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Reach your goals

This guide is designed for individuals, families, executives, business
owners, and retirees looking for financial guidance. We compiled our
wealth advisory articles to make it easy for you to gain insights on a
variety of related topics, including retirement, investing for the long
term, life insurance, estate and gift planning, business transitions,
risk management, and key tax information for 2014 and 2015.
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Planning for a
Meaningful Retirement
Begins With a Vision

by Cheryl Starman-Coombs

Nearly 10,000 Baby Boomers turn 65 every day, a trend
that the Pew Research Center says will continue for the
next 20 years. By 2030, a full 18 percent of Americans will
be at retirement age.

Some Boomers are wondering if they can afford to leave
the workforce; others are confident they have all the
financial resources they need. But money is only part

of the story. For members of both groups, the first step

in achieving independence from a career or business is
deciding what they want the years after retirement to look
like. Developing a vision for the future before addressing
finances can lead down a more rewarding path.

The way we were

The traditional view of aging in America has men and
women working until they are in their early to mid-60s,
then walking away from it all and beginning a life of leisure
and freedom. But for some, reality can be quite different.
Retirees often experience depression as they transition
from business ownership or a successful career because
their work defines a big part of who they are. It doesn’t
matter that they have plenty of money; many are at a loss
to decide who they want to become and what they want
to do with the rest of their lives.

Longer life expectancies are also challenging Boomers

to paint a new picture of their golden years. In fact, it is
common to hear men and women in their late 50s and
early 60s say that they are not ready to leave work. This
may not be out of necessity; it is often because they chose
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to continue working. Just “finding something to keep busy”
won’t do for those who have always been goal-oriented
and purposeful.

Choosing a path with a purpose

In order to help our clients start preparing for the next
chapter of their lives, we encourage them to make a list of
10 things they want to accomplish or achieve in their life.
These items do not necessarily have to be monetary; they
can be anything from setting up a nonprofit or foundation,
to learning a language, taking up golf or hunting, beginning
to knit or sew, or traveling.

If you have a partner, he/she should make a separate list.
After both are complete, create a third line-up of goals
you would like to reach together. When that’s done, share
your individual ideas and see where they are similar. The
exercise is designed to get you thinking about dreams that
you have put off because of time constraints or

other factors.

It’s one thing to talk about what you would like to do in
retirement and another to write it down and hold yourself
accountable. And there is always satisfaction in knowing
that you have accomplished what you set out to do.
Creating lists helps you build a framework for how you
want to spend your time and ensures that your values
align accordingly. The lists also provide guidance as you
identify your desired spending needs in retirement. Clearly,
traveling to Africa or Europe, or studying pottery in China
will take more resources than learning a language or golf.
Knowing your projected spending ahead of time allows you
to prepare for the retirement you want and to make the
necessary changes before it is too late.

Of course, you’re not going to be able to hit all of the curve
balls that life throws at you, so it’s best to keep your vision
flexible. At some point your health or other factors may
come into play, diverting you from your original course. Be
willing to make adjustments, and seek advice to help make
sure you’re on the right track.

What to do about the business

By the time you leave full-time employment, you will

have spent 40-plus years establishing a working legacy.
Developing a vision for the post-career years won’t take
nearly as long, but it’s going to take more than a few hours
or even a few days. We're talking about the rest of your
life, so thoughtfully weighing options is vital to drawing the
right conclusions.

When you begin the process, give yourself (and your
partner) time to think about your future. This is especially
true if you are a business owner. In Dancing in the End
Zone: The Business Owner’s Exit Planning Playbook,
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author Patrick Ungashick estimates that about 9 million

of America’s 15 million business owners were born in or
before 1964. That means millions will soon be in a position
to transfer business ownership. Unfortunately, Peter
Christman, founder of the Exit Planning Institute, estimates
that about 75 percent of business owners don’t have an
exit plan.

Business owners will have additional questions to consider
regarding the transition of a business such as:

e Sell it to family members, or a third party
¢ Gift outright to family members
e Create a plan that combines a sale and gift

If you are contemplating a transition to family members,
you should consider utilizing a trust. It is important

that you consider the permanency and income tax
implications of different types of trusts for yourself and
the beneficiaries. Understanding the cash flow from each
of these options is critical, in addition to making a decision
on how you will or will not stay involved in the business.
You could remain the majority owner, but turn day-to-
day operations over to a management team. Maybe you
will work part time or as a consultant. These types of
arrangements are a compromise between involvement
and income, but may be the best route for you to achieve
your goals.

Looking forward with confidence

Whether your idea of retirement includes working,
volunteering, traveling, or some other activity, it will
require a shift in the balance in your current life.
Articulating your own unique vision is the first step
forward. Once you have established a road map and
understand the kind of lifestyle you want to retire to,
you can build a financial plan that aligns with your
retirement dreams.

Cheryl Starman-Coombs, CPA, CFP®, Principal
CliftonLarsonAllen Wealth Advisors, LLC
cheryl.coombs@CLAconnect.com or 612-376-4520
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Achieve Your Retirement
Vision: Focus on What
You Can Control

by Dale Skogstad and Andy Frye

How much is enough to retire? This seems like a simple
question and ideally there would be a tried-and-true
method for coming up with a specific dollar amount that
assures you many comfortable and productive post-
employment years. However, there are many variables
outside your control that make this question much more
difficult to answer, for example, investment returns,
inflation, and monetary and fiscal policies.

Instead of focusing on what you can’t control, it’s often
better to focus on those things you can control.

Our article titled “Planning for a Meaningful Retirement
Begins With a Vision” discusses how Baby Boomers might
address the qualitative issues relating to their retirement
by answering questions about specific goals. The next
step is to look at quantitative factors, or more specifically,
determining how to turn your vision into reality. This
means employing planning and investment strategies that
can help maximize your chances of providing for your
retirement needs — regardless of what the uncertain
future may bring.

Live within your means

Ensuring that your nest egg is able to support you during
retirement means making sure you are living within

your means. In other words, keep the withdrawals from
your portfolio to a sustainable level. Studies suggest

that by limiting annual withdrawals to 4 — 5 percent of a
portfolio’s value, it is less likely that you will exhaust your
assets during your lifetime.
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Generally, this can be a way to gauge whether you are
living within your means. Reducing your expenses to a
sustainable level may not be your first choice, but it’s at
least something you can control. You'll probably agree that
the sacrifice is preferable to having anxiety about running
out of money or taking more risk than you can afford,
which could make the situation worse.

Manage risk in your portfolio

In constructing your investment portfolio, focus on
diversification without taking on more risk than you are
comfortable with or need. This is especially important in
light of the historically low interest rates over the past
few years.

The lack of yields on cash and shorter term fixed income
investments make it difficult to get reasonable yields
without taking too much risk. There is temptation to
take on more risk than you otherwise might in order

to generate returns. While this may be appropriate in
some situations, risk should still be evaluated carefully so
you don’t take on more than you are able to bear both
mentally and financially.

It’s also important to consider the impact of negative
returns during retirement. In our article “Your Investment
Portfolio, Market Volatility, and the Sequence of Returns,”
we describe the effect that the timing of investment
returns has on the value of a portfolio, especially during
the distribution phase. Unfortunately, investors cannot
control the order in which returns are generated by capital
markets. As noted in the article, significant negative
market returns, especially in the early years of retirement,
have a dramatic impact on how long a portfolio might last.
A well-diversified, risk-managed portfolio will minimize
your chances of this occurring.

Consider using annuities to transfer risk

Annuities are a popular strategy that allow you to shift
investment risk to an insurance company, and in return,
receive a stream of payments for a set number of years or
for life. Annuities are typically either fixed or variable.

With a fixed annuity the insurance company controls
the investments and you get a predetermined stream
of payments in return. A variable annuity allows you

to control the investments and the insurance company
typically guarantees a minimum annuity payment.
Although variable annuities can be expensive, they may
be a good option for a portion of the retirement funds
of retirees who want to invest in riskier securities, but
still have some risk protection from the guaranteed
annuity stream.
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Tax efficient distributions

It’s also important that you distribute your investment
assets in a tax-efficient manner. By managing the amount
of distributions between your pre-tax investments (IRAs
and 401(k)s) and after-tax investments, you may be able
keep from pushing yourself into a higher tax bracket in any
given year. This will help stretch your retirement assets
further regardless of your investment returns. Having

a mix of both pre-tax and after-tax investments provides
you with flexibility to better manage your tax situation
during retirement.

Maximize your Social Security benefits

Many retirees are typically near the age of eligibility

to begin collecting Social Security benefits. Decisions
regarding Social Security benefits can be among the most
important that retirees control and should be thoughtfully
considered. Generally, the most important decision
revolves around when to begin taking benefits between
age 62 and 70. For married couples, there are a number
of sophisticated strategies to maximize benefits and
potentially provide greater longevity protection for the
surviving spouse.

While the transition to retirement can be a challenge
for some, being proactive about strategies you can
control — and not focusing on a future you can’t
control — should allow you to live your retirement
vision with greater confidence.

Dale Skogstad, CFA, CFP®, Senior Wealth Advisor
CliftonLarsonAllen Wealth Advisors, LLC
dale.skogstad@CLAconnect.com or 612-397-3105

Andy Frye, CPA, PFS, CFP®, Principal
CliftonLarsonAllen Wealth Advisors, LLC
andrew.frye@CLAconnect.com or 612-376-4533
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managing their investments. However, through prudent
portfolio construction we can attempt to produce more
consistent returns with less volatility. This basic example
demonstrates how a well-run, disciplined investment
strategy can produce a favorable outcome by minimizing
the risks associated with retiring into a bear market.

A 30-year example of why the sequence of returns

is critical

Let’s start our example with a hypothetical portfolio of $2
million in year one of retirement (Figure 1). We will also
pick a specific 30-year period of stock market history, 1979
— 2008, which is chosen to illustrate the importance of the
sequence of returns. In the first year, the client decides

YO u r I nve Stm e nt to take a 4.5 percent initial withdrawal (a modest and

sustainable withdrawal rate according to some advisors).

PO rtfo I | 0, M a rke‘t Each year in retirement, the individual will increase the

annual distribution amount based on the prior year’s rate
VO I atl I Ity a n d th e of inflation. For example, the second year withdrawal
7 would be about $95,670 ($90,000 X 1.063 to account for
6.3 percent inflation in 1979). The third year withdrawal
S e q uence Of R eturns would be about $101,300 ($95,670 X 1.059). This pattern
continues throughout the 30 years of retirement. To
by Nate Kublank emphasize the impact sequence of returns can have on an
investor’s experience, let’s assume the individual decides

to invest the entire value of the portfolio in the domestic
large cap equity market.

The impact of our investment policy is based on
compounding positive returns and minimizing the
frequency of losses. Unfortunately, investors have

no control over the order in which the markets will From 1979 — 2008, the stock market (as measured by the
generate returns. This risk is especially concerning to S&P 500) returned 10.99 percent per year. As some may
investors who are in or near the distribution phase of recall, 1979 was a good year in the market, as was most

Figure 1: A Different Ending Value Experience

Ending values of a hypothetical portfolio of
100 percent large cap equities (30 years — 1979 — 2008)
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of the following decade. Only one year between 1979

and 1990 (1981) was a losing year for the S&P 500. If we
assume our investor retired into this bull market in 1979
and uses the 4.5 percent initial withdrawal plus a raise for
inflation each year, the portfolio will generate over $5.6
million in total withdrawals over the 30-year period (Figure
2). In addition, the value of the portfolio at the end of
2008 would have exceeded $23 million (Figure 1). It goes
without saying — this would be a pleasant experience.

To emphasize that we (nor any other investment advisor)
have no control over the sequence of market returns,

we’ll contrast this scenario by looking at the exact same
30-year period of returns. This time, however, we simply
assume the annual returns were achieved in reverse

order. Working backwards, the client retires in 2008 (I'm
sure | don’t have to remind most of you what the market
did in 2008) when the market was down sharply. As you
might expect, the initial 4.5 percent withdrawal, combined
with significant loss of investment capital, creates quite

a drawdown of portfolio value in the first year. In the
seventh, eighth, and ninth years of retirement (in this case,
years 2002, 2001, and 2000) were also all substantial down
years in the market. Again, we're looking at the exact same
30-year time period, with the exact same 10.99 percent
average annualized rate of return, and the exact same
volatility. However, since there was a significant loss of
value in year one, followed by further loss of value in years
seven to nine of retirement, the dollar-value experience
for this investor is much different. Total cash-flow derived
from the portfolio under the exact same withdrawal

pattern accumulates to about $1.7 million (Figure 2),
and the portfolio is completely exhausted in year 13 of
retirement (Figure 1).

