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2006 YEAR IN REVIEW

OUR MISSION

AN OVERVIEW

It is with pleasure that we send you our 2006 Year
in Review newsletter. We know many of you look
forward to hearing about the latest changes in the
law, along with the estate planning techniques,
tools, and opportunities.

e On August 3, 2006, the Pension Protection Act
was ratified, providing some new planning
opportunities.

e Federal Estate Tax reform continues to be
debated in Washington, but with the election
results last November, all bets are off as to
what reform may look like.

We have been living under the various changes
mentioned in last year’s newsletter, so we will
comment on those. It is our hope that this will
serve as a reminder to our clients who have not yet
had an opportunity to come in to review and
update their estate planning documents.

THE PENSION PROTECTION ACT

On August 3, 2006, the U.S. Senate voted, 93-5, to
ratify the Pension Protection Act of 2006 (“PPA”).
The primary focus of the new law is to reform
defined benefit plans, but there are a few key
provisions of the PPA that are relevant to estate
planners and their clients. The new tax law
provides for permanency of the pension and
individual retirement arrangement provisions of the
Economic Growth and Tax Relief Reconciliation
Act of 2001 (“EGTRRA”). Following are the most
helpful provisions for you to be aware of:

NON-SPOUSAL ROLLOVERS OF
INHERITED QUALIFIED RETIREMENT PLANS:
Currently, only a spouse as a beneficiary of a
qualified plan or IRA could roll the benefits over
into his or her own IRA, and remain the
beneficiary, or transfer qualified plan benefits into
an inherited IRA. For distributions after December
31, 2006, the new tax law will allow the transfer of
qualified retirement benefits to inherited IRA’s by
non-spousal beneficiaries. Also, the new law
permits the post-mortem transfer of these plans to

inherited IRA’s which are held by trusts for the
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benefit of the non-spousal beneficiary. A trust as
beneficiary of IRA benefits can have very
powerful results. ~ We should review your
personal circumstances and goals to ensure that
your beneficiary designation meets those needs.

The transfer must be done by a direct trustee-to-
trustee transfer. It is important to point out that
the inherited IRA must be titled in the original
owner’s name, for the benefit of the beneficiary.

Example:  Mary Smith passes away on
February 1, 2007, naming her son, John, as
sole beneficiary of her 401k. John transfers
his mother’s 401k to an inherited IRA for
his benefit by a trustee-to-trustee transfer.
He titles the account “Mary Smith,
Deceased IRA for the benefit of John
Smith.”

If you prefer to use a trust as a beneficiary of
retirement assets, Mary could name a trust for
John as the beneficiary of her 401k as well.

The major benefit to John of having this option is
that he will then be able to take required
minimum distributions over his remaining life
expectancy. Under current law, John in all
likelihood would have to have taken out benefits,
either in the form of an annuity or in a lump sum,
or in payments not exceeding five years. A
beneficiary other than the spouse could not
transfer benefits to an IRA wunder any
circumstances.

TAX-FREE DISTRIBUTIONS FROM
IRA’S FOR CHARITABLE PURPOSES:
After many years of proposals that failed to pass
Congress, the new tax law finally permits some
taxpayers to make direct IRA distributions to
public charities without having to include the
distribution in gross income first. The new tax
law permits up to $100,000 to be contributed

 —

each year directly to a charity for the 2006 and
2007 tax years.

There are a few limitations affecting these
contributions:

e The transferor must be at least 70%2 on the
day of the transfer;

e The distribution will only qualify to the
extent that the distribution would have
otherwise been includable in gross income;

e The distribution must qualify under the
general charitable deduction rules of Section
170 of the Code;

e The distribution cannot be taken into account
for determining the “other” charitable
contributions to be allowed as a deduction
under Section 170 (that is, the distribution
cannot be added to adjusted gross income for
purposes of the adjusted gross income
limitation).

Example: Paul, age 80, has $130,000
of adjusted gross income in 2006. In
December, Paul directs the trustee of his
IRA to make a direct transfer of $50,000
to the Maine Community Foundation. In
this case, Paul is eligible to exclude
$50,000 from his gross income because
the IRA funds pass directly to charity;
the distribution would have otherwise
been included in Paul’s gross income;
and the donation would have otherwise
qualified as a charitable deduction under
Code Section 170.

