Case Study—Estate Planning
For many taxpayers, the months leading up to the resolution of the so-called “fiscal cliff” in late 2012 led to planning maneuvers designed to reduce the impact of the impending estate and gift tax rate increases—moves that often involved taking assets out of the taxpayer’s control and into a trust vehicle established for the benefit of the taxpayer’s heirs.  One of these planning strategies was to move stock that was expected to appreciate in value into a grantor retained annuity trust (GRAT) in order to minimize transfer taxes.  Of course, the fiscal cliff debate resulted in transfer taxes remaining largely the same and the estate and gift tax exemption levels being permanently fixed at $5 million (as adjusted)—leading many taxpayers to wonder why they transferred assets to trust in the first place.

Your client, Erin, transferred significant stock holdings into a GRAT established for the benefit of her children and designed to reduce her gift tax liability to zero.  While Erin is a high-income taxpayer, she does not expect her total estate or lifetime giving to exceed the current exemption level ($5.43 million in 2015).  She also worries that the stock transferred to the GRAT may have peeked in value given the favorable stock market conditions of the past year.  Erin knows that her GRAT is locked into place, but wonders if there might be some way to regain control of the stock in order to both protect the appreciated value of the trust assets for her children, but also remove the risk of the stock value dropping.  How do you advise? 
Expert Analysis Using Tax Facts Online
Erin’s situation is not unique—many taxpayers who established GRATs are now experiencing seller’s remorse with respect to the assets that have been allocated to these vehicles—especially if the GRAT was funded with appreciating stock.  While the GRATs themselves are locked in place, there may still be a way out—if the conditions are right, these taxpayers may be able to retrieve and reallocate the stock assets that may be best suited for other uses given today’s market conditions.

Tax Facts Online can help navigate the rules applicable to these trusts.  As Question 8871 explains, a GRAT combines a trust that is established for a certain predetermined period of time with an annuity that pays the trust creator (the grantor) a set value each year of the trust’s existence. This annuity payout is the taxpayer’s retained interest. The remaining value passes to the taxpayer’s beneficiaries, and, thus, out of his or her estate—thus providing a useful tool for estate and business succession planning purposes.

The value of the taxable gift to the GRAT beneficiaries is equal to the fair market value of the property transferred into the GRAT minus the taxpayer’s retained interest. The taxpayer’s retained interest is the actuarially calculated value of the annuity stream he or she will retain over the GRAT’s life based on the Section 7520 rate in effect for the month in which the GRAT is created. 

As in Erin’s case, the goal is often to structure the GRAT so that the taxpayer’s retained interest equals the fair market value of the property at the time it is transferred to the GRAT.  This reduced Erin’s gift tax liability to zero, allowing her to transfer the appreciated value of the assets to her beneficiaries gift-tax-free.  The strategy works particularly well in the case of appreciating stock, because it allows the taxpayer to “freeze” the value of the stock for transfer tax purposes.

Whatever the value of the GRAT strategy, the fact remains that once the GRAT term is established, it generally cannot be changed—market conditions, however, are not so predictable.  Many taxpayers have seen stock that’s been transferred into a GRAT appreciate substantially over the past year, and may fear that currently strong equity markets are set to take a dive—making a current sale desirable in order to preserve the appreciated value of the stock.

Fortunately, like many GRATs, Erin’s trust contains a provision that allows her to replace GRAT assets with a different set of equally valued assets (often consisting of cash, promissory notes or even other appreciable stock).  

Replacing highly appreciated stock in a GRAT with equally valued assets will protect the appreciated value of the stock for Erin’s children.  In the alternative, if the stock value is expected to continue rising, Erin could choose to both protect the GRAT value for her children and retain any further appreciation in value for herself.

Further, like Erin, for taxpayers who established GRATs to protect themselves against a transfer tax hit brought about by the “fiscal cliff” of January 1, 2013, the gift and estate tax planning goals that motivated them to create the GRAT may no longer exist because of the now-permanent $5 million exemption ($5.43 million in 2015).  These taxpayers may wish to remove the stock from the GRAT simply to reclaim control over those assets.
While the reasons for undoing any planning strategy can be as varied as the reasons for creating that strategy in the first place, for many taxpayers, the knowledge that they have options that can help manage changing market—or personal—conditions can prove invaluable.

Thumbs up/Thumbs down

What are your thoughts on:

1. Whether employers should make annuities the default investment for employees’ 401(k) balances absent an affirmative investment election made by the employee?
a. Bloink: We should be educating employees about the option and its benefits—as well as its burdens—so that they can make the best possible decisions, considering individual factors.  For some taxpayers, however, investing 401(k) funds in an annuity may be the smartest solution—especially for those who don’t otherwise have the funds available to purchase a guaranteed income source for retirement. THUMBS UP
b. Byrnes: If an employee doesn’t make his or her own election, then yes, an annuity should be the default investment.  If a third party is making the choice, the election should be one that provides secure, guaranteed income if at all possible. THUMBS UP
2. The impact of the ACA on HSA contribution levels?
a. Bloink: Recent studies show a decline in HSA contribution levels, and this does have something to do with the ACA.  Reduced HSA contributions can be attributed to higher premium levels—both employers and employees will fund basic health insurance premiums before contributing to an HSA to cover added expenses.  Importantly, however, recent IRS guidance notes that pre-tax HSA contributions will likely be counted in determining the cost of health coverage for purposes of the “Cadillac tax” on high cost health care—another factor that may be leading employers to reduce their contributions, a trend we may continue to see as the 2018 effective date approaches.  THUMBS DOWN
b. Byrnes: Of course the ACA has had an impact.  Premiums have increased and taxpayers probably expect more increases to come.  Employers (especially smaller and middle sized employers that previously did not provide coverage) need to ensure that they can provide basic health insurance before offering optional benefits like HSAs, despite the tax benefits to these accounts, to avoid potentially steep penalties. THUMBS DOWN
3. The use of self-insurance among smaller employers?
a. Bloink: In the right situation, it could work to provide the small employer with a greater sense of control over costs, but the risks are still there.  Even when combined with stop loss insurance, self-insuring can cause problems for small business owners who experience large claims in a given year because the risk (and resource) pool is so much smaller than with a large employer.  While it’s an interesting idea, caution is definitely called for. THUMBS DOWN
b. Byrnes: Higher health premium costs are bringing us to this point.  Employers with younger, healthier employees can save a bundle using self-insurance, which is now actually being made available to them by the major carriers.  For companies looking to avoid some of the new ACA requirements, self-insurance can be a winning option. THUMBS UP