How can one period of time, which generates the exact
same annualized rate of return with the exact same level of
volatility, create such a different result? It all comes down
to the sequence in which the returns are achieved. In the
reverse order scenario, the early years draw the portfolio
down so deeply, that the latter years more favorable
returns (applied to much smaller portfolio values) can’t
make up for the early losses and withdrawals. This stresses
the importance of one of our most vital investment
philosophies: Seek portfolio construction and investment
strategies that have higher probabilities of compounding
positive returns, and which are intended to lessen the
probability of compounding losses.

Applying sequence of returns to portfolio construction
We attempt to carry out this philosophy by constructing

a well-diversified portfolio of different asset classes, and
prudently monitoring the allocation to minimize the risk of
steep and/or frequent losses. To illustrate, let’s look back
to the reverse return order scenario where the client ran
out of money in year 13 of retirement. If we simply modify
the allocation to include 50 percent large cap stocks and
50 percent long-term bonds, we create a scenario where
the investor would draw in excess of $5.6 million from the
portfolio, and end the 30-year period with a $2.8 million
portfolio value. Not as favorable as the actual return

order outcome of the all-stock portfolio, but drastically

Figure 2: A Different Income Experience
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better than the reverse return order result of the all-stock
portfolio — all by simply adding one additional asset class
to the investment mix. Even more interesting is the fact
that the 50/50 portfolio mix generated a lower annualized
rate of return than the 100 percent stock portfolio. In this
case, a lower, yet more stable annualized return stream
produced a sustainable portfolio.

Now imagine the impact of adding many different asset
classes with disparate return streams intended to minimize
losses. We feel that this disciplined approach to portfolio
construction puts investors in the best possible position

to weather unpredictable market return streams, creates
more consistent results, and takes advantage of the long-
term compounding of positive returns.

How we can help

The next time you’re attempting to evaluate the
performance of several different investment managers, be
sure to look beyond the annualized rate of return figures.
The exact same average rate of return in one case can
produce a vastly different outcome in another time period.
This is precisely why we feel that you can mitigate the
effects of a volatile market with a thoughtfully constructed
portfolio and holistic financial planning in order to provide
a high probability of meeting your future cash-flow needs
and leaving a legacy for the next generation.

1Reverse return order replicates a bear market followed by a bull
market. Analysis occurs in hindsight, bull and bear markets cannot be
predicted. Please see endnotes for information about this illustration.
It is not possible to invest in an index. Hypothetical examples

are shown for illustrative and educational purposes only. Past
performance is no guarantee of future results.

’The use of 4.5 percent for this illustration is not a recommendation
of a particular rate; financial advisors and clients should determine
the appropriate rate based on individual client situations. Reverse
return order replicates a bear market followed by a bull market.
Analysis occurs in hindsight, bull and bear markets cannot be
predicted. Please see endnotes for information about this illustration.
It is not possible to invest in an index. Hypothetical examples

are shown for illustrative and educational purposes only. Past
performance is no guarantee of future results.

Nate Kublank CFP®, CPWA®, AEP®, Senior Wealth Advisor
CliftonLarsonAllen Wealth Advisors, LLC
nate.kublank@CLAconnect.com or 608-662-8647
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How Domicile Is a

Wealth Factor When You
Retire to Another State

by Kara Kessinger

If you are considering retiring to a state other than where
you currently live, understanding where you are a legal
resident is critical to mapping out your financial plan.
There are two key elements to residency: your domicile
and where you actually spend your time. Understanding
these concepts impacts where you pay income tax and
other personal financial matters.

Domicile defined

Domicile, also called your “state of legal residence,” is your
true, fixed, permanent home. It is the place where you
intend to return when you are away. Even if you have more
than one home, you will have only one domicile. You do
not apply or register anywhere; it is based on facts

and circumstances.

Your domicile is the first factor that determines your
residency. If you are domiciled in a state, you are a resident
of that state. Therefore if you are trying to change your
residency, know the facts and circumstances that drive
your state of domicile and put them in place as soon as
possible.

Your domicile affects the following:

1. Your liability for state income taxes

2. Your eligibility for certain state benefits, such as
in-state tuition rates, disability benefits, and
Medicaid benefits

3. The jurisdiction where your will is probated
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Domicile requirements

There are two residency requirements: you must be
physically present in the state, even though you aren’t
mandated to be there for a specified length of time; and
you must aim to make the state your permanent home.
Some states have an exception to the physical presence
requirement. If you marry a person domiciled in another
state, you may be able to claim your spouse’s state of
domicile as your own, even if you never go there. Because
the intent to reside in any state is subjective, only you can
know your true intentions. Your actions and conduct can
demonstrate to others whether you have shown intent.
The U.S. Supreme Court has suggested to other courts
that are deciding on domicile issues to consider the
following factors:

e Current residence

e Voting registration and voting practices

e Location of spouse and family

e Location of personal and real property

e Location of brokerage and bank accounts

e Memberships in churches, clubs, unions, and
other organizations

e Location of your physician, lawyer, accountant, dentist,
and stockbroker

e Place of employment or business

e Driver’s license and automobile registration

e Payment of taxes

Additional factors to include:

e Where you spend the most time with family and friends

e Citation in wills, testaments, and other legal documents

¢ Location of safe deposit boxes used for family records
and valuables

e Location of your autos, boats, and/or airplanes and their
registrations

e Location of the items that you consider near and dear
(jewelry, family heirlooms, works of art, etc.)

¢ Telephone services at each residence, including the
nature of the listing, the activity, and the service features

e Relative size of the home in your new domicile versus
your home in another location

Things to do to establish legal residence

e Change your permanent address to the new state and
use it for every form you fill out.

e Stop claiming any benefits to which you were entitled in
your former state of residency.

e Sell your former residence in the other state. If you
want to maintain a place to stay where you used to live,
consider leasing or purchasing a smaller residence than
the one in your new state.
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e Maintain records of where you spend your time during
the year.

e Register to vote in your new state.

e Transfer your vehicle titles and get a driver’s license in
the new state.

e Establish bank accounts in your new state.

e Update your estate planning documents to reflect your
new state of domicile.

Income tax return considerations

In addition, for income tax purposes, most states have
rules based on specific statutory criteria whereby you are
considered a “resident” if you have been physically present
in the state for a certain number of days (often greater
than 183 days) and/or if you own a place of abode in their
state. You can meet the test for residency in dual states by
having a domicile in one state but meeting the statutory
rules for residency in another state.

Your income may be taxed in your state of domicile, the
state where you earned it, or both. If you relocate on a
date other than January 1, you will probably have to file
part-year income tax returns in both states if they both
have income taxes. In some states, if you’re physically
present for a certain period of time, you’re liable for
income taxes in that state regardless of domicile. The most
important point to remember when claiming a state as
your domicile is to be consistent. Inconsistency is the single
biggest mistake you can make regarding domicile.

Any state will take you. It’s the state you are leaving that
doesn’t want to give you up.

If you want to change your domicile, be prepared

to convince the authorities of any state that may be
negatively affected by your move that you have truly
changed your state of legal residence. For instance, if you
move from a state with income and/or estate taxes to a
state that doesn’t have those taxes, you may be asked

by your former state to prove that you have legitimately
changed your domicile. The state will review the quality
and not the quantity of your facts and circumstances

to determine the validity of your claim. Most states
aggressively audit a change in residency when you are
leaving a state that imposes income tax and moving to a
state that does not. These audits require you to provide
extensive documentation on your whereabouts, including
detailed credit card bills, bank statements, travel logs, and
cell phone bills.

While residency is a factor when considering your
retirement, think broader and compare the overall tax
scenarios of the states for domicile consideration. In
addition, review the gift, estate, and inheritance taxes.
But in no case should taxes be the sole motivating reason.
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Focus on what you can control in retirement, and think
about your health and the health of your spouse, your
finances and financial commitments, and your desired
lifestyle. If your new location does not address these
three areas of concern, then you should consider

your alternatives.

How we can help

The residency rules are complex and this issue is often
contested by state taxing authorities. If a move is part

of your retirement plan, know the factors involved with
changing your state of residency and the time it takes to
put it all in place. Contact your advisor to understand these
rules and review your plans.

Kara Kessinger, CPA, Principal, Private Client Tax
kara.kessinger@CLAconnect.com or 267-419-1634
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" 1 don’t mind paying
Social Security taxes...

Retirement, Baseball,
and the Real Future of
Social Security

by James Clemensen

Baseball sage Yogi Berra is quoted as saying, “Half the lies
they tell about me aren’t true.” You could say the same
about Social Security. Some critics seem to only choose
statistics that support their notion that Social Security is a
government boondoggle facing imminent failure. The truth
is, at the venerable age of 79, Social Security is financially

sound enough to stay viable in some capacity in perpetuity.

What this means to someone planning for retirement
is that Social Security should be here when you need it.
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Unless some unforeseen disaster befalls the government
or the Social Security tax is repealed, benefits are going
to continue in one form or another. Some modifications
might be needed to keep the program’s existing promises,
but chances are good that there will be something there
when you retire.

Few people will dispute the popularity of this Depression-
era program. A 2013 survey by the National Academy

of Social Insurance (NASI) showed that 96 percent of
those currently receiving benefits say it is important to
their monthly income; 72 percent say that without Social
Security they would have to make significant sacrifices.

But 57 percent of those same survey respondents say they
are not confident in the system, and 69 percent of those
not yet receiving benefits say they are not confident that
all of the future benefits they are supposed to receive will
be available to them.

I think a few more Yogi-isms would be a great way to guide
us as we look at the finances and future of Social Security
and why it should be a part of your retirement planning.

“A nickel ain’t worth a dime anymore.”

The Social Security trust fund is intended to cover the
benefits promised to those who pay into it. The fund is
invested in special U.S. Treasury bonds issued when the
trust’s funds are loaned to other parts of the government.
The trust fund collects interest on those loans. Since Social
Security is a pay-as-you-go program, it can finance its costs
through a combination of dedicated revenue and trust
fund assets that are a distinct entity within the federal
budget and can be considered an independent
(off-budget) program.

In the Social Security Administration’s 2013 Annual Report
of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Federal Disability Insurance Trust
Funds, the trustees project that trust fund reserves will
continue to increase for the next several years, growing
from $2.7 trillion at the beginning of 2013 to $2.9 trillion
at the beginning of 2021. By 2021, annual costs will begin
to exceed total income, and trust fund reserves will begin
to decline. By 2033, the trust fund will be exhausted. At
that time income into the program via Social Security taxes
would only be sufficient to pay 77 percent of benefits
promised, and 72 percent of benefits promised by the end
of 2087.

“If you don’t know where you’re going, you might not
get there.”

So even if the trust fund were to be depleted and Social
Security could only pay out what taxes bring in, retirees
would continue to receive significant benefits. And the
changes to keep Social Security viable in its current form
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are much more realistic than generally made known. For
example, trustees have calculated that a Social Security

tax increase alone, from the traditional 12.4 percent
(employers and employees each pay 6.2 percent) to a
combined rate of 15.12 percent, would provide the funding
necessary to pay projected benefits for the next 75 years.

In addition, there are many small changes that would bring
Social Security into actuarial balance, though each change
individually resolves only a fraction of the deficit.

Strategy Impact

Index full retirement age to longevity Covers about one-fifth
of the actuarial deficit

Index cost of living adjustments
(COLASs) to the chained consumer price
index (which reflects substitutions that
consumers make within COLA)

Covers about one-fifth
of the actuarial deficit

Subject 90 percent of wages to the
Social Security tax, which would
increase the taxable earnings limit

Covers about one-third
of the actuarial deficit

The most practical changes to present law can be
reviewed with a calculator created by the Committee
for a Responsible Federal Budget.

“When you come to a fork in the road, take it.”
According to the NASI survey, factual information can
change a person’s concerns about the future of Social
Security. Just 18 percent of respondents knew that Social
Security would still be able to pay a reduced benefit in
2033. After learning that an increase in Social Security
taxes would ensure that the program could pay full
benefits for 75 years, the number of survey participants
who think Social Security financing is in a crisis dropped
by half, while those who think it is a manageable problem
increased by two-thirds.

