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exemption is $5,250,000.1 For reference, a chart
outlining the estate exemption over the last several
years is as follows:

TAXES FOR TRUSTS AND ESTATES–NEW
TAXES, NEW RATES, NEW CHALLENGES
I. INTRODUCTION

Year of
Death

Applicable Exemption or
Exclusion Amount

Top
Marginal
Rate

1997

$600,000

55%

1998

$625,000

55%

1999

$650,000

55%

2000

$675,000

55%

2001

$675,000

55%

2002

$1,000,000

50%

II. FEDERAL ESTATE, GIFT AND GST TAX LAWS

2003

$1,000,000

49%

Somewhat surprisingly, but definitely welcomed, the
new legislation keeps a unified estate, gift, and
generation-skipping transfer ("GST") tax system.

2004

$1,500,000

48%

2005

$1,500,000

47%

2006

$2,000,000

46%

2007

$2,000,000

45%

2008

$2,000,000

45%

2009

$3,500,000

45%

2010

$5,000,000 or unlimited 2

35% or 0%

2011

$5,000,000

35%

2012

$5,120,000

35%

2013 +

$5,250,000, adjusted for
inflation

40%

After the flurry of estate planning and the rush of yearend projects in 2012, the American Taxpayer Relief
Act of 2012 ("ATRA 2012") was passed by Congress
on January 2, 2013 and signed into law on January 4,
2013. As a result, we now have "permanent", unified
estate, gift, and generation-skipping transfer tax
legislation with some little twists. Coincidentally,
January 1, 2013 also ushers in a new income tax
affecting trusts and estates. So, what are the rules?
What does all of this mean for clients? What does it
mean for estate planners? Lastly, what do we look for
in 2013? Read on to learn more.

A. Permanent, Unified Tax System.
1. Historical Perspective. Prior to 2002, each
person had a "unified" transfer tax credit which could
be used to offset estate and gift taxes. IRC §§ 2010,
2505. This credit effectively sheltered a set amount of
transfers (by gift or at death) without incurring any
transfer tax. The Economic Growth and Taxpayer
Relief Reconciliation Act of 2001 ("EGTRRA") "deunified" the estate and gift tax credit, with the estate tax
exemption exceeding the $1 million lifetime gift tax
exemption from 2004 through 2009. The Tax Relief,
Unemployment Insurance Reauthorization, and Job
Creation Act of 2010, P.L. 111-312 ("TRA 2010") reunified the estate, gift and GST tax exemptions,
increasing them to $5 million for 2011, with an
inflation adjustment for 2012. In 2013, the law was
scheduled to revert to the law in effect in 2001,
immediately prior to the enactment of EGTRRA.
ATRA 2012, however, made the changes to the gift,
estate and GST exemptions from TRA 2010
"permanent," while increasing the effective rate on the
excess from 35% to 40%. As a result, we have
permanent, unified estate, gift and GST tax laws with
an exemption of $5,000,000, adjusted annually for
inflation after 2010, and a top tax bracket of 40%. For
2013, after applying the inflation adjustment, the

2. American Taxpayer Relief Act of 2012, P.L.
112-240. ATRA 2012 really adds only three main
items of substance. First, the highest bracket is now
1

For a detailed outline discussing planning opportunities
that complement the increased exemption available since
enactment of TRA 2010, see Davis and Willms, “Using The
$5 Million Gift Tax Exemption: A 2012 Toolbox,” 18 th
Annual State Bar of Texas Adv. Est. Planning Strategies
Course (2012).
2
TRA 2010 permitted the executor of the estate of a
decedent dying in 2010 to opt out of the estate tax, at the cost
of foregoing in large part an adjustment to the cost basis of
the decedent's assets at death.
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40%. Second, a technical correction is made to correct
the clawback potential in the case of portability. Third,
the law is now permanent. The result is that we have
permanent, unified estate, gift and GST tax laws with
an exemption of $5,000,000, adjusted annually for
inflation after 2010 and a top tax bracket of 40%. For
clients, the continued inflation adjustment of the
exemption amount is another welcomed surprise.

tax exemption which might not even cover the adjusted
taxable gifts! With the enactment of ATRA 2012,
because the exemption amount does not decrease but
continues to increase each year, this issue of clawback
in relation to gifting goes away. In addition, because
the issue of this form of clawback was raised so
vociferously following TRA 2010, one would expect
that any future legislation which decreases the
exemption will expressly address this issue.

3. Permanency. As we all know, tax laws are
never truly permanent. However, for the first time
since 2001, there is no set expiration date for the estate,
gift and GST laws. Prior to this year, there was
continued uncertainty about "will they or won't they."
Now that we do have permanent law, it is ever more
important that existing testamentary plans be reviewed
to insure the amount that clients want to pass to their
beneficiaries is the right amount. As the exemption
amount continues to be adjusted for inflation, bequests
tied to the exemption amount may become even
trickier.

