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Naming a Quarterback for Your
Estate’s Game Plan

When you develop your estate plan, you
should do more than determine how your
assets will be distributed at your death. You'll
have to rely on someone to carry out your
wishes efficiently. You should choose a com-
petent person, certainly, but you also should
choose someone who can be trusted to act in
the best interests of all your beneficiaries.

Electing an executor

In your will, you'll designate an executor to
handle the transfer of your assets to one or
more recipients. This person may be known
as the administrator or personal representa-
tive. By any name, your executor will be
responsible for locating your assets, distribut-
ing them per your expressed wishes, paying
off any debts you leave behind, filing tax
returns, etc.

If you're married, you probably will con-
sider naming your spouse as executor of your
estate. In fact, your spouse might be upset
if you choose someone else. However, you
could be making a mistake if you designate
your spouse. In many cases, a surviving
spouse is so distressed by the death of a hus-
band or wife that she or he can't fulfill all of
an executor’s responsibilities. What’s more,
if your spouse is about your age and you live
beyond official life expectancy, your survivor
may be physically or mentally frail when it’s
time to serve as your estate executor.

Often, an adult son or daughter is a better
candidate for estate executor. Other possi-
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Did You Know?

Through the first half of 2009,
U.S. stock funds had average
annualized returns of 0.45%
for the prior 10 years. During
that period, taxable bond
funds had average annualized
returns of 4.34%.

Source:
Morningstar
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bilities include siblings, nieces, nephews, or
close friends. Pick someone who lives nearby
because your executor may be dealing with
local banks and courts.

In many instances, the executor doesn’t
have to be knowledgeable about legal or
financial matters. He or she should be good
with paperwork and reliable in carrying out
responsibilities. Also, an executor who gets
along well with your beneficiaries may be
adept at dealing with any conflicts that arise
as your will’s terms are implemented.

Money matters

If you expect to have an estate that runs into
seven figures, you may decide to choose an
executor who is financially savvy as well as
detail oriented and congenial. With a sizable
estate, an executor might have to explain a dis-
claimer option to the surviving spouse or make
an election so that assets left in trust will escape
estate tax. An executor may have to hire a repu-
table appraiser in order to justify a low valua-
tion of illiquid assets for estate tax purposes.

Whomever you choose, make sure your
executor is well prepared. Review your assets
with the individual you’ve selected so that
he or she knows what you have and where
those assets are kept. Try to get your records
organized and let your executor know where
to find the paperwork.

Do you need to arrange payment for your
executor? Perhaps not, if your estate is fairly
simple. However, if your executor is expected
to do a great deal of work and won't be a
major beneficiary of your estate, you may
want to provide for some compensation in
your will. This could be a flat fee, hourly
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fee, or specified percentage of trust |
assets. j

If your estate is large enough to owe i
estate tax and the executor will be a |
major beneficiary, consider paying him i
or her as large an amount as you can
justify. Your executor might owe income i
tax at rates up to 35%, under current !

law, but your estate could deduct the
fees it paid. Estate tax rates are now 45%
on amounts over $3.5 million, so the
estate would get a tax deduction worth
45 cents for each dollar it paid out. If
future tax rates are similar to those in
effect today, the estate tax savings will
be greater than the income tax cost.

Finally, don't rely on one potential
executor. Always name one or more
backups in case your first choice is
unable or unwilling to serve. And be
sure to get the consent of possible
executors before naming them in your
will.

Surprisingly, Mortgage-Backed Securities Can Be Safe

Many people trace the current finan-
cial troubles to residential mortgages.
Default rates have risen and investors
in some mortgaged-backed securities
have had difficulty selling them. Major
financial firms have had huge losses
because of unwise commitments to
mortgage-backed securities.

Paradoxically, some investors in mort-
gage-backed securities have thrived
recently. Vanguard GNMA Fund, for
example, invests solely in mortgage-
backed securities. It returned over 7%
in both 2007 and 2008, followed by a
2.5% return in the first half of 2009.
American Century Ginnie Mae, Fidelity
Ginnie Mae, T. Rowe Price GNMA, and
USAA GNMA funds all have similar
holdings and posted similar results, give
or take a percentage point. Although
those returns were not spectacular, they
would have been welcomed by many
investors who lost heavily in 2008.

Ginnie Mae is the popular name for
the Government National Mortgage As-
sociation, often abbreviated as GNMA.
Ginnie Mae guarantees investors the
timely payment of principal and
interest on securities backed by loans
that are insured or guaranteed by the
Federal Housing Administration and
other federal agencies.