Greater education will help people understand that Social
Security is sustainable, and is likely to be supported in the
voting booths judging by the high percentage of Americans
who agree with these statements:

e “l don’t mind paying Social Security taxes because it
provides security and stability to millions.” (84 percent)

e “Itis critical that we preserve Social Security even if it
means increasing the Social Security tax paid by working
Americans.” (82 percent)

e “We should consider increasing Social Security benefits.”
(75 percent)

¢ “Do not means-test eligibility for Social Security
benefits.” (74 percent)
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“It ain’t over till it’s over.”

The best time to secure Social Security is now; trustees say
that the sooner changes are enacted the less painful they
will be. For example, a combined Social Security tax rate
increase to 15.12 percent now would close the actuarial
deficit, but the Social Security tax rate increase would
have to jump to 16.50 percent if postponed until 2033 and
17.17 percent if postponed to 2087.

The issue may be forced to the forefront by a projected
2016 shortfall in the disability insurance (DI) component of
Social Security; Congress will need to reallocate revenue
between old-age and survivors insurance (OASI) and Dl as
it has done 11 times in the past. This may be lawmakers’
next opportunity to address long-term problems and
demonstrate that the rumors of Social Security’s demise
have been greatly exaggerated.

It appears that Social Security will remain a cornerstone
of the financial plans of most Americans. That seems
perfectly logical since the present value of a couple’s Social
Security benefits can be worth well over $1 million and
provide an annuity stream that protects against the risk
of outliving your money. But Social Security remains one
of those things that is beyond your individual control. To
achieve your retirement vision, it’s often better to focus
your attention on those things that you can control,

like living within your means, tax planning, and your
investment portfolio.

Yogi had it right when he said, “The future ain’t what it
used to be.” But if we can agree that your future will likely
include Social Security, then the next thing you need to do
is come up with a strategy for when to take it.

James Clemensen, CFP®, Wealth Advisor
CliftonLarsonAllen Wealth Advisors, LLC
james.clemensen@CLAconnect.com or 612-373-1404
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File and Suspend:
Maximize Social Security
With Spousal Benefits

by James Clemensen

Mark Twain didn’t mince words when he said, “All good
things arrive unto them that wait, and don’t die in the
meantime.” When it comes to Social Security, he couldn’t
have been more accurate; longevity is the primary factor
in considering when to take Social Security benefits. When
you understand the significant role that age plays in the
equation, it may cause you and your spouse to think about
(or rethink) your retirement plans.

Even if you expect to live into your 80s, Social Security
should still be there when you need it. Delaying your
application for benefits typically generates the greatest
cumulative lifetime income. This opportunity became
even more valuable with the 1939 amendment to the
original Social Security Act that provides survivor benefits
for widow(er)s. It typically means that a large retirement
benefit generated from a higher wage earner’s history will
be preserved for a surviving husband or wife to continue
should the higher wage earning spouse die first. With this
change, the advantages of delaying the higher-earning
person’s benefit are preserved for both the higher earner
and, if applicable, the surviving spouse.

When you consider that the National Center for Health
Statistics estimates that life expectancy for men at age 65
is 82, and for women is 85, and that a 65-year-old married
couple has a 60 percent chance of at least one spouse
living to age 90, you can see why patience is so important
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when you talk about Social Security. The graph below
shows how maximizing benefits can pay off.

Cumulative Benefits Received
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Source: Estimates based on data from the Social Security
Administration (SSA), shown in today’s dollars, for someone born
in 1953 with earned income equal to the maximum Social Security
wage base. Data showing benefit distributions over time does not

reflect the time value of money.

Be aware that there may be investments that generate

a rate of return in excess of inflation. If that is the case,
accessing your Social Security benefits at an earlier age and
investing those funds accordingly may be a viable option.
However, in today’s environment of extremely low returns
on risk-free investments, finding such an investment may
prove difficult.

Assuming you are able to tolerate additional risk with the
corresponding expectation of a higher return, maximizing
your Social Security benefits may still be a strategy to
consider. The additional cash flows from enhanced Social
Security benefits may allow your portfolio to take a longer
view toward an investment strategy. This means a level of
risk that will likely be higher than you are accustomed to.

If we can agree that receiving maximum benefits is a good
bet based on typical life spans, then we can go one step
further and look at a strategy that utilizes spousal benefits
to help you reach your retirement income goals.
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What are spousal benefits?

Spousal benefits may be paid to the husband or wife of
an individual who is entitled to Social Security retirement
benefits based on the worker’s highest 35 years of Social
Security taxable wages. This means that one spouse

may apply for a benefit equal to 50 percent of the other
spouse’s full retirement age (FRA) benefit. But to access
benefits based on the employment record of your spouse,
the other person must have already filed an application
for his or her own retirement benefits. This may seem
counter-intuitive, but it’s the foundation of the file and
suspend strategy (also known as voluntary suspension or
claim and suspend).

How the file and suspend strategy works

The file and suspend strategy, made possible by the Senior
Citizens’ Freedom to Work Act of 2000, adds a wrinkle to
collecting spousal benefits. It works like this:

¢ Anindividual whose wages will be the basis for spousal
payments applies for his or her own retirement benefits
at the FRA of 66.

e That person then immediately suspends benefits without
ever receiving a retirement benefit deposit from Social
Security.

e By applying, the higher-earning spouse makes it
possible for his or her partner to begin receiving spousal
benefits, while leaving his or her own retirement benefit
unaffected and growing until as late as age 70.

File and suspend works best when the lower-earning
spouse has a retirement benefit that is less than one-third
of the higher-earning spouse’s.

An example of the file and suspend strategy

Jack has an FRA benefit of $2,642 (the maximum) and his
wife, Jane, has a benefit of $800. They are the same age.
At his full retirement age of 66, Jack applies for retirement
benefits, but then suspends his benefits before receiving
any payments. Simply by applying for benefits, Jack allows
Jane to begin a $1,321 spousal benefit (which is equal to
half of Jack’s retirement benefit) rather than only $800
that Jane would get based on her own work history. Jack’s
own retirement benefit continues to grow until it is $3,487
at age 70.

Unlike retirement benefits, which can grow through

age 70, spousal benefits only grow until FRA. If Jane
chooses the spousal benefit, it will be larger than her own
maximized benefit. File and suspend bumps her monthly
check from $800 to $1,321 four years ahead of schedule,
bringing her an extra $25,008 that would have been lost
had she put off receiving spousal payments until Jack
began receiving his individual retirement benefit.
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Filing and suspending can also be useful if Jane is too
impatient for benefits to start at 66. If she begins receiving
benefits at age 62 the amount would be based on her
own employment record. Her husband is able to file and
suspend at his FRA of 66, so she would only access her
$800 benefit and this amount would be penalized down
25 percent ($200) to $600 due to her early application.
Four years later, Jack may still file and suspend to give
Jane access to spousal benefits, although her $200 penalty
would continue and $1,321 would only be $1,121.

With both scenarios the suspension of Jack’s benefits
also allows Jack the flexibility of a subsequent filing for
retroactive benefits going all the way back to the date of
the suspension. Jack then has the ability to change his
mind and receive a lump sum for all of the benefits

he has waited on at any time between his FRA (66) and
age 70. The full 48 months of $2,642 deposits would
equal $126,816.

Never put off until tomorrow...

Mark Twain burnished his credentials as a procrastinator
when he said, “Never put off until tomorrow what you can
do the day after tomorrow.” Like his earlier advice, this
wisdom may also be applied to the question of when is the
best time to begin receiving the Social Security payments
to which you and your spouse are entitled.

There are other strategies for maximizing your Social
Security benefits. In future articles on this topic, we’ll look
at one called “claim now, claim more later” and another
that combines that strategy with file and suspend. Always
consult an investment advisor and tax professional to assist
in analyzing your needs and corresponding risks.

James Clemensen, CFP®, Wealth Advisor
CliftonLarsonAllen Wealth Advisors, LLC
james.clemensen@CLAconnect.com or 612-373-1404
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Deferred Income
Annuities Offer Pension-
Like Retirement Benefits

by Frank Zawlocki

Many retirees no longer have the benefits of a traditional
pension plan and its guaranteed lifetime income. Even so,
people continue looking for methods to create a pension-
like benefit. Those who have accumulated a sum of money
over time may have looked to an immediate annuity to
provide the income stream they desire. Now the insurance
industry has created an alternative solution: a deferred
income annuity (DIA).

Sometimes referred to as a longevity annuity, a DIA works
much like conventional annuity products except the
payments do not start right away. The holder provides a
lump-sum payment to the insurance company in exchange
for guaranteed lifetime income that begins at a future
date, sometimes up to 30 or more years down the road.

Although DIAs are sold by insurance companies, they
should not be confused with a cash value life insurance
policy, which can also offer benefits in retirement planning,
including tax savings for high income earners.

How a deferred income annuity works

When a person purchases a deferred income annuity
contract, the payout date is determined and the insurance
company guarantees a set amount. It is important to note
that DIAs are not liquid investments. When you invest in
one, you completely forfeit the initial premium. Several
products have some liquidity options, but they can be
difficult to invoke and are often subject to surrender fees.

Deferred income annuities offer significantly higher
payouts than their immediate annuity counterparts.
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Consider this example of a hypothetical 60-year-old man
comparing the differences between an investment in a
deferred income annuity versus an immediate annuity.

Potential advantages of deferred income annuities

Nash is 60 years old and nearing retirement. He expects

to follow in his parents’ footsteps and live into his 90s.
Nash decides to invest $100,000 in a DIA, and he wants
the payments to start at age 80. At the time of this writing,
after the 20-year deferral period, Nash will be able to
withdraw around $42,000 per year for the rest of his life.
So, if he lives to age 95, he will have received $630,000 in
income from his initial $100,000 investment.

Now, what if Nash decides to wait until he is 80 years old
and he invests in an immediate annuity? Let’s assume that
the $100,000 he had at age 60 was put into conservative
investments yielding 3 percent interest per year for that
20 years. By age 80, he would have about $180,000. An
80-year-old investing $180,000 in an immediate annuity
will receive about $1,500 per month, or about $18,000
per year. So, if Nash lives to age 95, he will receive about
$270,000 in income.

In this scenario, the advantages of a deferred income
annuity are clear. Of course, this example is hypothetical
and actual payout amounts will vary based on age, deferral
period, and interest rates at the time of purchase.

A caveat about your principal

With most deferred income annuity-based products, the
holder forfeits the principal in exchange for the guarantee
of future payments. In order to pass the investment on to
heirs in the event of the holder’s death, some insurance
companies offer optional riders. Another option adjusts for
annual inflation and provides larger payments.

Deferred income annuities are just one of many options to
consider when planning retirement income. The best way
to formulate a personalized solution is to talk to a qualified
financial advisor.

Frank Zawlocki, Director of Insurance Services
CliftonLarsonAllen Wealth Advisors, LLC
frank.zawlocki@CLAconnect.com or 608-662-9149
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Life Insurance:

A Retirement Strategy
With Tax Savings for
High Earners

by Frank Zawlocki and Mark Wyzgowski

There are almost as many ways to save and invest for
retirement as there are retirees. But all of the options are
not created equal, and there is one that may not always
enter the conversation: life insurance. Including a cash
value life policy in the mix can alleviate the drawbacks of
some of the more common options, while still providing
flexibility, tax-efficient growth, and income.

Limitations of 401(k)s and IRAs

Many people rely on qualified plans, such as 401(k)s and
individual retirement accounts (IRAs), for their retirement
savings due to the tax advantages they offer. However,
these tried and true accounts come with strict limits on
income and contributions, which can result in inadequate
retirement savings, especially for high income earners.

The solution may be to create your own retirement
income plan. This can be accomplished by accumulating
cash, investing in public or private offerings (such as
stocks, bonds, and mutual funds), or contributing to a life
insurance policy. In recent years, more have been choosing
deferred income annuities for the pension-like benefits
they can produce. Each of these options comes with costs
and benefits; one of the most important considerations is
the tax treatment.

If you are a business owner, you can create a nonqualified
deferred compensation plan that allows highly
compensated employees to defer an unlimited amount
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of their salary and bonuses to fill the retirement funding
gap. The only trouble is, as the owner of the business, you
may not be able to participate due to the tax treatment of
your business entity. An employer-sponsored cash balance
retirement plan also offers some attractive benefits for
employees and for the business.

As income tax rates increase, retirement investors are
looking for solutions that allow them to make after-

tax contributions that defer or eliminate future tax on
those monies. They should also consider how the gain

(or interest) and distributions are taxed. A Roth IRA

is one solution that provides tax deferral and tax-free
distributions, but there are income and contribution limits
on these plans. A married couple with income greater
than $191,000 is ineligible. Even those who are eligible are
limited to $5,500 in annual contributions.

