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Nuts and bolts
An old and still reliable estate
planning strategy is to shift
assets to younger generation
family members during life.
This removes the assets from
the older member’s potentially
taxable estate, and it may shift
the taxation of income to lower
tax brackets. An important brake
on the strategy, if the younger
family member is a child, is the
“kiddie tax.” That tax was altered
significantly by the Tax Cuts and
Jobs Act last year. Some families
won’t be much affected by the
change, but others could be—one
can’t know without running the
numbers. We explore the changes
in our first article.
Then we follow up with a review of
estate planning considerations for
art collections and collectibles.
There’s talk in Washington, D.C.,
of a TCJA 2.0, aimed primarily at
making the personal income tax
changes of TCJA permanent.
We’ll keep an eye on developments
for you.
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Exploring the new “kiddie tax”
The Tax Cuts and Jobs Act (TCJA)
made an important change to the
calculation of the “kiddie tax,”
the special tax rules intended to
prevent income shifting within
families to create tax savings. The
tax formerly was based upon the
marginal tax rate of the child’s
parent. This was awkward, because
the child had no legal right to learn
what the parent’s tax rate was, and
if the parent filed for an extension
of time, the rate might even be
knowable in a timely way.
The remedy was to do away with
reference to the parent’s tax
rate and use instead the tax rate
schedule for trusts and estates. For
2018 those rates are given in the
table below.
Families with income greater than
$600,000 (married filing jointly)
are already in the 37% tax bracket.

For those in lower income brackets,
the change may represent a tax
increase.

Who is affected?
The kiddie tax applies to
“unearned” income of a child in
excess of a threshold amount,
$2,100 for 2018—if the threshold
is not exceeded, no kiddie tax.
Unearned income includes
dividends, interest, and capital
gains. The kiddie tax does not apply
to one who files a joint income tax
return, and it does not apply if both
parents have died. There is also an
age dimension to the application of
this tax. Those affected are:
• any child 17 or younger at year-end;
• 18-year-olds whose earned income
does not cover half of their support;
and
Continued on page 2

2018 TRUST AND ESTATE TAX RATES
Ordinary income
$0 to $2,550

10%

$2,551 to $9,150

24%

$9,151 to $12,500

35%

More than $12,500

37%

Timothy H. Throckmorton, JD, LL.M.

Long-term capital gain and qualified dividends

Director of Fiduciary Services

$0 to $2,599

0%

$2,600 to $12,699

15%

More than $12,700

20%

Eileen Cahill, SVP
Director of Financial Planning

Source: Internal Revenue Code
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“kiddie tax”. . . continued
• those age 19 to 23 who are full-time students (for at least
five months of the year) and whose earned income does
not cover half of their support.

How does it work?

Estate
planning for
art and
collectibles

The child does not have a personal exemption for
calculating taxable income. The basic standard deduction
for the child will be the greater of $1,050 or the sum of
$350 plus earned income, up to a limit of $12,000.
Example. Betsy, age 17, has $2,500 of earned income from
a part-time job and $7,500 of interest income. Therefore,
her standard deduction is $2,850. Betsy’s taxable income
is $7,150 ($10,000 gross income minus the standard
deduction). Because the standard deduction offsets all of
the earned income and $350 of the unearned income, all of
the taxable income is subject to the kiddie tax.

An investment portfolio, even a very successful one, is
not something one is likely to become passionate about.
Fine art or collectibles, on the other hand, often inspire
investments of time, energy, and resources in their
acquisition, maintenance, and display. When the art or
collection has significant value, estate planning must not be
taken for granted.

The first $2,100 of unearned income is taxable at ordinary
income tax rates, that is, 10%. So that’s $210. The next
$2,550 is taxed at the lowest bracket for estates and gifts,
also 10%. That comes to $255. The final $2,500 of income
is taxed at 24%, or $600. Betsy’s total tax liability comes
to $1,065.

A collector ultimately has only three choices. The collection
may be kept in the family; it may be sold; or it may be
donated to charity. Each choice may be exercised during life
or after death.

Without the kiddie tax, all of Betsy’s income would have
been taxed at 10%, a liability of $715. Thus, her kiddie
tax is $350, a tax increase of nearly 50% compared to her
ordinary obligation.

The vital first step is to know the value of what one owns.
Receipts for purchase are a starting point, and they also
provide support for the provenance of the pieces. The
opinion of a qualified appraiser will be required for items
that have been owned for a long time—some pieces may
have appreciated substantially in value, others not so much.
Having a good sense of the value of the collection is also
essential for having adequate insurance coverage for it.

The trust angle
Given that there is now parity in the taxation of trusts and
the unearned income of children, irrevocable trusts may
gain new luster as an income-shifting strategy. Using a
trust adds the benefit of creditor protection, as well as an
estate planning dimension, to the plan.
On the other hand, these new rules are set to expire on
December 21, 2025, along with all the other personal
income tax elements of TCJA.