Please remember that the transfer from the IRA
to the charity must be a direct transfer in order
for the distribution to qualify for the income
exclusion. The trustee of the IRA must draft a
check in the charity’s name.

Many of you have worked with us to better pass
on your “social capital” to the organizations of
your choice. These transfers will count toward




the required minimum distribution for the client
for that year.

Please note that the transfer cannot be to a
donor-advised fund, a private foundation, or a
supporting organization.

DIRECT ROLLOVERS OF QUALIFIED
RETIREMENT PLANS TO ROTH IRA’S:

In the past, if a taxpayer wanted to do a ROTH
IRA conversion, the taxpayer would first have to
roll the funds from a qualified retirement plan
(such as a 401k plan) to a traditional IRA and
then convert the traditional IRA to a ROTH IRA.
Now, under PPA, starting in the 2008 tax year, a
taxpayer is eligible to roll funds directly from an
eligible retirement plan to a ROTH IRA.

It is important to note that the income rule
governing ROTH IRA conversions, that is, the
$100,000 adjusted gross income limitation,
remains unchanged.

CORPORATE-OWNED LIFE INSURANCE:
Because life insurance proceeds are generally
exempt from income tax, some corporations
have purchased life insurance policies on their
employees, naming the corporation itself a
beneficiary. Sometimes this affected the amount
of insurance an employee could take out on
himself or herself.

STATUS OF

FEDERAL ESTATE TAX REFORM
Outright Repeal — looks unlikely in 2007 or
2008. Last spring the House of Representatives
voted overwhelmingly to repeal the estate tax.
However, the vote in the Senate came three votes
short (57-43) of getting the 60 votes needed to
bring up a vote for permanent repeal.

Today, the cost of outright repeal has
significantly increased from its projected cost in
2001. One of the leading reasons for the cost
increase occurs because the state death tax credit
that was gradually phased out between 2002 and
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2004 minimized the change in revenue passing to
the federal government following the changes
brought about by the 2001 Tax Act. Any future
legislation will be unable to repeal the state tax
credit again. Because of the repeal of the state
tax credit, the estate tax revenues to the federal
government did not decrease much from 2001
through 2004. The only estate tax revenues that
have significantly decreased are the amounts
going to the states.

In 2001, it was estimated that the total decrease
in federal revenue resulting from the estate tax
changes for the fiscal years 2001 through 2010
would be $84 billion. Of that amount, it was
estimated that a $54 billion reduction would
occur in fiscal year 2011. The Joint Committee
on Taxation estimates that making the repeal
permanent now by repealing the 2010 sunset
would cost $290 billion over the next 10 years,
even though it would not change current law
until 2011.

ADJUSTMENTS IN THE ESTATE AND GST TAX
APPLICABLE EXCLUSION AMOUNT

Last year, there were a number of discussions in

Congress focusing on alternatives to outright

repeal and instead increasing the applicable

exclusion amount and reducing the top marginal

rates. In 2005 the range of increases discussed
went up as high as $10 million per person.

This year it is more likely we can expect to hear
discussions in Congress of an applicable
exclusion amount of the “coupon” between $2
million to $5 million per person.

TOP MARGINAL FEDERAL ESTATE AND
GENERATION SKIPPING TRANSFER TAX RATES
Last year in Congress there were serious
discussions of permanently reducing the top
marginal rate of Estate Tax and Generation
Skipping (“GTS”) Transfer Tax to somewhere
between 15% and 35%. Senator John Kyl (R-
Arizona) is a strong advocate for a maximum
15% rate, and he is very influential on these




matters as he is a major proponent for significant
reductions in the impact of the Federal Estate
and GST Tax.

MoOST RECENT PROPOSAL:

H.R. 5970 was thought to have some traction in
Congress as far as making significant estate gift
and GST tax reform “permanent.” That bill
would have increased the unified credit against
the estate tax to an exclusion equivalent of $5
million and would repeal the sunset provisions
for the current estate and generation skipping
taxes.

The most significant change from a planning
perspective would be that provision that allows
for the “portability” of a spouse’s unused
exemption amount to the surviving spouse.
Attorneys have always tried to balance the
values of the assets owned by a husband and
wife in order to maximize the estate tax
planning. The problem would arise if the spouse
with the smaller estate died first. If the family
has appropriate assets, sometimes we have used
lifetime QTIP trusts in order to shift taxable
assets to the spouse with fewer assets, while
maintaining control. This strategy does not work
in all instances, however.