This is where life insurance comes in.

A Roth IRA compared to life insurance

High income individuals may be able to supplement
retirement income and attempt to achieve tax efficiency
with life insurance. Take a look at this comparison of the
Roth IRA and a cash value life insurance policy.

Contribution limits Yes No
Tax-favored withdrawals Yes Yes
Tax-deferred accumulations Yes Yes
Tax-free death benefit No Yes
Penalty for early withdrawal Yes Possibly
Cost of insurance charges No Yes
Market risk Possibly Possibly

Life insurance allows the policy owner to contribute
amounts up to an insurance company limit, or limits

that would cause the policy to be considered a modified
endowment contract, which is taxable under federal law.
The cash value of the policy grows tax deferred, and when
the income is needed, the policy owner can make tax-
free withdrawals of the reportable cost basis. With many
policies, the policy owner can also take loans against any
gains. The loans are not taxable at the time they are taken,
but will reduce the death benefit by the amount of the
loan, plus any interest.

One pitfall to this strategy is that if the policy owner takes
out all the cash value of the contract and the policy lapses,
all of the loans will be taxable in the year the policy ends.
To compensate for that risk, the insurance industry has
created riders to limit the amount of contract values that
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can be taken out as loans. These features will essentially
freeze the policy, but still allow it to stay in force until the
death of the insured.

Collecting the life insurance death benefit

The death benefit of a life insurance policy can be the self-
completing mechanism of the retirement income plan if
the insured person passes away. The death benefit will be
greater than the cash value of the contract for the majority
of the policy’s lifetime. If the death benefit is exercised, the
proceeds can provide retirement income to the surviving
spouse and family, and additional dollars to assist with
current financial needs.

Another planning consideration is who to insure. In many
cases, it is appropriate to have both spouses insured

on separate policies. However, in some cases, covering
husband and wife together may create the greatest policy
efficiency and enhance the income potential. Ownership of
a policy is an important consideration since an individually
owned policy could be included in your taxable estate.
Even so, in most states, some or all of a life insurance
policy’s cash value and death benefit may be protected
from creditors.

Filling the retirement funding gap

It’s important to look at each individual situation carefully
to determine if life insurance planning is a good way to
address a void in retirement funding, and if it can be
crafted to provide income and tax efficiencies. Of course,
you should always start with a vision of what you want to
do in your retirement, and a careful assessment of your
financial situation. Consult an investment advisor and

tax consultant to analyze your needs and the
corresponding risks.

Frank Zawlocki, Director of Insurance Services
CliftonLarsonAllen Wealth Advisors, LLC
frank.zawlocki@CLAconnect.com or 608-662-9149

Mark Wyzgowski, Managing Principal
mark.wyzgowski@CLAconnect.com or 515-346-3673
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Connecting Your Estate
and Financial Plans

by Mike Prinzo

A client recently asked me whether he should implement
a complex estate planning tool because one of his sibling’s
advisors recommended the idea. The question captured
what many people struggle with when they think about
estate planning: an item on a “to-do list” that should

be crossed off as quickly and efficiently as possible.
Unfortunately, no amount of bells and whistles can
magically short cut your real mission: thoughtful planning
for the future.

The to-do list approach is contrary to the very purpose
of estate planning and is likely due in part to the ever
changing estate tax exemption that confused taxpayers
over the past decade. However, in January 2013, the
American Tax Relief Act of 2012 (ATRA) was signed into
law. It created some certainty for taxpayers who engage
in estate planning, including an increased estate tax
exemption that is indexed for inflation each year and is
$5.34 million per person in 2014.

Think of it as life planning

An estate plan, although important, should be a piece

of your overall financial plan. A successful plan for the
future uses a goals-based approach that helps you identify,
implement, and achieve your big picture dreams. Just

like your dreams evolve, your financial and estate plan
should evolve to help you stay on track. Estate planning,
when performed within an overall financial plan, can
dramatically impact the following areas:

e Cash flow
e Harvesting potential income tax benefits
¢ Balancing complexity versus cost
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Trusts, cash flow, and income tax

Business owners, retirees, and soccer moms all would
agree that the last five years have demonstrated the
importance of cash flow to the survival of businesses,
second homes — and family budgets. Many commonly
used estate planning vehicles, such as intentionally
defective grantor trusts (IDGTs), self-cancelling installment
notes (SCINs), and spousal lifetime access trusts (SLATs)
can positively or negatively impact cash flow.

For example, an IDGT is a grantor trust that can be utilized
in an estate plan to transfer wealth (often at a discount)
from one individual to another. However, the creator of
the trust retains the responsibility for paying any income
tax associated with assets owned by the IDGT. Therefore,
be sure to understand and incorporate the cash flow
implications of an IDGT with your financial advisor, so
that the estate plan does not create unexpected, and
undesirable, cash flow issues.

In many cases, estate planning vehicles not only affect your
estate, but can also create income tax implications. For
example, a charitable remainder trust (CRT) is commonly
used to include philanthropic goals in your plan. A CRT lets
you retain a cash flow stream that is paid over a period of
years, while allowing the assets inside the CRT to transfer
to a charity at some point in the future.

A CRT can be a helpful because it gives you cash flow,
reduces the value of the estate and/or estate tax upon

an individual’s passing, and fulfills your charitable legacy
goals. Contributions to a properly structured CRT can also
lower your income tax burden because they become an
immediate charitable contribution deduction. A smaller tax
bill can influence your financial plan in a number of ways,
such as:

e Reducing the cash distribution needs from a portfolio

e Creating additional resources that can be invested
in a portfolio

e Providing the option to reduce or eliminate outstanding
debt obligations

The cost of complexity

When estate planning is performed without regard to your
life as a whole, the implementation and annual costs of
an estate plan can be overlooked. Many estate planning
vehicles have additional costs and professional fees, such
as valuation requirements, annual income tax returns for
new entities created as a result of the planning process,
and in some cases, more complicated income tax returns.
And while a CRT can yield many benefits, as discussed
above, it will require you to file an annual income tax
return to report the income and deductions generated by

CLAconnect.com/privateclient

the trust, and to remit this information to the beneficiary
of the trust.

Whether you are subject to estate taxes or not, estate
planning is an important process and should be
investigated by nearly everyone. Whether you want to plan
a meaningful retirement, cement a lasting legacy, or pass
your wealth to heirs (or all three), estate planning gives
you the best opportunity for accomplishing your goals.

Mike Prinzo, CPA, Principal, Private Client Tax
michael.prinzo@CLAconnect.com or 505-222-3517
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Tax-Smart Tips for
Handling Your IRA
and Estate Plan

by Nicholas Houle

Most people have some type of qualified retirement
account as part of their personal net worth. Some common
retirement savings vehicles include, among other things,
profit-sharing plans, 401k plans, pension plans, and
individual retirement accounts (IRAs). This article will point
out some tips to consider when planning to maximize the
benefits of these accounts in your estate plan.

Following the general rule, most qualified retirement
account owners must begin annual required minimum
distributions (RMDs) when they turn 70.5. For some
couples, this is a source of retirement cash flow while

15

©2015 CliftonLarsonAllen LLP


http://www.claconnect.com/privateclient/

others don’t consider annual distributions a necessity.
But Congress decided the taxation of these accounts must
occur at some point, hence the RMD rules.

If you don’t need the cash flow from the annual
distributions, consider converting some or all of your
account to a Roth before your RMD date. A Roth allows
you to set aside after-tax income, and there are two main
benefits to this retirement approach:

1. Roth IRAs do not have a RMD during the owner’s
lifetime; and

2. When the owner converts a retirement plan to a
Roth and pays the conversion income tax from other

fund sources, the Roth IRA continues to grow tax free.

The designated beneficiaries (e.g., children and
grandchildren) must start RMDs after your death but
generally NONE of the distributions are taxable income.

Beneficiary designations could hinder or help

Certain beneficiary choices can unnecessarily accelerate
distributions and related income tax, so be sure to review
your designations with a professional advisor. Naming your
loved ones as beneficiaries allows for the best options to
defer taxation of benefits by “stretching” the retirement
plan money over their life expectancy.

That rule changes if an estate or non-qualifying trust is

a designated beneficiary of your account. In that case, a
special rule requires the benefits to be entirely distributed
within five years of the account holder’s death, expediting
the taxation of those dollars. Speeding up the taxation

of the account’s accumulated benefits can needlessly
increase income tax costs and perhaps push recipients into
higher tax brackets.

Generally naming your estate as beneficiary of your
retirement account will cause acceleration of distributions
and taxation of your benefits over a five year period or
less. And naming your revocable trust as beneficiary may
not necessarily get you the answer you are looking for.

Qualified trusts

Qualified trusts are a bit of a different story. Certain trusts
can qualify as a designated beneficiary for the “stretch”
period of distributions if they meet the following criteria:

e the trust is valid under local law;

e the trust is irrevocable or will, by its terms, become
irrevocable upon the death of the individual; and

e the trust beneficiaries are all individuals who are
identifiable from the trust document.

Generally, the oldest individual trust beneficiary’s life will
set the period for the distributions from the retirement
account. Trusts can be useful for certain goals but do add a

CLAconnect.com/privateclient

level of complexity that may not be needed.

Review your objectives for your retirement plan assets

before setting up these complex strategies. Be aware of
the income tax implications of common estate planning
strategies during your review (e.g., non-grantor trusts),
along with the nonfinancial planning aspects of a trust.

Charitable giving and contingent beneficiaries

A charity can be a perfect beneficiary for some or all of a
retirement account (other than a Roth IRA). Assets that go
directly to aid charitable organizations are not taxable for
income tax purposes or taxable for estate tax purposes.
For those with larger estates and retirement plan accounts,
having a tax exempt entity as the beneficiary of a portion
of the account can be very tax efficient.

A word of caution: If your favorite charity is a partial
beneficiary of a retirement account, it is important the
charitable portion be paid out in a defined time period
after the account owner’s death. That way, individual
beneficiaries may have the benefit of “stretching” the
retirement account balances over their lifetimes.

Finally, check your contingent beneficiary designations to
allow for disclaimer planning and to prevent an estate from
becoming a beneficiary by default.

How we can help

This article only touches on a few concepts for retirement
accounts and estate planning. We encourage you to
consult with your CPA and/or wealth advisor for a more
thorough review of options and opportunities as part of a
well balanced estate plan.

Nicholas J. Houle, CPA, Principal, Private Client Tax
nicholas.houle@CLAconnect.com or 612-376-4760
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Using a Trust in Financial
Planning: Nonfinancial
Questions and Choices
to Consider

by Dominic Zamora

In many of life’s experiences we look for simplicity, because
in simplicity, we find elegance. In the world of strategic
financial planning, trusts are simple and elegant, yet there
are so many variations that they are among the most
misunderstood financial planning vehicles.

This article highlights some of the issues associated with
using a trust to transfer wealth, and provides insight into
the opportunities for producing particular outcomes.
Discussions about use of a trust should nearly always be
accompanied by nonfinancial questions; the answers often
drive the solution.

What is a trust?

Webster’s New Collegiate Dictionary says a trust is, “... a
property interest held by one person for the benefit of
another.” That property interest could be land, but it could
just as easily be interests in chemical formulas, or anything
else that has value. Holding that interest by one person for
the benefit of another is the essence of what it means to
have a trust.

A trustee is often appointed to provide guidance and due
care over the trust property. The trustee’s job is to provide
a “benefit” derived from the trust property and distribute
it to the beneficiaries of the trust. In most instances the
benefit comes in the form of income, but it can also mean
distributions of trust assets at a specified point in time.
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Beneficiaries are usually people, but sometimes they are
institutions, such as schools, hospitals, or foundations.

If you want to create a trust, the hardest thing may be

to find a person or entity willing to serve as trustee and
abide by your wishes. For a trustee, the most difficult
task is to fulfill the stated wishes of the trust creator
while maintaining the proper asset allocation to satisfy
the interests of two types of beneficiaries: an income
beneficiary and a remainder beneficiary. The income
beneficiary wants income to enjoy for as long as his or
her interest lasts. However, the trustee must balance the
desire to provide current income with the notion that the
assets of the trust must continue to grow in order to fulfill
the remainder beneficiary’s needs.

It’s a task that is simple in design, but exceedingly difficult
to execute.

