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A Simple Way to Transfer Wealth
Using the Annual Gift Exclusion as a Strategy for Giving
Linda Yang, CFP®, Financial Planner, First Republic Investment Management
Gifting during your lifetime can be an effective estate planning strategy with
multiple benefits. Lifetime gifting can help you reduce estate taxes and shift
future appreciation out of your estate while providing your beneficiaries with
immediate use and enjoyment of the transferred assets. Using the annual gift
exclusion is one of the more fundamental and highly effective ways to begin
transferring wealth during your lifetime to the people you love.

UNDERSTANDING THE BASICS
1. Federal Gift and Estate Taxes
Under the current U.S. transfer tax system, all lifetime gifts and bequests made
at death in excess of certain dollar thresholds are subject to gift and estate
tax rates as high as 40 percent. This threshold, known as the “basic exclusion
Continued on page 2
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amount,” is a combined lifetime gift and estate tax exemption currently set at
$11.18 million per donor in 2018.
Linda Yang, CFP®,
Financial Planner, First
Republic Investment
Management

2. Additional Shelter
In addition to the lifetime gift and estate tax exemption, the Internal Revenue
Code allows donors to gift up to $15,000 each (in 2018) to an unlimited
number of recipients per calendar year. This “annual gift exclusion” amount is
indexed to inflation (subject to $1,000 increments).
Annual exclusion gifts are not included in the calculation of gift tax liability. As a
result, annual exclusion gifts will not count against the donor’s lifetime gift and
estate tax exemptions.
3. Other Gift Tax Exclusions
Gifts made to U.S. citizen spouses are already fully deductible under the
unlimited marital deduction. Gifts to non-U.S. citizen spouses, however, are not
eligible for the unlimited marital deduction. Rather they are eligible for a special
annual gift tax exclusion ($152,000 per year in 2018).

Only gifts of a
present interest
qualify for the
annual gift tax
exclusion.

In addition, donors may pay an unlimited amount of educational and medical
expenses on behalf of any donee without incurring a taxable gift, as long as
payments are made directly to the educational institution or the healthcare
provider.
4. Gift Splitting
A married donor can effectively double annual exclusion gifts to each recipient
by electing to “gift-split” with a spouse. For example in 2018, as long as both
spouses consent, a married donor can give $30,000 (instead of only $15,000)
to a single recipient by splitting the gift with a spouse.

CERTAIN GIFTS DON’T QUALIFY FOR THE ANNUAL GIFT
TAX EXCLUSION
Only gifts of a present interest qualify for the annual gift tax exclusion. The
recipient must be granted immediate and unrestricted use, possession or
enjoyment of the property. In contrast, gifts of future interests (such as gifts of
a remainder interest or other types of delayed interests) do not qualify for the
annual gift tax exclusion.

GIFT TAX RETURNS
In general, donors must file a federal gift tax return (Form 709) if they gift more
than the annual exclusion amount to any recipient during a particular calendar
year, or if gift splitting is elected. In some cases, donors are well-advised to file
a gift tax return to document gifts even if no portion of the donor’s lifetime gift
tax exemption was used and no immediate gift taxes are due.
A regular annual exclusion gifting strategy combined with compounding
investment growth can help donors transfer substantial amounts of wealth out
Continued on page 8
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The Alternative Within Alternatives
Blending Growth With Liquidity
For a wealth manager who is charged with the task of protecting and
growing your money, honing in on your goals and objectives is the first step
in determining the investment strategy that leads to the all-important asset
allocation decision. Asset allocation is the main determinant for investment
performance, but we believe protection of assets and management of risk also
are essential for a successful long-term investment plan.
Traditionally, asset allocation and risk management were as simple as looking
at a balance between stocks and bonds. But as wealth managers continued
to look for ways to improve returns and reduce risk, it led to venturing out and
exploring other investment solutions, or alternatives. Fast-forward to today
and alternatives include private equity, hedge funds, diversified multi-asset
strategies, managed futures, real assets and other liquid alternatives.
Equity Alternatives

Core Diversifiers

Fixed Income Alternatives

Potential equity-like returns, but with diversification
that goes beyond long-only stocks

Diversifying beyond
stocks and bonds

Fixed income options that may protect against
interest rate risk with income generating potential

