gifts to grandchildren

The federal government currently imposes three distinct taxése transfer of wealth. The
first two limit the total amount of assets that a person cantpadiee to others in life or at
death. The gift tax and/or the estate tax take a substantial poiradiramounts above that
total exemption.
The third tax, the generation-skipping transfer tax (GSTT), i®s@g on top of the other
two. The GSTT is charged at a flat rate equal to the higheshdigstate tax rate, 45% in 2008.
This punishing tax is imposed on transfers to grandchildren or momeaescendants.
Happily, the GSTT is now scheduled to fade away along with the eéatatHowever,
the phase-out period is a long, slow one with repeal only scheduled in 2@i,QiAess
Congress takes further action, the tax will be back in its presentific2011. So it's
important to be aware of the GSTT’s workings before making laftgetgigrandchildren.

Imposition of the tax

The tax is triggered by either “direct skips” of bequests or gitg, @rectly from
grandparent to grandchild) or a transfer in trust (a trust creatadjtandparent that,

for example, provides income for the life of a child and, after thd’stdeath, the payment
of the trust principal to a grandchild).

Generally, the GSTT is payable when property passes to a “skip persomeone
more than one generation removed from the individual making the henggs. In a trust
setting, if there is a “nonskip person”—someone with an interekeiproperty who is only
one generation below the creator of the trust—tax isn’t paid untiidbets pass to the skip
person. The tax, however, will be based upon the trust’s value at that tirak,cshid be
considerably higher than its original value.

To help mitigate the harshness of the GSTT, everyone is dntiten exemption from
the tax.

Under current law the exempt amount matches the amount exemypthfe estate tax—
$2 million in 2008. The maximum tax rate is 45%.

Thus, in 2008 a couple with no prior generation-skipping transfers cowdditaamsferred
assets equal in value to $4 million and escaped imposition of the tax.



In the coming years they could bring that total up to $7 million. (Sucbfénran however,
would not escape the gift tax because the amount exemptHabtax is scheduled to remain
at $1 million through 2010.)

The exemption is discretionary, meaning that for any transfer whvie GSTT would
apply, the exemption may be used in whole, in part or not at all. Howeverclanmed, the

use of the exemption is irrevocable.

Coping withthe GSTT

In many cases a trust, created either now or after death, wiklxe#h choice for
transferring assets to grandchildren.

If the trust is funded during the creator’s (grantor’s) lifephshe can elect to have the
GSTT exemption apply to the transfer to the trust. As the trastsaappreciate over the
years, the end result is that the exemption shelters far moréhthaarrent $1.5 million
exemption. The appreciation in value of these assets also escapesaasiVhat's more,
any gift tax paid is removed from the grantor’s estate (as long asahtor lives at least
three years after making the gift).

There are benefits, too, to creating the trust by will. The grahtbe trust retains the
lifetime use and benefit of the assets that eventually will pagstalchildren. Because there
may be concerns about fairness, or other issues affectingsthbudion of assets among
several grandchildren, the present may not be the most opportenetiransfer family assets.

Looking at all the possibilities

Married couples who plan to make bequests to grandchildren must exaem@8STT
planning in conjunction with the estate tax marital deduction. Attempiiaghieve the
correct overall tax result, by making the best use of marital dedyzianning technigues
and the GSTT exemption, requires a sophisticated knowledge of the tax laws.

A good first step in planning gifts to grandchildren is to consult a miofesl who can
discuss your aims and objectives and assist you in formulatingstrategy.
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