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TRUSTS AND TAXES

Every wonder why people put some or all of their assets into trusts? Some affluent financial
consumers use trusts for their estate tax advantages, but anyone can benefit from the privacy
and control a trust can offer. Here’s what you need to know.
TWO BASIC TYPES

There are dozens of different types of trusts,
but they fall into one of two categories:
revocable or irrevocable. As their names
imply, you can revoke the conditions
of a revocable trust, but usually
can’t change the terms of an
irrevocable trust.

This difference matters
greatly if you’re looking to
reduce estate taxes,
because only an
irrevocable trust can
shield your estate
from them. While
recent changes have
greatly increased
the federal estate
tax exemption,
many states still
have much
smaller
exemptions. Note that for either type of trust
to shield your assets from taxes or the public
glare of probate, you will need to give
ownership of the assets to the trust.

Within these two categories, there are
separate trusts meant specifically to shield
your home, life insurance benefits and future
charitable contributions. Other trusts can

preserve a deceased spouse’s estate tax
exemption, fund the expenses of a specialneeds child and pass tax-advantaged assets
to grandchildren.

CONSIDERATIONS

Those who prefer a revocable trust
typically do so for the flexibility to
change its terms. However, in addition
to not shielding assets from estate
taxes, this type of trust doesn’t
protect against creditors’ claims.
An irrevocable trust will
accomplish these
two things, but
changing its terms
can be next
to impossible.
Still, an irrevocable
trust may be the
appropriate choice
for a family with
significant assets.

If you believe a trust may work for you, first
understand the costs and consequences of
creating a trust and putting assets into one.
An estate planning attorney can help you
draw up a trust for anywhere from a few
hundred to a few thousand dollars,
depending on its complexity.
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Continuing the
Family Business

If you have an asset-rich, cash-poor
family business that you hope will
eventually pass to loved ones, putting
the entity into the right type of trust
may spare your heirs from needing
to conduct a fire sale to distribute
the assets.

Flexible Vehicle

A properly written trust should allow
the business owner to transfer assets
to and from the trust in order to meet
business needs. After the trust grantor,
who is usually the business owner,
dies, the trust terms will dictate which
family members receive the business
assets. Without the right type of trust,
a cash-poor business may have to
liquidate its assets so heirs can pay
potential taxes.

Tax Consequences

Business assets in some types of trusts
may also be subject to income taxes.
Work with your tax and estate planning
professionals to learn more.

WHEN SAFE IS BEST
When investment markets are volatile or declining, investors and savers flock to more predictable, less volatile instruments
like money market mutual funds, bank money market accounts and bank Certificates of Deposit (CDs). But these savings and
investing vehicles are not the same.
CERTIFICATES OF DEPOSIT

balances and fewer check-writing restrictions than bank
money market accounts.

YOUR CHOICE
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CDs are insured by the Federal Deposit Insurance Corporation
(FDIC) up to $250,000 per person, may pay the highest interest
rates of the three and are less liquid than money market
alternatives. The longer the term, the higher the rate you’ll get
in return. A CD can be a good spot to earn a few dollars for a
short period of time, but beware of early withdrawal penalties.

A savings account may be best for immediate access to all
of your money, but if you want to earn a little more, you might
consider the two money market alternatives.

MONEY MARKET ACCOUNT

Backed by the FDIC as CDs are, a bank money
market account may offer different levels of
interest rates depending on the balance you
maintain. This account may restrict how many
checks you can write per month, and it usually
pays a lower rate than savings accounts in
exchange for more flexibility. This can be a good
parking spot for emergency funds that need
quick access.

MONEY MARKET FUND

A money market mutual fund pays interest,
but could have higher fees than its
alternatives. No mutual fund has the benefit
of the FDIC’s $250,000 guarantee per
depositor, per insured bank, for each account
ownership category. While mutual fund
companies try to maintain money market
share prices at $1 a share, they can lose
principal. They may, however,
allow lower minimum
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William’s business is
tourist-dependent and
earns most of its money
during the warmer
months. He has always
filed his tax return based
on the calendar year, but
would like to change it
to a fiscal year ending in
October. What does he
need to do?