–
–
–
–
–
–

Option writing
Long/Short Equities
Equity/Flexible Allocation
Event Driven
Equity Market Neutral
Arbitrage Strategies

– Multi-Strategy
– Managed Futures
– Global Macro
– Risk Parity

– Non-Traditional Bonds
– Long/Short Credit

Source: Morningstar as of 5/31/18

There are two aims to incorporating these asset classes into portfolios: 1)
improve overall portfolio returns and 2) reduce overall risk through assets
that are not directly correlated to stocks and bonds. The following table
reflects the historic risk adjusted performance (Sharpe Ratio) for portfolios
that have alternatives against portfolios without alternatives. When compared
to traditional portfolios made up of only stocks and bonds, portfolios with
alternatives may provide a better risk adjusted return.
Continued on page 10
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Navigating the Financial Waters
of Divorce
Essential Guidance for a Challenging Transition
Divorce is one of the most challenging events many people go through.
Beyond the emotional turmoil and family changes that can be involved in
ending a marriage, there are many short- and long-term financial concerns.
How will assets be divided? What if there are complex situations involved?
How will the divorce affect both spouses’ future financial security?

YOUR OPTIONS
Before you delve into those matters, one of the most important decisions you
need to make involves determining the process by which you will get divorced.
In the past, most couples getting divorced automatically hired lawyers and
headed to court. These days, while you’ll still need legal counsel and other
professionals to assist in your divorce, you have a number of options around
how best to use those professionals. Choose the process that’s right for you
and your family, and you may reduce the financial and emotional burden and
gain more control over how you go through your divorce.
If you are dealing with divorce, the following options are worth your
consideration:
Mediation
Mediation is a cooperative process in which you and your spouse come
together with a mediator—a neutral third party who assists both spouses in
reaching agreement on the issues that must be decided. These may include
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equitable distribution of assets, child custody, child support, alimony and
others. Using a mediator can help you reduce costs, reach settlements faster
and give both spouses a higher level of input and control. If your mediator is
not an attorney, you will need to retain an attorney to draft your settlement
agreement. You each will want your own attorneys to review this document
before you sign.
Collaborative Divorce
Sometimes called the “no-court” or “peaceful” divorce, this is a voluntary
process that brings you, your spouse and your respective attorneys together
to negotiate the settlement agreement. A collaborative divorce offers more
professional guidance and input than with mediation, but like the name
suggests, it’s a collaborative process and generally less expensive than
litigation as you, the client (rather than the courts) control the process.
Litigation
If you and your spouse are facing a particularly contentious or legally complex
situation, you may need a formal court proceeding. This is generally the most
expensive and time-consuming route, primarily because the courts will dictate
the pace of your process and the time required by your attorney to advocate
your case.

YOUR THREE-POINT PLAN
Regardless of which process you use, there are generally three financial steps
involved in beginning a divorce.
Step 1: Collect Documents
In order to compile your financial data and so that you can give your
professional team a full view of the assets, liabilities and other financial matters
that must be addressed in the divorce process, you will need to present the
team with the following:

Using a
mediator can
help you reduce
costs, reach
settlements faster
and give both
spouses a higher
level of input
and control.

– Financial account statements
– Income tax returns
– Pay statements
– Real estate title documents
– Loan documents, including your mortgage and credit card statements
– Health, auto and life insurance policies, including annuities
– Retirement and pension plan documents
– Long-term care insurance policy documents
– Business ownership records, such as operating and partnership
agreements and financial and tax records
Step 2: Plan Ahead For the Transition
As you are going through the divorce (but before it is final), there are several
Continued on page 9
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The Need for Speed—
and an Estate Plan?
Turning a Lifetime of Collecting Into a Legacy

Matthew L. Hall,
Wealth Manager, First
Republic Investment
Management

It could be said that the peak of recent price movements in classic cars
occurred at Bonham’s August 2014 auction in Pebble Beach, California.
The auction was held during the prestigious Concours d’ Elegance, which is
considered a mecca for car enthusiasts.
The star of the auction was the 1962 Ferrari 250 GTO—one of only 36 ever
built. Everyone watched to see what it would bring and cheers went up as
the Ferrari 250 GTO was knocked down at a stunning $34.65 million—it was
exciting to see.
The Ferrari 250 GTO is a legendary car that could be considered “rolling art.”
The list of owners of the 36 GTOs is a who’s who of car collectors around the
world. Considering that a Leonardo da Vinci painting sold for $450 million in
2017, many of these collectors would argue that the Ferrari 250 GTO was a
relative bargain.