Example: Mary has $3 million in assets.
John has $1 million. If John dies first
under current law, leaving his estate to a
family trust, there is no tax when he dies,
but when Mary dies (in 2006-2008), there
is a taxable estate of $1 million, or a tax of
nearly $400,000. With portability, Mary
can use John’s $1 million unused
exclusion amount, with the result being
that there is no tax to the next generation.

In the meantime, it is essential that you review
your estate plan on a regular basis to ensure that
your planning goals are in sync with current tax
laws.

LIVING WITH THE MAINE
UNIFORM TRUST CODE

Last year, we described a number of the planning
opportunities available as a result of Maine’s
adoption of its version of the Uniform Trust
Code (“UTC”). We believe it is helpful to
review some of those examples:

Should your child be sole trustee of his or her
trust share if you have chosen the protection of a
trust for their benefit?

What level of information do you want your
beneficiaries to receive prior to their actually
becoming beneficiaries of the trust?

What does a “Trust Protector” do, who should it
be, and do you want to take advantage of that
planning option?

THE MAINE ESTATE TAX
If you recall the detailed discussion of the
coverage on the Maine Estate Tax plan in last
year’s newsletter, you will know that it is
important that your Will or Revocable Living
Trust be amended to accomplish those tax
savings.

Remember that Maine allows you to pay nearly
$1 million to someone other then your spouse,
while the federal amount is $2 million.

STATE_OF THE ESTATE REVIEW
We have always stressed the importance of
reviewing your estate plan on a regular basis in
recognition that estate planning is a process, not
an event. In light of the continual changes
occurring on both the state and federal level,
regular reviews remain essential to ensuring that
you are able to accomplish your planning goals
for yourself and your loved ones. The changes
present professional challenges for us as estate
planning attorneys as well as for our clients, and
we are committed to ensuring that you have the




opportunity to keep your estate plan updated.

Absent your request that we schedule a “State of
the Estate” review with you, we will not be
responsible for reviewing or updating your estate
plan to reflect changes in the law or for other
purposes. Please call us to schedule a “State of
the Estate” review to ensure that your existing
estate planning documents and beneficiary
designations are still appropriate, are up to date
with recent changes in the law, and meet your
planning goals.

Also, contact us to schedule an appointment to
talk about whether your Will or Revocable
Living Trust should be amended to take
advantage of the new opportunities created by
the Maine legislature and to ensure that there is
no Maine estate tax due at the death of the first
spouse.

Make sure your Revocable Living Trust, Durable
Financial Power of Attorney, and Advance
Health Care Directive are updated to be
compliant with the Health Insurance Portability
and Accountability Act of 1996 (HIPAA).
Revocable Living Trusts, Durable Financial
Powers of Attorney, and Advance Health Care
Directives routinely name a successor trustee or
agent to act on a person’s behalf in the event of
incapacity. In most estate planning documents,
incapacity is established by the written opinion
of one or more licensed physicians. To ensure
that a physician is able to issue a written opinion
to trigger the authority of a successor trustee of a
Living Trust, or an agent under a Durable
Financial Power of Attorney or Advance Health
Care Directive, we advise that the documents
contain provisions that address the requirements
of HIPAA.

If you have named your trust as beneficiary of a
retirement plan (most commonly an IRA, 401(k)
or 403(b)), ask us to review both the beneficiary
designation form and the trust provisions to
make sure that they are each appropriate to

-t

permit the retirement account benefits to be
distributed to the trust without unnecessarily
accelerating income tax.

If your personal residence is titled to your
Revocable Living Trust and you have not already
done so, we encourage you to add yourself, as
trustee of your trust (along with any co-trustee if
there is one), as an additional insured under your
homeowner’s policy. There should be no change
in the premium for adding the trustee as an
additional insured.

THANK YOU
Most important, thank you for letting us be
your estate planning attorneys. We take
seriously the trust that you place in us, and
we appreciate the opportunity to continue to
earn your trust.

Best wishes to you and your loved ones for
2007 to be filled with good health, prosperity
and peace.
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To ensure compliance with requirements imposed by the IRS,
we inform you that any tax advice contained in this
communication was not intended or written to be used, and
cannot be used, for the purpose of avoiding penalties under the
Internal Revenue Code or promoting, marketing or
recommending to another party any transaction or tax related
matter.
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