Keeping it in the family
The first and most important questions are: Does anyone
in the family love the art or the collection as much as the
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Selling the collection

owner does? Will someone be willing to invest the effort
to maintain the collection or perhaps add to it, keeping
it intact?

If no one in the family wants the art, or is willing to
undertake the protection and maintenance of a collection,
the owner will need to consider its sale. Selling during
the owner’s life has the advantage that the person with
the most intimate knowledge of each piece’s provenance
and value—the owner—is available to explain it. A wellsupervised sale may yield the largest possible return from
the liquidation of the collection.

If so, one may arrive at issues similar to having a familyowned business, in which some children participate and
others do not. The collection may represent a significant
share of the owner’s wealth. How might the other
potential heirs be treated equitably if one or two are to be
entrusted with the continuation of the collection?

Unfortunately, the sale during life has the most adverse
income tax consequences. The tax rate for capital gain on
the disposition of art and collectibles is 28%, and at the
highest income levels the additional health care surtax of
3.8% on net investment income will apply as well. State
income taxes also will apply as well.

Alternatively, perhaps the collection is to be broken up,
distributed in some fashion among potential heirs. In that
case, who gets what? Who gets the first choice?
The transfer of the collection within the family may have
gift or estate tax ramifications. The first $15,000 given
to any one person each year is protected by the annual
gift tax exclusion, and no gift tax will be payable until the
lifetime exemption is exhausted ($11,180,000 in 2018,
subject to future inflation adjustments, and scheduled to
fall back to $5+ million in 2026). The advantage of making
gifts out of the collection during life is that their value
will be frozen for transfer tax purposes, so that post-gift
appreciation will avoid taxation. The disadvantage is
that the owner no longer has possession of the cherished
piece. Should the owner try to make a gift without parting
with the piece, there is a risk that it will be included in the
taxable estate after all.

At one time collectors could make use of Section 1031 likekind exchanges to mitigate income taxes, but that option
was removed in last year’s tax overhaul. (However, that
removal provision also expires on December 31, 2025.)
For this reason, some collectors will want to defer sales until
after death, to gain the tax-free basis step-up. With this
approach, meticulous records will be needed. The services of
experts may also be needed to manage the disposition so as
to realize the collection’s true worth.

Donating
As some collectors have learned, donating artwork to
charity is not always a simple proposition. Many museums
have specific, well-defined goals and will only accept new
items that fit within their plans. Some will expect to receive
funding to maintain the collection if they accept it. Other
conditions may be imposed.

Let’s say that the owner decides to own the art until
death, and wants to give a surviving spouse a right of first
refusal to select items from the collection to keep. A right
of first refusal could be deemed a terminable interest,
which would not be eligible for the marital deduction. It
may be better to leave the entire collection to the surviving
spouse, together with an invitation to disclaim any
unwanted pieces within the disclaimer time period, so as
to avoid transfer tax snafus.

For full tax benefits, a donation of art to a charity must
further its exempt purpose. If art is added to a museum’s
permanent collection, or if a university will be displaying
it for educational purposes, that use is related to the
recipient’s exempt function, satisfying the test. But if the
art is sold by the charity within three years, the donor’s
charitable deduction may be limited to his or her tax basis.

There may be a temptation to avoid the gift and estate
tax trouble by making silent transfers within the family,
and just not telling the IRS about it. For any collection
with significant value, this would be a poor strategy, not
to mention illegal. The IRS on audit will routinely ask for
insurance records, from which it may be able to discern the
value of the property.

Start early
Given the complexity of the choices, the owner of fine art
or a valuable collection should make estate planning a
high priority.
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Briefly noted

IRS warns states
against trying to
work around SALT
limitations
Several high-tax states, including
California, New York, New Jersey, and
Connecticut, are trying to establish
a legislative work-around to the new
$10,000 cap on the deduction for
state and local taxes (SALT) or have it

thrown out in court. The cap will only
affect the highest-income taxpayers,
who have long been the target for
state tax increases. Nevertheless,
these states apparently fear that the
loss of the deduction will increase the
competitive disadvantage that results
from their tax policies.
The IRS is not likely to agree with
any such gimmicks, and it signaled
disapproval in Notice 2018-54,
released in May. New Regulations on

the subject are coming. Federal law
controls the proper characterization
of payments and expenses for federal
income tax purposes, regardless of
what the states may hope. The IRS
will use substance over form, which
suggests that if a purported charitable
gift relieves a taxpayer of a legal
obligation to pay a tax, it is not a
charitable gift at all. The IRS warning
may prove so chilling that tax advisors
will not recommend any of the workarounds to their clients.

To learn more, visit www.websterbank.com/privatebank or email pbinfo@websterbank.com.

Complex
clients call for
streamlined
support.
Webster responds
with a team of wealth
planning specialists,
coordinating everything
from objective
investment advice
to comprehensive
fiduciary services.
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