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We don’t need to tell you that recent turmoil in the financial markets has negatively impacted the value of publicly traded financial institutions.  Shares of Wells Fargo are off 21% from its 52 week high, Bank of America down 39%, Citigroup down 63% and JP Morgan Chase down 22%.  We suspect many of you may be experiencing decreases in your bank stock valuations.  Over the same period, the IRS has been reducing key interest rates critical to successfully transferring wealth to subsequent generations.  This combination of reduced bank valuations and historically low IRS Applicable Federal Rates (AFRs) can take the silver lining of tough economic times and transform it into the perfect storm for effective wealth transfer.


Estate planning 101 tells us that it is better to transfer an appreciating asset before the appreciation has been realized in order to leverage the effect of the transfer.  We also know that because the current federal gift tax rate of 45%
 can be a barrier for some transfers, there are alternatives to outright gifts that can minimize the gift tax cost.  These techniques rely instead on the AFRs promulgated monthly by the IRS.


For our purposes, the most important AFRs are (1) the section 7520 rate, and (2) the short term, mid term and long term AFRs.  For the month of September 2008, these rates are respectively:


§7520 rate

4.20%


Short Term Rate
2.38%


Mid Term Rate
3.46%


Long Term Rate
4.58%


By implementing transfer techniques such as a Grantor Retained Annuity Trust (GRAT), a sale to an Intentionally Defective Grantor Trust (IDGT) or a Charitable Lead Annuity Trust (CLAT) you may be able to freeze the value of your bank stock at its current value, pass subsequent appreciation to your descendants, and do so at a cost significantly less than the 45% federal gift tax.


One common technique utilizes the GRAT, which is an irrevocable trust set up during the donor’s life.  Typically, a donor funds a GRAT with cash, or marketable or privately held securities, such as bank stock.  The trust pays a fixed annual amount (an annuity based on the §7520 rate) to the donor for a specified number of years.  When the term ends, the remaining trust property goes to the donor’s children.  If the donor survives the trust term, the taxable gift to your children is the present value of their future gift.  Because that gift is delayed, it is discounted for tax purposes to reflect the time value of money.  The lower the §7520 interest rate, the smaller the amount of the gift for tax purposes and the less impact it has on the donor’s gift and estate tax situation.  For example, a GRAT established in September, 2008 need appreciate over the term of the GRAT at an annual rate of at least 4.2% for this technique to generate a remainder that is distributed to the children free of additional gift tax.  Additionally, the value of the taxable gift is reduced by the extent of the reduced value of the bank stock; for example, if you are gifting $3,000,000 of  bank stock which has experienced a 40% drop in value, you are effectively saving $900,000 of gift tax by transferring this stock currently at its depressed value.  All of the appreciation from this point in time grows without incurrence of gift or estate tax at your death.

Another wealth transfer technique involves structuring the transaction as a sale of bank stock to an irrevocable trust (the IDGT) established by the donor.  The donor establishes the IDGT and seeds it with sufficient capital so that the IDGT can in turn purchase securities from the donor in exchange for a promissory note.  If structured properly, the distributions from the bank stock to the IDGT/shareholder are at least sufficient to pay the note payments to the donor.  The AFR for a transaction structured to last nine years or longer could take advantage of the 4.6% interest rate over the note term, thereby passing appreciation in excess of 4.6% to the donor’s children.  In addition, the IDGT contains powers that make the IDGT disregarded for income tax purposes as to the donor.  Any transactions between the donor and the IDGT are disregarded because the donor is treated as the “Grantor” of the trust for income tax purposes…thus, the “Intentionally Defective” title.  This well-tested, very legitimate technique results in the Donor paying the income tax for the trust, thus removing those dollars from your taxable estate as well.  Use of an IDGT can also pass appreciation to your descendants at gift tax cost less than the 45% rate. 


A third option, the CLAT, combines the leverage afforded by low valuation and low interest rates, with a donor’s charitable intent.  Like a GRAT, a CLAT is irrevocable.  The trust pays an annuity to a designated charity, (this could be a family’s private foundation) for a term of years, then distributes its remaining property to your children.  As with a GRAT, the children’s gift is discounted because they will not receive it until the trust term ends.  Here again, the lower the AFR, the smaller the present taxable gift.


All of these techniques will work with S-Corporation stock and of course would be subject to the same rules and regulations regarding change of control in your bank, and where charity is involved, excess business holding concerns.  We encourage you to consider the unique opportunities presented by low valuations and low interest rates to start or continue the succession plans for your bank.  Don’t let the silver lining escape before you use it to create the perfect storm for transfer tax planning.

� In addition to the Federal Gift Tax many states impose a state gift tax.  Be sure to consult with your tax and legal advisors about the applicable state transfer tax laws, both gift tax and estate tax, as they apply to your situation.