TRENDS IN THE MARKET
Collectible car prices, even for the greats, have softened somewhat in recent
years yet there are some “deals” to be had. Of course, there’s no telling what
will be the next hot car but once it’s crowned, asking prices climb fast. Factors
that could make a car collectible include great lines, high performance engines
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and a limited production run—if there weren’t many made in the first place and
they become desirable, then the price could go up.
Take a look at the likely buyers today to find clues on identifying the next hot
car—usually successful types in their 40s, 50s and 60s who remember the
automotive icons from their high school or college years. Which car posters did
they hang in their bedrooms or college dorms? Some cars from the 1980s are
now making their move, such as the Lamborghini Countach (now a $1 million
car), Ferrari Testarossa or Porsche 930 Turbo.
Looking back, the Aston Martin DB5, made from 1963 to 1965, renowned as
James Bond’s ride in Goldfinger and other films, and surely one of the most
well-known cars in the world, saw total production numbers of only 1,059
units. There are a lot more James Bond fans around with money to spare than
there are cars to go around, hence the current price of $1 million.
As summer begins, pleasant weather brings with it a tide of car shows and
auctions. Collecting cars is a social activity and the best of these events—
like Amelia Island, the Goodwood Festival of Speed and Pebble Beach Car
Week—are worth planning for a year in advance.

KEY CONSIDERATIONS FOR PROTECTING
YOUR COLLECTION
From an estate planning perspective, any type of collectible can present
unique challenges. Estate plans are not only vehicles for passing real estate,
investments or cash along to beneficiaries, but are also very important for the
transfer of artwork, extensive wine collections and classic cars.
Typically, the primary goal of ensuring the automobile is properly distributed,
with the tax liability potentially mitigated, is with appropriate estate planning
documentation. A provision in a will, for example, may not be the best method
for addressing the collection. Without a formal trust in place, assets transferred
by a will must go through probate, are on public record and are subject
to probate court fees. It’s also important to plan for outcomes: What if the
inheriting spouse does not have the same passion as the original collector?
Perhaps then the main objective is to preserve the collection in a museum for
the community to enjoy.
If you are planning to sell, keep a comprehensive log book of all your expenses
associated with upkeep, restoration and maintenance, as this will be part of
the total cost of ownership at the time of sale. One thing to keep in mind from
an investment standpoint is that if a classic car is sold as a collectible asset,
the transaction could garner a 28% long-term capital gains tax instead of the
ordinary capital gains tax of 20% for more conventional asset types. Charitable
gift planning could also minimize the elevated capital gains tax when the car is
sold. With upfront planning, your car collection has the potential to survive as a
legacy for your family and/or community.

Need Some Ideas for
Getting Started?
$5 Million Collection
1966-68 Ferrari 275 GTB4
1951-54 Bentley R Type
Continental
1963-65 Aston Martin DB5,
“the Bond car”
$1 Million Collection
1959-62 Bentley S-2 Coupe
or Convertible
1968-76 Ferrari Dino
1987-89 Aston Martin Volante
PoW Special
$250,000 Collection
1999-2005 Ferrari 360
2005-2017 Aston Martin
V8 Vantage
1971-1995 Rolls Royce Corniche
Source: Autotrader, Hemmings Motor News, Classic Cars
UK. As of 4/30/2018
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of their estates over time without using any of their lifetime gift exemption.
The following chart illustrates the effect of compounding growth on a program
of annual exclusion gifts from two parents to a grantor trust for the benefit of
a child over a 30-year period. The illustration assumes annual exclusion gifts
of $30,000 per year (indexed for inflation at 1.1%) for 30 years, a 5% annual
growth rate, no distributions, and the income taxes on the trust income are
paid by the grantors. Under these assumptions, the trust is projected to grow
to over $2.2 million by the end of the 30-year period.