The importance of financial maturity

When contemplating the design of a trust, some of

the most important decisions are nonfinancial. So it is
critical for a conversation about creating a trust to begin
with questions related to the financial maturity of

the beneficiaries.

There are many examples where someone is given a
windfall, only to have it destroy his or her life. We need
look no further than many lottery winners to see the
pitfalls and adversity often created by unexpected wealth.

One of the most frequently posed questions is something
like, “What would happen if Liam Littlebucks were to
receive Daddy Bigbucks’ fortune?” Many would respond
with a not-too-surprising answer: Liam has a gleam in his
eye for a red Corvette, a little Mini Cooper, or some other
material item with little lasting value. The solution is often
to design a trust that reduces the opportunity for Liam

to squander his newfound wealth. For instance, the trust
might be designed to match Liam’s regular income until he
reaches the age of 30. A planner might also consider the
use of a staggered inheritance.

Transferring assets over time

In creating many modern trusts, we discuss the concept
of transferring the underlying assets in a trust over a
period of time. Suppose Liam is 30 years old when his
parents pass away. Due to the nature of Liam'’s personality
(and his well-known infatuation with the red Corvette),
Daddy Bigbucks created a trust where Liam gets income
from the trust until he’s 45. At that point, Liam receives
a distribution equal to 50 percent of the trust’s value. He
then receives the final 50 percent of the trust when he
reaches 55.
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An increasing number of clients are considering It is important to understand the different types of trusts

establishing “dynasty trusts” that have a perpetual life. and how the latest income tax rules affect the trust and its

Not only does the current generation enjoy the benefit beneficiaries.

of the trust assets, but future generations will as well.

Those who desire this form of trust must consider many Grantor trusts

complex issues pertaining to taxation and state laws There is a good chance that you set up a grantor trust for

related to trusts of this nature. Suffice it to say that when income tax purposes, as grantor trusts are incorporated

the issues can be resolved satisfactorily, these trusts can into many effective estate planning strategies. Spousal

be quite valuable. access trusts, grantor retained annuity trusts (GRAT),
defective grantor trusts (e.g., an IDGT or DIGIT), and most

The solutions to age-old difficulties surrounding trusts irrevocable life insurance trusts (ILITs) are grantor trusts.

often lie in the planning capabilities of your advisors. Dynasty trusts can also be structured as grantor trusts.

Choose your advisors wisely and make sure you cover all

of the bases. A grantor trust means that you, as the grantor (the person

who established the trust by gift or grant), retain certain
powers over the trust that result in you continuing to pay

Dominic Zamora, JD, CPA, Principal income tax on the trust assets. This can be the income tax
CliftonLarsonAllen Wealth Advisors, LLC result even though you established an irrevocable trust
dominic.zamora@CLAconnect.com or 509-363-6345 and made a completed gift to the trust. For example, the

power of substitution (i.e., the power to swap assets with
the trust) is one of the most popular powers used for
grantor trusts.

Table of contents

A grantor trust is considered a disregarded entity for
income tax purposes. Therefore, any taxable income

or deduction earned by the trust will be taxed on the
grantor’s tax return. In most cases, there will not even

be a requirement to file a trust income tax return, as the
income of the trust assets can be reported with your social
security number.

Tax advantages

Establishing a grantor trust has a number of tax
advantages. For example, you can sell assets to the trust
without recognizing the gain on the sale. You can also loan
money to the trust, and although the trust must pay you
at least a minimum IRS-prescribed interest rate (called the
applicable federal rate [AFR]), the interest income is not
taxable to you. In addition, your trust’s income tax, paid

I n C 0 m e Tax I m p | I C atl O n S by you as the grantor, is not considered an additional gift

to the trust. Basically, the trust assets can grow for the

Of G ra nto r a n d benefit of the beneficiaries, without the economic burden

of paying income tax. In essence, this is a tax-free gift.

N 0 n - G ra nto r Tru StS However, at some point you may realize that the trust has

sufficient assets for its intended beneficiaries — perhaps
by Sue Clark your children and grandchildren. Or you may no longer find
it economical to your personal finances to pay the trust’s
income taxes. In these circumstances, it may be possible
to give up or waive the grantor trust powers, which would
then convert the grantor trust to a non-grantor trust. Also,
after the death of the grantor, the trust will become a non-
grantor trust.

So, you set up a trust as part of your estate planning.

But do you know how the trust’s income will be taxed?
And how does the American Taxpayer Relief Act of 2012
(ATRA), which increased income tax rates and added the
new net investment income tax (NIIT), affect the taxation
of trusts?
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Non-grantor trusts
A non-grantor trust pays income tax at the trust level on
any taxable income retained by the trust.

If a trust makes a distribution to a beneficiary, such
distribution will pass the taxable ordinary income (but
generally not capital gains) to the beneficiary, to be taxed
on the beneficiary’s personal income tax return. The
trustee must complete Form 1041 and issue a Schedule
K-1 to the beneficiary, showing the amount and type of
income from the trust to be included on his/her individual
tax return.

Effect of ATRA

The ATRA was not kind to trusts, and especially to those
that accumulate income. A trust’s income taxation is
similar to individuals, but the tax brackets are very
compressed. For 2014, a trust will pay income tax at the
39.6 percent tax rate when taxable income is more than
$12,150. Compare this with an individual, where the same
income tax bracket kicks in at $406,750 of taxable income
(5457,600 for married couples filing jointly).

Trusts are eligible for the special income tax rate on long-
term capital gains and qualified dividends; in 2014, the

20 percent capital gains rate will apply when trust taxable
income exceeds $12,150. The 15 percent and 0 percent
capital gains rates also apply to trusts in lower tax brackets.

Net investment income

Also, the new NIIT of 3.8 percent applies to certain income
retained by trusts and estates if taxable income exceeds
$12,150. Net investment income includes interest and
dividend income and capital gains, but also includes
passive income from rental and business activities, and
from pass-through entities such as partnerships, limited
liability companies (LLCs), and S corporations.* As a result,
many trusts and estates will be taxed in 2014 at 43.4
percent on ordinary income and 23.8 percent on qualified
dividends and long-term capital gains, plus state level
income taxes.

Individual beneficiaries may be eligible for lower tax
brackets. The NIIT does not affect single beneficiaries
unless their Adjusted Gross Income (AGI) exceeds
$200,000 or beneficiaries who are married filing jointly
with AGI exceeding $250,000.

Managing taxable income

This difference in income tax brackets between trusts

and individual beneficiaries presents an opportunity to
effectively manage the trust’s taxable income. If the trust’s
distribution provisions allow discretionary distributions,

a trust distribution will result in income taxed at the
beneficiary level.
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There is a good chance that beneficiaries are in lower
income tax brackets. However, keep in mind the estate
planning and asset protection objectives of the trust. To
the extent that income is distributed from a trust, the
income will be included in the beneficiary’s estate, and
will also be subject to beneficiary’s creditors, contrary to
the original objectives of the trust. Therefore, the trustee
should carefully consider discretionary distribution in light
of all of the facts and circumstances.

Note that ATRA also made the federal estate tax exclusion
$5 million, which permanently indexed it for inflation. The
exclusion is $5.34 million for 2014. This legislation will
reduce the number of taxpayers subject to federal estate
tax. Therefore income tax planning may be more important
that estate tax planning for most taxpayers.

Most trusts can also make distributions within 65 days of
the end of the year and elect to consider such distribution
as occurring on December 31 of the preceding year. This
allows a trustee the flexibility to manage the trust’s taxable
income and make a distribution decision based on trust
income after gathering all of the information for the

tax year.

Tax considerations

The trust that you established for estate planning purposes
may have some interesting income tax considerations. Be
aware of who pays the income tax on the trust income, the
opportunities with grantor trust planning, and the income
tax effect and distribution planning opportunities for non-
grantor trusts.

*A trust that holds S corporation stock will need special handling!

A grantor trust is an eligible S corporation shareholder; however,
other trusts will need to meet special requirements and must make a
timely election as a qualified subchapter S trust (QSST) or an electing
small business trust (ESBT) to own S corporation stock. QSSTs and

ESBTs have income taxation unique to their specific status.

Sue Clark, CPA, Principal, Private Client Tax
susan.clark@CLAconnect.com or 612-376-4725
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Make Use of the Gift Tax
Exemption With Spousal
Access Trusts

by Lori A. Peterson

You may have heard that after more than a decade of

changing estate tax exemptions, we finally have permanent

law. The American Taxpayer Relief Act of 2012 (ATRA) sets
the gift and estate tax exclusion at $5 million, and indexes
that amount for inflation beginning in 2012. For 2014, that
gives individuals an exclusion amount of $5.34 million and
for 2015, $5.43 million. Although technically permanent,
it’s only as permanent as any other tax law, which means it
could change in the future.

You might be considering making large gifts in 2014 or
2015 to use your gift tax exclusion while it’s still here. But
you may also be concerned about giving away such a large
amount. Wouldn't it be nice to give it away but still have
some ability to access it if something unforeseen happens?
A spousal limited access trust may be a solution.

Spousal limited access trusts

A spousal limited access trust (SLAT), also known as

a spousal lifetime access trust, is an irrevocable trust
established by one spouse for the benefit of the other, and
the couple’s children and grandchildren. The transfer of
assets by the spouse establishing the trust is considered

a gift and will use some or all of the individual’s gift tax
exemption. The assets and their future appreciation can
eventually pass to children, grandchildren, or future
generations free of estate tax.

The trust document is written to allow for distributions
to the other spouse to meet his or her needs. Generally,
if funds are available outside of the trust, it is best to use
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those funds first rather than making regular distributions
to the spouse. Distributions from the trust to the spouse
reduce its effectiveness.

Using a SLAT to hedge against a downturn

As an example, let’s assume that Sally, who is an executive,
would like to make a gift of $5.43 million to use her entire
gift tax exclusion in 2015. She and her husband, Fred, own
their home jointly and have a joint brokerage account
worth $2 million. In addition, Sally has $7 million in an
account in her own name. She is concerned that she and
her husband may have a future need for some of the gifted
funds, particularly if there is another economic downturn.

Sally could establish a spousal limited access trust

for Fred’s benefit and transfer $5.43 million from her
individual account to the trust. The trust could provide
distributions to Fred for his needs and their children’s
needs. The intent would be for the funds to stay in the
trust but Fred would have access to it if he needed more
money. The trust could be distributed to their children
at some point in the future, for example after both Sally
and Fred have passed away, or it could stay in trust for
future generations.

SLAT income tax implications

A spousal limited access trust is usually a grantor trust for
income tax purposes. This means if you establish a SLAT
for the benefit of your spouse, you will report the trust’s
taxable income and deductions on your personal income
tax return. A grantor trust is disregarded for income tax
purposes, so the trust will not pay taxes. This can be
advantageous because it allows the trust to grow without
the burden of income taxes. Upon the death of the grantor,
the trust will no longer be a grantor trust and will then
have to pay income taxes.

For example, Bob is the owner of a car dealership. In 2015,
he transfers $5.43 million of nonvoting dealership stock to
a spousal limited access trust for the benefit of his wife,
Cindy. Each year the trust receives its proportionate share
of income distributions from the dealership. The taxable
income continues to be reported by Bob and he continues
to pay the taxes on the income.

Five years later, Bob sells the dealership and retires. The
trust’s share of the sale is $10 million. Bob will pay the tax
on the gain from the sale of dealership stock. Assuming
Bob and Cindy have adequate resources outside of the
trust to pay the tax and no distributions are made to Cindy,
the entire $10 million can be reinvested by the trust. All

of this growth in the trust will escape estate taxation

and can eventually be passed on to their children and/or
grandchildren.
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What do you do if the tax liability is more than the grantor
can reasonably afford to pay? It is possible to include a

provision that gives the trustee the discretion to reimburse

the grantor for the income tax liability associated with the
trust’s income. If this provision is included, it should be
used only in the case of an unusual event, such as the sale
of a business, and should not be used every year.

Planning considerations

A SLAT may seem like a fairly easy way to use your gift tax
exemption while still providing a safety net in the event of
an unforeseen need. However, there are some factors to
consider before deciding if it is ideal for your situation.

Since the SLAT provides you an indirect ability to benefit
from the trust funds through distributions to your spouse,
if your spouse passes away or you divorce, you may no
longer be able to benefit from those funds if needed. It

is best to put only those funds in the SLAT that you can
reasonably expect to do without. If you've left yourself
sufficient funds outside of the trust, there shouldn’t be a
need for those trust funds.