Many such loans are packaged into
securities that are sold to investors.
Consequently, when Hank Homeowner
makes a payment on his 6% home

mortgage, the payment eventually finds
its way into the pockets of investors
holding those securities. The securities,
known as Ginnie Mae pass-through
certificates, are backed by the full faith
and credit of the U.S. government.
There’s no credit risk to investors, so
Ginnie Maes haven't suffered from the
rising default rate on home mortgages.

The result is that Ginnie Mae mortgage-
backed securities have the same credit
quality as U.S. Treasury bonds. Yet Gin-
nie Maes pay higher yields to investors.
As of this writing, intermediate-term
Treasury securities with maturities in
the 5- to 10-year range pay around 2.5%—
3.5%. Ginnie Maes with comparable
duration yield 3.5%-4.5%.
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Safety in numbers

You can buy Ginnie Maes through a
broker. There may be complications,
however. As explained previously, a
Ginnie Mae investor essentially holds
a small piece of many mortgage loans.
When each homeowner makes his
or her monthly payment, the money
flowing through to investors includes
some principal along with the mort-
gage interest. As mortgages are refi-
nanced or redeemed when homes are
sold, investors collect large chunks of
repaid principal.

If you invest in a Ginnie Mae pass-
through certificate and treat each pay-
ment you receive as money you can
spend, you'll spend a partial return of
your original principal as well as the
interest income from your investment.
Alternatively, if you attempt to invest
the partial returns of your original
principal as you receive them, you’ll
be dealing with irregular amounts
that may be hard to place in desirable
investments.

Such concerns, as well as the com-
plexity of the mortgage-backed securi-
ties market, have led many investors
to participate through mutual funds.
There are many funds from which to
choose. Some invest only in Ginnie
Maes; others also invest in securities
issued by Fannie Mae and Freddie
Mac, government-sponsored enter-
prises with implicit federal support.
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When you invest in this type of fund,
you own many high quality mort-
gage-backed securities. Your returns
of principal are automatically rein-
vested in similar securities, and you
can choose to have interest income re-
invested as well. Current yields are
around 4.5%.

Negative thinking

There must be a reason why Ginnie
Mae funds pay 4.5% when mutual
funds holding Treasuries pay around
3.5%. There is: Investors in Ginnie Mae
funds receive higher yields to compen-
sate them for these funds’ higher risk.
Ginnie Maes face risk both when inter-
est rates rise and when they fall.

When interest rates rise, the market
value of Ginnie Maes decreases. A fund
yielding 4.5%, for example, becomes
less valuable when investors can get
5% elsewhere. Investors who sell when
interest rates rise may experience a loss.
On the other hand, if interest rates fall,
homeowners may refinance their mort-
gages—paying off their original mort-
gages. Lower interest mortgages replace
higher interest mortgages, and Ginnie
Mae funds’ returns drop. In addition, the
funds receive large influxes of cash from
the prepayments of original mortgages
that they must reinvest at lower rates.

Over long time periods, Ginnie Mae
funds have posted total returns higher
than funds focusing on intermediate-

term Treasury bonds. There’s no guar-
antee that this will be the case in the
future, but the history of Ginnie Mae
funds indicates they may offer rela-
tively high yields along with safety and
stability.

If you invest in Ginnie Maes or Gin-
nie Mae funds, the interest is fully tax-
able. In contrast, the interest from Treas-
ury securities is exempt from state and
local income tax. Therefore, if you in-
vest in Ginnie Maes, you might prefer
to hold them in a tax-deferred account
such as an IRA.

Gifts to Trusts Must Be Handled With Care

You can reduce your beneficiaries’ | may trigger gift tax. You might have to
| file gift tax returns and, if you already |

exposure to future estate tax by giv-
ing away assets you don’t need. Those
assets and any future appreciation
will be removed from your taxable
estate. Giving money to your daugh-
ter Kristi can be a simple process. But
what if Kristi is young and you feel
she’ll be tempted to spend that money
unwisely? Or what if Kristi is married
to someone you fear will gamble away
your gifts? For any number of reasons,
you might prefer to put money into an
irrevocable trust for Kristi rather than
make an outright gift to her.

Dealing with the gift tax
Unfortunately, transfers to an irrevoca-
ble trust may not qualify for the annual
gift tax exclusion, which is $13,000 per
recipient in 2009. To qualify, such gifts
must offer a “present interest.” That is,
the recipient must be able to get his or
her hands on the asset. However, often
the reason for making gifts in trust is to
keep the assets out of the trust benefi-
ciary’s easy reach.

If you give $13,000 to an irrevocable
trust for your daughter, that transfer

' have used up your $1 million gift tax 1

exemption, you might have

gift tax at a rate of 45% of the amount
transferred.