GIFTING RECIPIENTS AND METHODS
It’s important to consider
each individual recipient when
determining the appropriate
gifting vehicle.

$2,500,000

$2,000,000

Annual Gift Accumulation
Earnings

$1,500,000

$1,000,000

2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047

$500,000

Children cannot legally have
unrestricted access to gifted
funds until they reach the age of
majority. You can arrange for an
adult to manage the property by
establishing an irrevocable trust,
a custodial account authorized
by state law, or a Section 529
educational savings plan. Subject
to specific qualifying factors, gifts
to the following vehicles will qualify for the annual gift tax exclusion.

GIFTS TO IRREVOCABLE TRUSTS
Different types of trusts may be set up for the benefit of the recipients of annual
exclusion gifts. One type of trust is the Section 2503(c) Minor’s Trust, which is
a separate legal entity established to hold gifts in trust for a child. Since gifts
to the trust are irrevocable and trust assets may grow substantially over time,
donors should fully understand that the child will have complete control over
the assets at age 21.

GIFTS TO UNIFORM TRANSFER TO MINORS ACT (UTMA)
AND UNIFORM GIFT TO MINORS ACT (UGMA) CUSTODIAL
ACCOUNTS
The UTMA and UGMA provide simplified ways to transfer assets to minor
children without requiring the services of an attorney to draft trust documents
or the court appointment of a trustee. The terms of UTMA/UGMA custodial
accounts are established under state laws instead of a trust document.

Continued on page 11
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NAVIGATING THE FINANCIAL WATERS OF DIVORCE

Continued from page 5

considerations that may need to be addressed:
– Where will each of you live? Will you continue to share the marital home or
will one person move out?
– How will you pay bills and family expenses in the interim?
– How will bank and credit cards be handled?
– If you have children, when will you tell them about the divorce, and what
will you tell them?
Step 3: Don’t Forget Special Financial-Planning Considerations
Beyond the common financial steps of a divorce, more unique and complex
situations may need to be addressed as part of the settlement process. Such
situations make it all the more essential to have professional legal and financial
guidance. For many couples, considerations must be made around:
– Health insurance coverage (if one spouse doesn’t have access to
coverage through an employer)
– A child with special needs
– A spouse who hasn’t worked and may not be able to find a job
immediately
– Whether one or both spouses are already retired
– Complex financial assets such as stock options and other types of
executive compensation, business ownership and private equity
– Hiding assets: if one spouse suspects there are assets not being disclosed

To make the
divorce as stressfree as possible
for you and
your family,
it’s important
to have a team
of experienced
advisors on
your side and
to assemble that
team early on.

DOING THE BEST FOR YOURSELF AND YOUR FAMILY
DURING A DIVORCE
Despite all of the financial considerations, costs and potential consequences
of divorce, going through the process doesn’t have to be more emotionally
stressful and burdensome than it already may be.
To make the divorce as stress-free as possible for you and your family,
it’s important to have a team of experienced advisors on your side and to
assemble that team early on. Interview professionals so that you can find a
team you are comfortable with and who will understand your issues. A good
team will help keep your process moving forward and get you to resolution.
Choosing the right divorce process is equally important as it also sets the
tone for communications—both during the process and once your marriage
is resolved. After all, the type of relationship you have post-divorce can be
impacted by how you navigate the divorce process. Take the time now and
your efforts will pay off in the long run.
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Asset Mix Without Alternatives
Conservative
Balanced

Moderate
Growth

Balanced

Stocks*

40%

60%

80%

Bonds*

60%

40%

20%

Conservative
Balanced

Balanced

Moderate
Growth

27%

42%

59%

Asset Mix With Alternatives
Sharpe Ratio is calculated by dividing the portfolio’s
annualized excess return over the risk free rate by
the standard deviation of the portfolio’s annualized
excess return. The risk free is the three month U.S.
Treasury Bill.
*Stocks are defined by the S&P 500 Index. Bonds
are defined by the Bloomberg Barclays U.S. Bond
Aggregate and Alternatives is defined as the HFRI
Fund of Funds Index.