To avoid this issue, some couples prefer to set up trusts for
each other’s benefit; the husband would set up a trust for
his wife and the wife would set up a trust for her husband.
This requires extra planning to avoid the reciprocal trust
doctrine, which applies when individuals set up trusts for
each other’s benefit that are essentially the same. If each
spouse wants to establish a SLAT, the two trusts must be
different in meaningful ways, such as being established

at different times, having different provisions, and being
funded with different assets.

The transfer of assets to a spousal limited access trust is

a gift and will require filing a gift tax return. Because the
spouse is a beneficiary of the trust, gifts to a SLAT are
usually not eligible for gift-splitting, where one-half of the
gift is reported by each spouse. Plan on funding the trust
only with the amount of your available gift tax exclusion or
a lesser amount.

If you decide a spousal limited access trust is right for you,
talk over the nonfinancial issues with your spouse and
consult with your estate planning attorney and tax advisor
to make sure any potential issues are addressed so that
your ultimate estate planning goals are met.

Lori A. Peterson, CPA, Principal, Private Client Tax
lori.peterson@CLAconnect.com or 612-376-4518

Table of contents

CLAconnect.com/privateclient

Credit Shelter Trusts
Versus Portability in
Estate Planning

by Sue Clark

Estate planning for married couples used to generally
mean sheltering wealth into a trust. But the simplicity

of portability is changing this equation for some pairs.
However, as with most tax law changes, there are
advantages and disadvantages to relying on portability
compared to the tried and true method of using a credit
shelter trust. So, which is better for you? Let’s take a look.

The federal estate tax exclusion in 2014 is now $5.34
million. This means you can give your loved ones, either
via gifts during your lifetime or at your death, $5.34

million without incurring federal gift or estate tax. The
$5.34 million is per individual, so a married couple with a
combined net worth of $10.68 million will not be subject
to federal gift or estate tax. In addition, the $5.34 is
indexed for inflation, so the exclusion amount will continue
to increase in coming years.

Portability is now a permanent part of the federal estate
tax system, which means each spouse’s estate tax exclusion
that is unused at death is “portable” and can be carried
over to the surviving spouse. Portability was enacted as a
temporary provision in 2011, but Congress has made this
important provision permanent. Portability can simplify
estate planning significantly.

Before portability, married couples had to divide and
re-title ownership of their assets between them so that
each had about the same level of net worth. Their will (or
revocable trust document) also had to establish a trust on
the death of the first spouse in the amount of the estate
tax exclusion.
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Advantages Disadvantages

Portability
planning prior to date of death

Works especially well with certain types of assets,

such as IRAs and retirement plan assets and the home

or principal residence

Assets get a second step-up in basis (the readjustment
of the value of an appreciated asset for tax purposes

Simple and can be utilized even if there was no estate

The expense of filing a timely estate tax return (Form
706) though there are some simplified procedures for
filing just for portability

The spouses unused exclusion amount is fixed at the
first death and does not increase with inflation

If you live in (or have assets in) a state with a state-level
estate tax, portability is not recognized

upon inheritance) at the death of the surviving spouse

Credit Shelter
Trusts
surviving spouse’s passing

Asset and creditor protection of trusts

Appreciation of trust assets and undistributed income
will not be subject to federal or state estate tax on the

Undistributed income of trust can be subject to higher
income tax rates than individuals

Annual expense of filing a trust tax return

No step-up in basis at death of surviving spouse

Trustee in place to manage assets and financial matters

as the surviving spouse ages

This path fully used the couples’ estate tax exclusions,

and effectively “sheltered” the assets by funding what is
termed a “credit shelter trust.” This trust is sometimes
called the “bypass trust” because it bypasses the taxable
estate of the surviving spouse. It’s also called the “B Trust”
in A/B trust planning or simply the “family trust” because
in addition to estate tax savings, it provided for the family
of the decedent after death, including the surviving
spouse, children, and potentially even the grandchildren.

Compared to a credit shelter trust, portability is simple. A
husband and wife can put together a basic will that leaves
all of their assets to each other, without the complication
of a trust. A long-married couple often prefers the ease of
having their assets in joint tenancy. Portability works well
with jointly held assets as well.

Comparing portability and credit shelter trusts with a
married couple

Let’s compare portability with a credit shelter trust for
a married couple, Frank and Fannie, with the following
assumptions:

Frank and Fanny have a combined net worth of $10.68
million and live in a state with no estate or income tax.
Frank passes away in 2014, and Fannie in 2024. We will
assume the federal estate tax rate will be 40 percent
during this 10-year period, and the maximum income tax
rates on long-term capital gains will stay at the current
levels of 20 percent, plus an additional 3.8 percent net
investment income tax.

Let’s also assume their assets have successfully survived
the recession and are now increasing in value at an annual
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rate of 5 percent. We will presume the rate of inflation
is 2 percent annually, which means the federal estate tax
exclusion increases 2 percent annually.

The couple elects portability

If Frank leaves all of his assets to Fanny and portability is
elected, Fanny will have assets valued at $17.38 million
when she passes away 10 years later in 2024. Her estate
tax exclusion will be Frank’s unused exclusion of $5.34
million plus her own estate tax exclusion, which is
projected to be $6.51 million in 2024, for a total of $11.85
million. Accordingly, the amount subject to estate tax

is $5.53 million, resulting in federal estate tax of $2.12
million. Because any asset that is part of the decedent’s
taxable estate receives a new basis at death equal to the
estate tax value, the assets all have a tax basis equal to
their value.

Frank and Fanny’s heirs can sell the assets and have no
income tax due. The combined estate tax and income tax
for portability is $2.12 million.

The couple elects a credit shelter trust

With a credit shelter trust, when Frank dies in 2014, his
assets will fund a trust. At Fanny’s passing 10 years later,
the appreciated assets, now in the credit shelter trust
rather than in Fanny’s taxable estate, will not be subject to
estate tax. Fanny’s estate tax exclusion is $6.51 million and
the resulting federal estate tax is $872,000. However, the
appreciated assets in the trust will not receive a step-up in
basis; therefore there will be income tax when the assets
are sold in the amount of $797,300. The combined estate
tax and income utilizing a credit shelter trust is $1,669,300.
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The tax savings of using a credit shelter trust under these trusts just to name a few. Planning your estate begins
assumptions is $542,700 — a significant savings! with a retirement vision. CLA can help you break down

these scenarios to find the most fitting estate plan for your
How we can help family’s situation.

Estate and financial planning goes beyond the question
of portability versus a credit shelter trust. There are
nonfinancial choices and issues to consider, and other Sue Clark, CPA, Principal, Private Client Tax
trust options with unique income tax considerations, such susan.clark@CLAconnect.com or 612-376-4725
as a grantor and non-grantor, and spousal limited access
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Portability Fund Credit Shelter Trust

Frank Fannie Total Frank/Trust Fannie Total

Fair Market Value (FMV)
of estate $5,340,000 $5,340,000 $10,680,000 $5,340,000 $5,340,000 $10,680,000
Marital deduction (5,340,000) 5,340,000 - - - -

- 10,680,000 10,680,000 5,340,000 5,340,000 10,680,000
Appreciation in estate at
second death 6,700,000 6,700,000 3,350,000 3,350,000 6,700,000
FMV of estate at second
death 17,380,000 17,380,000 8,690,000 8,690,000 17,380,000
Less: estate tax exclusion® (11,850,000) (11,850,000) (8,690,000) (6,510,000)  (15,200,000)
Taxable estate 5,530,000 5,530,000 2,180,000 2,180,000
Federal estate tax at 40% - 2,212,000 2,212,000 - 872,000 872,000
FMV of property at second
death 17,380,000 17,380,000 8,690,000 8,690,000 17,380,000
Less: tax basis (17,380,000) (17,380,000) (5,340,000) (8,690,000) (14,030,000)
Capital gain - - 3,350,000 - 3,350,000
Income tax at 23.8% - - 797,300 - -
Combined estate tax and
income tax - 2,212,000 2,212,000 797,300 872,000 1,669,300
Difference (542,700)

*

Spouse’s unused exclusion 5,340,000
Estate tax exclusion 6,510,000
11,850,000
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You've Been Asked to
Be the Executor for an
Estate. Now What?

by Dominic Zamora

If a friend or family member designates you to be the
administrator, executor, or trustee for an estate, you
might look at it in a couple of ways. Yes, it is an honor, but
before automatically accepting the request, consider the
seriousness of the responsibility.

Once you know about the duties and potential risks of
the job, you may give it more than passing consideration
before accepting the offer. If you do your homework,
you’ll be prepared to earn the trust that he or she has
placed in you.

It’s the same story if you’re the one choosing a person or
institution to handle your own affairs after you are gone. It
is a decision that can have real consequences for important
people in your life, and should not be treated lightly.

In legal terms, an individual or organization who is making
decisions and conducting the affairs of another has a
“fiduciary” responsibility to the person being represented.
Fiduciary simply means that the individual, bank, trust
company, or other qualified organization is obligated

to act in good faith solely on behalf of the person he or
she represents.

Choosing a fiduciary can be part of estate planning,
financial planning, setting up a trust, disability planning,
guardianship of minor children, and estate administration,
to name just a few.
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Roles and responsibilities of an individual as executor
or trustee

In the majority of instances, a loved one is designated

as executor or trustee. Such decisions are almost always
wrapped up in emotion, which means they may not be
fully accepted by all parties. After all, this person must be
counted on to fulfill the intentions and desires of a family
member who has passed away or who can no longer act
on his or her own. Some may question the executor’s
qualifications or feel slighted because they were not
chosen. Others may question someone’s impartiality.

At the same time, many individuals are unaware of the
meaning and practical application of the executor’s or
trustee’s role. In virtually every state, any breach in loyalty
to the person being represented creates personal liability.
In other words, if you are found to have breached your
official responsibilities, you could be held personally liable
and thus, your personal assets are at risk.

Having seen or been involved in hundreds of estates, | can
personally attest to the fact that, had some individuals
known what they were getting into, they would have
declined to act as fiduciary.

It is often the simplest of intentions and the least valuable
assets that create the most lasting animosity between
friends and family members. For instance, there could be
a tight-knit family where one sibling sues another over the
sale of some sentimental knick-knacks that belonged to a
deceased parent. One sibling is the executor, the other is
not, and they disagree over this one minor action, even
though it is clearly stated in the parent’s will. The suit may
end up being dropped, but the conflict can be lasting and
the emotional toll devastating.

The point is that the decision to accept the role of
fiduciary is not as easy as it may seem. Likewise, when
considering whom to appoint as executor, there should

be full disclosure of roles, responsibilities, and potential
complications. If you are the one who has been named, ask
questions so you can fully understand what you are getting
into before you say yes.

When to consider an organization as executor or trustee
You may wish to remove the burdensome aspects of the
executor’s job from an individual by placing them in the
hands of a team of professionals experienced in managing
these matters. Typically, a bank, trust company, or some
other professional services firm can act in a fiduciary
capacity.

There are a number of reasons for choosing a qualified
organization over an individual. It may be done to spare
a surviving spouse or family members from the complex,
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often tedious details of settling an estate. It is also a
common course of action when family members have
shown that they are not up to the task, or that there will
be conflicts that will make it difficult, if not impossible, to
satisfy all parties.

An individual who has no expertise in the areas that the
executor must handle may also wish to engage a team

of professionals to provide advice in areas of specialized
knowledge and experience. By doing so, the individual can
be more confident in the decisions he or she must make.

All of the same standards of honesty and impartiality apply
to institutions in the exact same way as they apply to an
individual. The most important difference is that these
organizations employ people who have spent a great deal
of their professional careers acting in this capacity, or who
have insight into specific aspects of the estate — taxes,
legal contracts, investments, real estate, law, and other
areas of specialized knowledge.

Because of this independence, you can often achieve the
desired outcome without the emotional issues that can be
attached to the role when it is performed by an individual.
The decision-making process is usually clearly delineated in
legal documents before it is accepted by the professional
fiduciary. That typically means less ambiguity and fewer
questions when decisions need to be made.

How we can help

At the very least, an attorney is going to be involved in
settling an individual’s estate. Other professional services
firms may also serve in an advisory capacity as you develop
your estate plan or set up a trust. Every situation is unique,
but to address the legal, financial, and human aspects of
estate and trust issues, we recommend you seek guidance
early and often throughout the process.