First, William should make sure he is eligible. The
IRS says if you file your first return using the
calendar tax year and later become a sole
proprietor, a partner in a partnership or a
shareholder in an S corporation, you must
continue to use the calendar year unless you get
IRS approval to change it or meet one of the
exceptions listed in its Form 1128 instructions.
You must adopt the calendar year if, among other
reasons, you don’t keep books or records, have no

annual accounting period or your present tax year
does not qualify as a fiscal year.

William may even qualify for automatic IRS
approval to change his tax year. A tax professional
can help determine that as well as whether
changing the tax year is the right course of action.

Client Profile is based on a hypothetical situation.
The solutions we discuss may or may not be appropriate for you.

HOW TO TAKE
TAXFRIENDLY RMDs
Before you retire, consider planning for your required minimum distributions
(RMDs). This can be more complicated than you imagine if you have significant
retirement assets in qualified plans, such as 401(k) accounts and IRAs, but you can
achieve a tax-friendly result with a little planning.
EASING THE BITE

Generally, you must begin taking RMDs
by April 1 of the year after you reach
age 70 ½ and by December 31 of each
subsequent year. Your tax professional
can help you determine your RMDs,
which typically are calculated
by dividing the balance
subject to RMDs by your life
expectancy.

Use the years before age 70 ½ to help ease
the potential size and subsequent tax bite
on eventual RMDs. For example, consider
converting some traditional IRA assets to a
tax-free Roth IRA during lower-income
years, to limit the future income tax bite
(you’ll pay ordinary income tax upon
conversion).

Q

Q &A
I just inherited a large amount
of money. Will I have to pay
income and estate taxes on
the funds?
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KNOW THE RULES

••••

Different rules apply
if your spouse is the
sole beneficiary and
at least 10 years
younger than you.
Stiff tax penalties
apply on RMD
amounts not taken.

A

Or invest some IRA money in a
Qualified Longevity Annuity Contract
(QLAC), which can delay required
payments for several more years.
Deducting up to 60% of your adjusted
gross income annually for
charitable contributions can also
help reduce the tax bite.

Q

KEEP THEM
OR DUMP THEM?

How long should you keep your business income tax records?
RULE OF THUMB

ODDS AND ENDS

In most cases, three years should be
sufficient, according to the IRS.
However, this statute of limitations
goes out the window if you don’t report
more than 25% of your gross income
on a return, file a false return or don’t
file at all. You must keep your records
indefinitely in the latter two cases.

Keep tax records for three years from the
date you filed your original return or two
years from the date you paid the tax,
whichever is later. If your business owns
property, keep your records until the
period of limitations expires for the year
in which you disposed of the property.
Other terms apply for
non-income taxes,
such as employment
taxes. Work with your
tax professional to
make sure you follow
the rules and keep the
records you may need
in case Uncle Sam
wants more
information from you.

A

One of your first steps should
involve talking to a tax
professional to learn more about
your personal situation. You
typically won’t pay estate taxes;
the estate will, if tax is due.
But your state may impose an
inheritance tax on a portion of
what you receive. As important,
seek qualified financial advice and
consider working with an
attorney. Go slow, and consider
paying off debts first. After that,
look at financial vehicles such as
qualified retirement plans and
college savings plans to take care of
long- term financial goals in your
life.
I am considering adopting a
401(k) plan for my business,
but I heard something about
discrimination testing. What is
that?

Discrimination testing ensures
non-highly compensated and
highly compensated employees
in traditional 401(k) plans are
treated equitably. In other words,
contributions made for rank-andfile employees should be
proportional to contributions
made for owners and managers,
and testing must be done
annually. To avoid discrimination
testing, you might consider
adopting a safe harbor 401(k)
plan, for which you would have to
contribute 3% of compensation
for each employee, match 3% of
employees’ contributions and half
of their next 2%, or match 4% of
employees’ compensation.
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The general information provided in this publication is not intended to be nor should it be treated as tax, legal, investment, accounting, or other professional advice. Before
making any decision or taking any action, you should consult a qualified professional advisor who has been provided with all pe
pertinent facts relevant to your particular situation.
Great care has been taken to ensure the accuracy of the contents of this newsletter at press time; however, tax law and IRS guidance can change circumstances suddenly. Whole
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