Stocks*
Bonds*

55%

36%

17%

Alternatives*

18%

22%

24%

Conservative
Balanced

Balanced

Moderate
Growth

Without Alternatives

0.66

0.52

0.43

With Alternatives

0.72

0.56

0.46

20 Year Sharpe Ratio

Source: Morningstar as of 5/31/18

Less than 15 years ago, many of these investments were deemed off-limits to
the average investor and best left to the big institutions that have multibilliondollar endowments and could afford to place a segment of their portfolios in
these unregulated asset classes. But as these portfolios reflected outsized
performance compared to their peer groups, more attention was given to
this area, and these strategies have now become mainstays marketed to the
individual, high net worth investor.
Clients were touting their hedge fund managers, as they compared their (again)
outsized returns to their diversified portfolio of stocks, bonds and cash. As
long as these above-average returns were produced, it didn’t matter that their
money was tied up—without the ability to redeem for three, six or 12 months.
The monthly statements were coming in and portfolio returns were increasing
at dramatic rates. Then came 2008.
If you have any questions,
comments or suggestions
for Spectrum, please
contact us at
privatewealthmanagement@
firstrepublic.com
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During the financial crisis, liquidity dried up and people began to get
concerned—some even panicked. It was a very uncomfortable time for most
investors, no matter what markets you were involved in. We speak about
correlation and the power of diversified portfolios, but in 2008 and early 2009,
the majority of assets went in one direction—down. At least if you were in
stocks and investment-grade bonds, you could sell them if you wanted to. But
the many investors who had been enjoying the fruits of hedge fund returns in
prior years were suddenly concerned about getting their hands on their funds
that were tied up in these illiquid investments. It was truly a wake-up call for
these investors once they were able to finally redeem their funds—some at 50
to 75 cents on the dollar. They were willing to take a loss just to get out of the
investment. Some who hung in there for the long term are beginning to see
normalcy return to this market.
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The financial crisis is now ten years old, and was a game changer in many
respects. Liquidity became paramount to investors. First Republic Wealth
Managers have always placed a premium on liquidity, knowing that our clients’
priorities are based on the ability to tap their money at a moment’s notice.
Today, these asset classes continue to be an important part of a diversified
portfolio but are now in different structures. An important, positive outcome of
the 2008 period was the restructuring of many of these alternative strategies
into mutual funds, which does provide liquidity to investors for these kinds of
strategies and allows investors who were once considered too small to invest
in these funds to round out their portfolios.
Circling back to our original premise of searching for ways to increase return
while reducing risk in an increasingly diversified portfolio, asset allocation using
these non-correlated assets in mutual funds now provide a mainstream avenue
and the much-needed liquidity for these alternative investments.
Lastly, when reviewing your holistic investment portfolio as it relates to
alternatives, asset “location” must be considered. Alternatives can potentially
be optimal for the tax-deferred segment of your diversified portfolio, as many of
these investments are tax-inefficient. As always, it is crucial to partner with your
wealth manager to build a strategy unique to your goals and objectives.

As always, it is
crucial to partner
with your wealth
manager to build
a strategy unique
to your goals and
objectives.

Alternative or “alt” mutual funds are publicly offered, SEC-registered funds that
use investment strategies that differ from the buy-and-hold strategy typical in
the mutual fund industry. Compared to a traditional mutual fund, an alternative
fund typically holds more non-traditional investments and employs more
complex trading strategies. Investors considering alternative mutual funds
should be aware of their unique characteristics and risks.
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Continued from page 8

GIFTS TO SECTION 529 PLANS
Section 529 plans can grow tax-deferred while distributions for qualified
education expenses are generally not subject to income taxes. (Under the Tax
Cuts & Jobs Act of 2017, the definition of qualified education expenses was
recently expanded to include up to $10,000 per year, per student for private
K-12 education expenses.)
Subject to specific rules, Section 529 plans allow the frontloading of up to five
years of annual exclusion gifting in one year without triggering gift taxes.

SELECT THE APPROPRIATE GIFTING STRATEGY FOR
YOUR SITUATION
Annual exclusion gifting can be a powerful wealth transfer strategy and your
advisor can help determine the strategies that are appropriate for you and your
family. If interested, please reach out to your local wealth professional for more
information on annual exclusion gifting.

Different types
of trusts may be
set up for the
benefit of the
recipients
of annual
exclusion gifts.
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