Dominic Zamora, JD, CPA, Principal
CliftonLarsonAllen Wealth Advisors, LLC
dominic.zamora@CLAconnect.com or 509-363-6345

Table of contents

CLAconnect.com/privateclient

Avoid Some of the
Pitfalls of Sudden
Wealth With Proactive
Tax Planning

by Donna Byers

After more than 40 years of providing tax and financial
planning services, | am convinced that “sudden wealth”
is a responsibility for which few people are adequately
prepared. In fact, | would estimate that fewer than 10
percent of those who suddenly come into great amounts
of money will keep it even for their own lifetime.

Sad scenarios play out again and again as individuals pay
unnecessarily large tax bills and squander large sums

of money, leaving little or nothing for themselves or
others. Lottery winners, recipients of legal or insurance
settlements, star athletes, wildly successful entrepreneurs,
and heirs to vast estates have all allowed windfalls to slip
through their fingers either through action or inaction.

You can blame all sorts of social and cultural ills for this
phenomenon, but over the years | have found that a lack
of education and planning are the main culprits. The

two go hand in hand, whether you are a parent trying to
prepare a child for an inheritance, or someone of modest
means who is faced with questions of what to do with an
unexpected pile of cash.

Understand the value of early financial education

In my experience, a major issue with recipients of
sudden wealth is that many of them have an inadequate
understanding of financial planning. Surprisingly often,
those who inherit a fortune are not prepared to properly
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manage it. In fact, a person of modest means may be just
as well equipped to handle financial decisions as a person
with much greater assets and resources.

A Wall Street Journal article titled “Lost Inheritance”
quotes research showing young Baby Boomers spending,
donating, or otherwise not saving half of every dollar
they inherit. All too often, children with inheritances are
not prepared because their parents are not honest and
forthcoming with them about the scope of their wealth
and what it takes to grow and maintain it.

Starting early gives a young person plenty of time to
develop an understanding of the technical aspects of
saving, investing, taxes, and charitable responsibilities. And
yet a 2012 study by U.S. Trust found that more than half of
high net worth parents had disclosed very little about their
wealth to their kids.

I'll admit, it’s not likely that a 10-year-old is going to
understand the tax advantages of trusts or municipal
bonds. But parents can pass along their vision and

discipline, as well as their goal-setting and prioritizing skills.

These will serve the children well when the time comes
to weigh the difference between short-term wants (a new
car, a dream vacation, or some other material goods),

and long-term financial needs (retirement, education for
children, a financial legacy).

Like an inheritance, the settlement of a lawsuit, sale of a
business, insurance payout, or divorce agreement can give
rise to sudden wealth. Without a combination of planning
and self discipline, the apparent winner can quickly
become the loser, ending up worse off financially than if he
or she had never received the payout.

Keeping control through trusts

Carefully constructed trust documents are a common
method of passing on wealth. Depending on the type

of trust, there may be tax advantages today and for the
eventual beneficiary. But even these legal arrangements
must take into account the human tendency to spend
unearned riches without a plan.

Choosing the right trustee is critical. If a professional
trustee is nominated in the trust document, it is important
to also name a family member or some other responsible
person to serve as an advisor or “protector” of the
beneficiary’s best interests. The document’s author can
also provide language to give clear instructions on how
beneficiaries should be treated with regard to requests for
unusual or excessive withdrawals.
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Think it through and make a plan

There are well-known examples of lottery winners
accepting their prize in a lump sum, and others who opt
for annual payments over a period of years. Choosing

the multi-year payout often reduces the total tax liability,
and actually puts more money in the winner’s pocket.

It also gives the newly wealthy person more time to set
priorities based on family needs, create a budget, and
consider future tax issues. It’s like a kid getting a very large
allowance and having to plan how to make it last.

Counseling on opportunities to create substantial tax
savings is a first step toward helping the suddenly wealthy
keep more of their windfall. It is generally possible, for
example, to use a charitable remainder trust or favorable
gifting and titling options to make a significant difference
in the future tax consequences of the giver and his or her
family members and heirs.

Whether a lottery winner takes a single payment or
installments, changing that choice is extremely difficult
and costly — if even possible. It can also cost significantly
more in taxes. For example, if a lottery winner dies with

a large uncollected balance subject to state and local tax,
his or her heirs may want to close on all tax liabilities and
collect all of the remaining installments. After all taxes are
paid, only a small percentage of the original face amount is
likely to remain. This outcome could easily be avoided with
proactive tax planning.

Transferring prize money from an individual’s name to a
revocable trust as an afterthought is also a costly process
that may require court orders and other complications. In
both of these scenarios, a tax advisor, financial planner,
and estate planner can take an individual down several
life paths to see how today’s decisions might play out over
time.

Deal with it before you have to

It’s easy to judge those who have it all but can’t manage to
keep it. But instead of shaking our heads and wondering
what happened, it is the responsibility of those who have
wealth or expect to receive it to seek guidance, advice, and
counseling as a buffer against financial disaster. It is not an
accident when the outcome is positive. Those who educate
themselves and then their children on important financial
matters and responsibilities can develop skills to cope with
the pressures of sudden wealth.

Resources
Raising Financially Fit Kids by Joline Godrey, Ten Speed Press, 2013

Preparing Heirs: Five Steps to a Successful Transition of Family
Wealth and Values by Roy Williams and Vic Preisser, Robert Reed

Publishers, 2010
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The Financially Intelligent Parent: 8 Steps to Raising
Successful, Generous, Responsible Children by Jon and
Eileen Gallo, Penguin USA/New American Library, 2005

Silver Spoon Kids: How Successful Parents Raise
Responsible Children by Jon and Eileen Gallo, McGraw-Hill/
Contemporary, 2001

Donna Byers, CPA, PFS, Senior Manager, Private Client Tax
donna.byers@CLAconnect.com or 520-352-1235
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Helpful Steps to
Consider When Selling
Your Business

by Ben Axelrod

Preparing for a potential sale of your company is an
important part of a successful transaction that can save
time and help achieve a premium valuation. Having strong
books and records, a realistic perspective of valuation and
marketability, and a great group of advisors can contribute
to a smoother transaction process and favorable outcome.
A sense of humor can help, too.

Here are few steps to get you going on this exciting journey.

Select your group of advisors

Your group of advisors could include your ownership
group, other key stakeholders, a corporate attorney,
accountant, mergers and acquisitions (M&A) advisor, and
wealth advisor. Be sure that your team has experience
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with change-of-control transactions. The accountant or
attorney who has provided you with operational service

in past years may not always be the best suited to help
you navigate through a transaction without assistance.
Make sure you have good rapport with the individuals that
will be alongside you in the process — after all, you will be
spending a lot of time together on your journey.

Gather evidence on the potential valuation of your
company

This can be done by conducting market studies, analyzing
comparable company research, hiring a valuation firm, or
meeting with individuals who spend time in the transaction
world (M&A advisors, accountants, lawyers, private equity
professionals, etc.). Market value is simply what another
party is willing to pay for your business. However, there are
likely data points and comparables readily available that
can help you understand and potentially estimate your
company’s market value today. Keep in mind that at the
end of the day, a well-run process is one of the best ways
to help achieve or exceed valuations implied by various
sources when you bring your company to market.

Gather your key documents for review

It’s no secret that there are a number of documents

that will be requested and scrutinized during a potential
transaction. Get a jump-start on these requests by having
the following documents available (and properly signed/
executed) in advance. Having key documents readily
available will not only help ensure interaction with buyers
maintains the right momentum, but will also create a
perception of a well-organized process.

Key Documents to Gather Ahead of a Sale

Capitalization table including detailed list of ownership (shares,
options, warrants, and preferences) on a fully diluted basis

Current organization chart

Articles of incorporation, by-laws and board meeting minutes

Loan agreements, including cross-collateralization commitments
from related parties

Lease agreements
Product catalogs and price lists, as applicable

List of major customers, within concentration analysis

Confirm you have fully-executed versions of major contracts
with customers and suppliers, and determine which have consent
or other rights that may become relevantin a sale

List of major competitors and analysis of how you effectively
compete against them
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List of employees with salary and job description, as well as
potential obligations to any employee (e.g., bonuses, long-term
incentives, etc.)

Federal, state, and payroll tax returns for the last five years

Internal financial statements for the last five years

Audited or reviewed financial statements with management letter
comments (as available) for the last five years

Internal operations reports for the last 12 months

Monthly projections for the next 12 to 24 months, with annual plan
for three or more years

Analysis of one-time or unusual events over the past three
years, if any, and financial impact each has had on the
company's performance

Summary of backlog with expectations on the likelihood of closing

Current business/strategic plan

Confirm all necessary permits are in place and up to date

Set up a document sharing platform

There will be a number of large documents sent to various
parties throughout the months of due diligence and buyer
discussions. Set up a shared documentation site or virtual
data room (VDR) to coordinate a secure process.

Cloud-based VDRs are accessible for monthly contracts;
many of them start at less than $100 a month. They
provide secure online “cabinets” that multiple users
can access (with tracking and reporting back to you)
when needed. If you don’t feel a VDR is necessary,
create a shared folder that can be accessed by the
appropriate team on your network drive. Consult with
your M&A advisor and/or legal counsel to confirm this
is done efficiently and does not have to be replicated as
discussions with buyers advance.

Pre-review documents to avoid delays

Ask members of your transaction advisory team to perform
a pre-review of information. Deals can stall or experience
significant reductions in purchase price due to financial
information that is challenged and needs to be modified.
An experienced team can identify key issues well in
advance to help you avoid this scenario.

Financial

Be sure that all historical financial data is reliable and
future projections are reasonable and achievable. If timing
allows, consider having an audit performed for at least the
last year by a respected accounting firm. This investment
will most likely identify common weaknesses in financial
reporting and controls that can be mitigated before a
transaction occurs. Profitability can be understated or
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overstated erroneously, so be sure that you have a solid
team assisting you. Further, consider commissioning a
sell-side Quality of Earnings report to help identify early on
issues that my later be raised by buyers. Knowing how to
position each, and getting them “out on the table” early,
can help preserve significant purchase price in negotiations
with buyers.

Legal

It is important that all legal structures are in order

and confirmed ownership is documented. Be sure you
have support from all minority partners, the board of
directors and potentially your financial institution to the
extent required. Employee matters should also be well-
documented.

Determine which employees (if any) should be aware
of the pending sale

Many times making arrangements for key employees to
stay on through an ownership transition is seen as a key
component to the success of the deal. If the retirement
of these employees/owners is imminent, consider the
impact it may have on the organization going forward
and communicate that plan to potential buyers. Also,
determine which employees may be instrumental in
getting a deal completed, and consider putting in place
certain incentives to obtain their full cooperation and
attention through the sale process.

Following these steps can save a significant amount of
time, effort, and purchase price during any transaction.
Purchase price and terms can change significantly from the
time a letter of intent is signed through to the signing of a
purchase agreement. As a seller, you can minimize these
differences by being prepared and surrounding yourself
with the best team possible.

Begin thinking about your options after the sale

What will you do with the proceeds from the sale of

your business? Working with the right wealth advisor,
someone who can be part of your broader transaction
advisory team, may help you better understand your
options after the liquidity event. Some of your aspirations
may require advance planning, so consider putting
together a goals-based plan with a wealth advisor well
before the transaction date. Remember, once the sale

of your business becomes public knowledge, you may

be bombarded with calls from financial services firms. A
wealth advisor who understands your unique goals can
help you make objective, rather than emotional decisions.

Ben Axelrod, Managing Director, Mergers and Acquisitions
ben.axelrod @CLAconnect.com or 612-397-3122
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Leadership Transition Is a
Risk Management Issue

by Jen Leary

Leadership transition is an often-overlooked area of risk
management. But identifying, developing, and preparing
potential leaders for a planned or unplanned change

in leadership is critical. Effective succession planning
increases your organization’s ability to meet goals and
objectives in the short term — and sustain itself for the
long term.

Here are 20 questions to ask yourself as you move forward
(or continue) on your leadership transition journey. The
answers will help you identify your existing strengths, your
current gaps, and the action steps to put the success back
in succession planning.

1. Have you decided who is going to own the design,
development, implementation, and execution of the
leadership transition and/or succession planning
process?

2. Have you agreed on who will need to be involved to
make your plan successful?

3. Are those individuals committed to the outcomes
and objectives of the leadership transition and/or
succession planning process?

4. Have you defined what success will look like and the
criteria you will use to evaluate the programs? Is
there a scorecard with measurable outputs to
evaluate?