To make gifts in trust and avoid gift
tax consequences, you can follow the
“Crummey” procedure. This process is

to pay |

named after a precedent-setting court
decision in which the taxpayer pre-
vailed over the IRS. Here is how the
Crummey procedure might work:

Example: Ben Richards creates an
irrevocable trust and names his two
children as trust beneficiaries. Ben
names his sister Meg, a CPA, as the
trustee. Ben transfers $26,000 into the
trust. Meg sends notices to both trust
beneficiaries that state they have 30
days to withdraw up to $13,000 apiece.

Therefore, both beneficiaries have
the opportunity to access the assets
transferred to the trust. This gives them
a present interest in the transfer and
qualifies the gifts for the annual exclu-
sion. After 30 days, if no withdrawals
have been made, the $26,000 can stay
in the trust or be used by the trustee,
with no gift tax consequences.

If Ben's wife Lara joins in the gift,
the couple can move up to $52,000
worth of assets (twice $26,000) into the
trust this year, tax free.
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Permanent Life Insurance Offers Tax Benefits

When you buy life insurance, you
may be better off with term coverage.
Term life policies have relatively low
premiums because they pay only if
the insured individual dies during a
certain time period. You might buy a
20-year term policy, for instance, to
protect your family until your children
are grown. However, term insurance
might not be ideal for an indetermi-
nate need.

Example: Ken Collins wants to leave
his family business to his daughter
Amanda, his chosen successor. He also
wants to provide for his other daughter
Melanie. To equalize their inheritances,
Ken buys $1 million of insurance on
his life, payable to Melanie. Ken doesn’t
know when he'll die, so he buys perma-
nent life insurance.

i Cash accumulation i
! You'll pay much higher premiums for !
i a permanent life policy than for a term |
' policy. Some of the money you pay will i
! go into an investment account, often |
i known as the policy’s cash value. The i
! cash value is designed to accumulate !
i and provide funds for increasing life |
i insurance charges as you grow older. i
! Among permanent life insurance pol- |
i icies, there are three main types: whole i
! life, variable life, and universal life. All of !
| these varieties offer three tax benefits. |
i * Income tax-free death benefits. At i
! Ken Collins’ death, Melanie will col- !
i lect $1 million from the insurance i
! company. She won’t owe any income
| tax on that $1 million. Term life pay- |
i outs get the same tax treatment. i

¢ Tax-deferred accumulation. As
mentioned, permanent life policies
differ from term life policies because
the former include a cash value
account. If the cash value generates
income, as planned, that income
won't be subject to income tax.

¢ Tax-free loans and withdrawals.
When you own a permanent life
policy, you may take withdrawals and
loans. Withdrawals are not taxable up
to the amount you have paid in pre-
miums. You also may avoid taxes on
policy loans as long as the insurance
policy retains enough cash value to
satisfy IRS rules. You should be aware
that any withdrawals or loans proba-
bly will reduce the policy’s cash value
and death benefit.

Tax Calendar

OCTOBER 2009

October 15

Individuals. If you have an automatic six-month extension to file your
income tax return for 2008, file Form 1040, 1040A, or 1040EZ and pay any
tax, interest, or penalty due.

Employers. For Social Security, Medicare, withheld income tax, and
nonpayroll withholding, deposit the tax for payments in September if
the monthly rule applies.

Electing large partnerships. If you were given an additional six-month
extension, file a 2008 calendar year tax return (Form 1065-B).

NOVEMBER 2009

November 2
Employers. For Social Security, Medicare, and withheld income tax, file
Form 941 for the third quarter of 2009. Deposit any undeposited tax. (If

your tax liability is less than $2,500, you can pay it in full with a timely
filed return.) If you deposited the tax for the quarter in full and on time,
you have until November 10 to file the return.

For federal unemployment tax, deposit the tax owed through
September if more than $500.

November 10

Employers. For Social Security, Medicare, and withheld income tax, file
Form 941 for the third quarter of 2009. This due date applies only if you
deposited the tax for the quarter in full and on time.

November 16

Employers. For Social Security, Medicare, withheld income tax, and
nonpayroll withholding, deposit the tax for payments in October if the
monthly rule applies.

In accordance with IRS Circular 230, this newsletter is not to be considered a “covered opinion” or other written tax advice
and should not be relied upon for IRS audit, tax dispute, or any other purpose.

The CPA Client Bulletin (ISSN 1942-7271) is prepared by AICPA staff for the clients of its members and other practitioners. The Bulletin carries no official
authority, and its contents should not be acted upon without professional advice. Copyright © 2009 by the American Institute of Certified Public Accountants,
Inc., New York, NY 10036-8775. Printed in the U.S.A. Sidney Kess, CPA, JD, Editor. For AICPA customer service call (888) 777-7077 or visit www.cpa2biz.com.

|+