5. If you have a plan, is it working? Is it dated? Does it
need to be refreshed? If you don’t have a plan, what
can you do to establish one?
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6. Does your plan mirror the strategic objectives of the
organization? What are the significant challenges
facing the organization over the next one, five, and
10 years? Are they incorporated into the plan and
processes?

7. Have you performed a risk analysis and examined the
results?

8. Have you identified the critical positions within your
organization — at all levels?

9. Have you identified the technical and leadership
competencies needed to fill key positions?

10. Have you identified your high performers?

11. Have you identified your high potential people?

12. What are your talent and skill gaps? How will you

address those gaps?

13. Have you performed self assessments and
determined where and when you need to make

investments to close the gaps?

14. Have you identified an internal and external strategy

for talent acquisition and retention?

15. Have you identified development needs and how

they will be addressed (e.g., training or experience)?

16. Have you incorporated successes and lessons learned

into the current succession planning structure?

17. Have you documented the outputs and decisions
from the above — and communicated them

appropriately?

18. How are you going to motivate, develop, and retain

candidates for the identified positions?

19. How are you executing, communicating, and using

the results of your analyses?

20. Are you continually refining your processes to ensure

they are efficient and effective?

Planning for succession is, in my mind, similar to business
continuity and disaster recovery: it’s important to address
planned and unplanned scenarios. It’s also not just a public
company issue. Succession planning applies to all types

of organizations whether publicly held, privately held, or
nonprofit. | hope these questions assist you in evaluating
your current program and identifying the action steps

that will take your program to the highest level. Get your
organization ready for its next leader!

Jen Leary, CPA, Principal, Transaction Services
jennifer.leary@CLAconnect.com or 704-998-5283
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Legislation Extends Tax
Provisions for Businesses
and Individuals in 2014

by Chris Hesse and Andy Biebl

In December 2014, Congress completed its “extender”
legislation by retroactively renewing approximately

50 tax provisions that had expired at the end of 2013.
Unfortunately, these provisions generally were only
renewed for the 2014 tax year. This means another round
of legislative activity will take place sometime in 2015,
although most of these “extenders” are a near-certainty
for annual renewal.

Section 179 deduction

This first-year depreciation deduction was reinstated at the
$500,000 level for tax years beginning in 2014. Generally,
this deduction applies to new or used equipment and
specialized production facilities, but not to real estate.
The deduction phases out if a taxpayer has more than

$2 million of eligible asset additions in the year. The
Section 179 deduction is burdened with numerous
technical restrictions. For example, limitations apply to
non-corporate lessors, those acquiring most vehicles, and
taxpayers with residential rental property.

50 percent bonus depreciation

This first-year depreciation deduction applies to new (not
used) property placed in service during calendar year
2014. It is unlimited in the sense that it is available to any
business, regardless of size. For businesses with significant
2014 asset acquisitions that had not anticipated these
large first year depreciation deductions, there is only a
short time before year end to consider actions that might
create income to offset these deductions. Pass-through
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business owners may wish to convert pre-tax retirement

accounts to Roth status; those transactions can often be

executed quickly by having the trustee recharacterize the
tax status of the account.

Accrual of employee bonuses

Many businesses have informal year-end bonus
arrangements, where accrued compensation is set prior
to December 31, for payment on or before March 15 of
the next year under the so-called 2%-month rule. IRS
examiners have been challenging these deductions where
there is a reduction due to employee departures before
payment. The IRS asserts that an event subsequent to

the year-end (the departure of an employee or two)
caused an adjustment to the liability, and accordingly,

the employer bonus accrual was not properly “fixed and
determinable” prior to year-end. Small adjustments can
result in postponement of the deduction of the entire
accrued bonus. One solution is to adjust the bonus
formula to reallocate any departed employee portions

to the remaining workforce. If you have a practice of
accruing year-end bonuses to employees, the details of the
arrangement should be reviewed.

Repair regulations

2014 is the first tax year under the new repair and
capitalization regulations. CLA tax professionals will be
working with our business clients to see that accounting
methods related to materials and supplies are in
conformity, and that expenditures to improve existing
assets are property categorized. There are two areas of
opportunity that should receive special attention:

1. For 2014 only, a late “partial disposition” deduction
may be claimed (For example, a replacement roof
was capitalized in some prior year, but the old roof
and its removal costs were not deducted).

2. Beginning in 2014, an annual safe harbor de minimis
election may be made to deduct small asset
purchases. The amount of this election varies based
on the status of the taxpayer’s financial statement,
with some flexibility as to the amount of the election.
These topics should be a part of your tax preparation
discussions.

The Affordable Care Act and employers

Employers of all size are affected by this law. Beginning in
2015, those with 100 or more employees must provide
ACA-level group health coverage. That threshold drops to
50 employees in 2016. But as we recently communicated,
all employers, other than those with only one health plan
participant, are subject to a substantial penalty in 2014 if
they maintain arrangements that reimburse premiums on
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individual employee policies or use stand-alone Section
105 medical reimbursement plans. If you have questions
on these issues, please contact your tax professional.

Related party loans

Closely held business owners frequently have loans to and
from their businesses. To be respected for tax purposes,
any loan, whether between individuals or businesses,
must include adequate interest. The IRS publishes monthly
tables of minimum interest rates. For open demand notes
(i.e., those without a specified repayment date), the
minimum interest rate for 2014 is only 0.28 percent. While
this rate is nominal, it is important that interest be paid on
all related party loans if the underlying transaction is to
withstand IRS scrutiny.

If there is an upturn in interest rates, the IRS minimums
adjust quickly. At that point, those with substantial related-
party debt should consider converting to term debt at
lower rates. For example, for a term loan originating in
December 2014, a long-term note (any maturity longer
than nine years) can be set as low as 2.74 percent.

Individual and energy incentives
The “extender” legislation also includes individual
and energy incentives, which include:

Individual
e State and local sales tax deduction option (in lieu
of state income tax deduction)
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e Higher education tuition and fees deduction

Teachers’ classroom expense deduction of up to $250

¢ Exclusion of discharge of qualified principal residence
indebtedness

¢ Mortgage insurance premium deduction

¢ Tax-free charitable distributions from IRAs for those
over 70%

e Contributions of real property for conservation purposes

Energy

e Section 25C residential energy property credit

e Deduction for energy-efficient commercial buildings
(Section 179D)

e Excise tax credits for certain alternative fuels

e Incentives for biodiesel and renewable diesel

How we can help

These changes are numerous and more will be coming
in 2015. We can help you understand how the legislation
affects you and your business.

Chris Hesse, Principal, Tax
chris.hesse@CLAconnect.com or 612-397-3071

Andy Biebl, Principal, Tax
andrew.biebl@CLAconnect.com or 612-397-3121
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Key Information for the
2015 Tax Year

See your advisor for specifics

Filing Rates

Individual

Tax Rate Married Filing Joint (MFJ)
10% Up to $18,450
15% $18,451 — $74,900
25% $74,901 — $151,200
28% $151,201 — $230,450
33% $230,451 — $411,500
35% $411,501 — $464,850

39.6% More than $464,850

Filing Status

Single
Up to $9,225

$9,226 — $37,450

$37,451 — $90,750
$90,751 — $189,300
$189,301 — $411,500
$411,501 — $413,200
More than $413,200

Married Filing Separate

Up to $9,225
$9,226 — $37,450
$37,451 — $75,600
$75,601 —$115,225
$115,226 — $205,750
$205,751 — $232,425
More than $232,425

Head of Household
Up to $13,150
$13,151 - $50,200
$50,201 - $129,600
$129,601 - $209,850
$209,851 - $411,500
$411,501 - $439,000
More than $439,000

Itemized Deductions and Exemptions

Itemized deduction phase out start point single and married filing joint

Standard deduction — single and married filing separately

Additional deduction age 65 or older — single

Standard deduction — married filing joint

Additional deduction age 65 or older — married filing joint and married filing separately

Standard deduction — head of household

Additional deduction age 65 or older — head of household

Personal exemption

Personal exemption phase out start point single and married filing joint
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Single: $258,250
MFJ: $309,900

$6,300
$1,550
$12,600
$1,250
$9,250
$1,550
$4,000

Single: $258,250
MFJ: $309,900
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Retirement Plans

Maximum annual benefit for defined benefit plan Up to $210,000
Defined contribution annual addition $53,000
Defined contribution compensation limit $265,000

401(k) maximum exclusion $18,000

401(k) catch up contribution (for individuals 50 or older) $6,000

Simple contribution limit $12,500
Simple catch up contribution (for individuals 50 or older) $3,000

IRA contribution limitation (in general) $5,500

IRA catch up contribution (for individuals 50 or older) $1,000

Social Security (self-employed) combined rate (OASDI + Medicare) (6.2% + 1.45%) x 2 = 15.3%
Social Security (employee) rate (OASDI + Medicare) (6.2% + 1.45%) = 7.65%
0ASDI contribution base $118,500
Medicare contribution base Unlimited
Additional Medicare Payroll Tax on earnings more than $200,000 (single) and $250,000 (combined, married filing jointly) 0.9%

FUTA wage base $7,000

FUTA rate 6%

Social Security

Maximum earned income while receiving Social Security benefits (under age 65 years, 6 months) $15,720
Maximum earned income while receiving Social Security benefits (in the year you reach full retirement age) $41,880
Maximum earned income while receiving Social Security benefits (full retirement age) No limit

Education Phase-Outs

MFJ: $160,000 — $180,000
Other filers: $80,000 — $90,000

MFJ: $110,000 — $130,000
Other Filers: $55,000 — $65,000

MFJ: $130,000 — $160,000
Single: $65,000 — $80,000

American Opportunity Credit (formerly Hope Credit)
Lifetime Learning Credit

Student loan interest deduction

Health Savings Accounts

HSA contribution limit (single insurance coverage) $3,350
HSA contribution limit (family insurance coverage) $6,650
HSA catch-up contribution (age 55 or older) $1,000

Section 179 limitation $25,000*
Annual gift tax exclusion $14,000
Estate tax exclusion amount $5,430,000
Kiddie tax threshold — children through age 18 or age 19 — 23 for full-time students $2,100
High cost per diem travel rate within continental U.S. (high/low method) $259
Low cost per diem travel rate within continental U.S. (high/low method) $172

*Future extender legislation is expected, which would increase this amount (perhaps to $500,000).
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About CLA

CliftonLarsonAllen (CLA) is a professional services firm

with three integrated business lines — wealth advisory,
outsourcing, and public accounting (audit, tax, and
consulting). This allows us to serve clients more completely
and offer our people diverse career opportunities.

CLA’s 3,600 people are dedicated to helping businesses,
governments, nonprofits, and the individuals who own
and lead them. From 90 offices coast to coast, our
professionals practice in specific industries to deliver
audit, tax, consulting, and outsourcing capabilities best
aligned with our clients’ needs. Integrated wealth advisory
services address their personal financial goals, and our
international resources help organizations successfully
enter and compete in all markets, foreign and domestic.
Investment advisory services are offered through
CliftonLarsonAllen Wealth Advisors, LLC (CLA Wealth
Advisors), an SEC-registered investment advisor and wholly
owned company of CliftonLarsonAllen LLP.

The national wealth advisory practice consists of
approximately 100 professionals who advise or consult
on roughly $3.9 billion in total client assets. According
to Accounting Today’s 2014 “Wealth Magnets” report,
CLA Wealth Advisors is ranked fourth in the Billion Dollar
Club based on assets under management (AUM). This
publication reviews wealth managers affiliated with

CPA firms.

With CLA you can trust one firm for all of the personal,
family, and business guidance you need. We take the time
to understand what you want out of life and how you want
to use the wealth you’ve accumulated — we’ll help you
live a life of purpose.

For more information, visit CLAconnect.com/privateclient.
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Disclosures

The information contained herein is general in nature and is not intended, and should not be construed, as legal, accounting, investment, or tax advice or opinion
provided by CliftonLarsonAllen LLP to the reader. The reader also is cautioned that this material may not be applicable to, or suitable for, the reader’s specific
circumstances or needs, and may require consideration of nontax and other tax factors if any action is to be contemplated. The reader should contact his or her
CliftonLarsonAllen or other tax professional prior to taking any action based upon this information. CliftonLarsonAllen assumes no obligation to inform the reader
of any changes in tax laws or other factors that could affect the information contained herein.

Investment advisory services are offered through CliftonLarsonAllen Wealth Advisors, LLC, an SEC-registered investment advisor.

Prior approval is required for further distribution of this material.
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