B. Portability. TRA 2010 added, and ATRA 2012
made permanent, the notion of "portability" of a
deceased spouse's unused exemption amount. In
essence, portability provides that upon the death of one
spouse, the surviving spouse inherits any unused
federal estate tax exemption of the deceased spouse.
IRC § 2010(c)(2)(B). The unused exclusion amount is
referred to in the statute as the "deceased spousal
unused exclusion amount", otherwise known as the
"DSUE amount." Once a spouse inherits his or her
DSUE amount, the surviving spouse can use the DSUE
amount either for gifts by the spouse or for estate tax
purposes at the surviving spouse's subsequent death.
An individual can only use the DSUE amount from his
or her "last deceased spouse." To understand how
portability works, assume, for example, that H dies in
2011 with an estate of $3 million. He leaves $2 million
to his wife W, and the balance to his children. As a
result, his taxable estate is $1 million. H's executor
could elect to file an estate tax return using $1 million
of H's $5 million estate tax exemption to shelter the gift
to the children, and pass the other $4 million of H's
estate tax exemption to W. W would then have an
estate and gift tax exemption of $9 million (her own $5
million exemption3 plus H's unused $4 million
exemption).

4. Clawback. Since the enactment of TRA 2010,
estate planners and their clients have been concerned
about the possibility of "clawback." Actually, the
concerns regarding clawback have arisen in two areas–
For
portability and traditional transfer taxes.
portability, the concern centered around the use of the
term "basic exclusion amount" as used in two places in
the statute. IRC § 2010(c)(4). ATRA 2012 revised the
statute so that the term used in IRC § 2010(c)(4)(B)(i)
is now the "applicable exclusion amount."
By
Treasury regulation, the term "basic exclusion amount"
as used in IRC § 2010(c)(4)(A) is read to mean the
basic exclusion amount calculated at the time of the
death of the last deceased spouse of a surviving spouse.
Temp. Reg. § 20.2010-2T(c)(1)(i). With these two
"corrections," the concern regarding clawback in
relation to portability is eliminated. The background
and issues in this regard are discussed further below.

1. Disadvantages vs. Bypass Trusts.
While
portability will be a beneficial "second best" choice for
estates of decedents who did no estate tax planning,
most estate planners will often continue to recommend
bypass trust planning as the best alternative for married
couples with potentially taxable estates. This is so for
a variety of reasons:

For estate and gift tax purposes, the concern regarding
clawback centered around the potential difference
between the amount of the gift tax exemption in the
year that a gift was made and the amount of the estate
tax exemption in the year of the death of the donor. In
other words, if a taxable gift was made in a year when
the exemption was greater than in the year of the
donor's death and then adjusted taxable gifts were
added back into the donor's estate for estate tax
purposes, the estate would have to use the lower estate

3

Although the surviving spouse's exemption
amount would be adjusted each year for inflation, the $4
million DSUE amount would not. This outline assumes a
$5 million exemption for illustration purposes, to make the
math easier.
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a. Need to Elect. Portability works only if H's
executor files an estate tax return electing to pass the
unused exemption to the spouse. IRC § 2010(c)(5).
Executors of relatively modest estates may see the cost
of filing a complete estate tax return as a high price to
pay to get the potential benefit of portability.

recently deceased spouse. Unless the surviving spouse
makes large taxable gifts before the new spouse's
death, any unused exemption of the first spouse to die
is then lost.
2. Estate Administration Musts. When no estate
tax planning is included in a decedent's Will or in cases
of intestacy, estate administration counsel advising
personal representatives of estates of persons dying
with a surviving spouse will need to document their
conversations about the potential availability of
portability. Also, don't forget that even with the use of
a bypass trust, portability could still be elected for any
"excess" exemption. Deciding not to go to the trouble
and expense of electing portability may be a perfectly
rational decision in many cases. But all too often the
decision is judged with hindsight. If portability is
extended, if the surviving spouse dies owing estate tax,
and if that tax could have been reduced or eliminated
by electing portability, the personal representative and
his or her advisors may be second-guessed. We
recommend communicating the issues involved to the
personal representative in writing, and documenting the
personal representative's decision. Ideally, having the
next generation sign off on the decision now would be
helpful. Your discussions, and perhaps more
importantly, your records of these discussions, may
help to minimize criticism about the personal
representative's decision about the election. A sample
letter that might be used to outline the issues for an
executor is attached as Exhibit A to this outline.

b. No
Creditor/Divorce/Control
Protection.
Leaving property to one's spouse in a bypass trust
affords a number of non-tax benefits which are not
available if no trust is used. In particular, the assets
passing to the spouse via a bypass trust: (1) are exempt
from attachment by the creditors of the surviving
spouse; (2) can't become commingled, and thereby
subject to loss in a divorce if the surviving spouse
remarries and then divorces; and (3) are assured to pass
to the persons designated as beneficiaries by the
deceased spouse (unless the surviving spouse is given
and exercises a power of appointment over the bypass
trust assets).
c. No Shelter of Growth. Assets passing to the
bypass trust are exempt from estate tax at the second
death regardless of the value of those assets at that
time. Thus, a spouse could pass up to $5 million worth
of property to a bypass trust, and all of those assets,
plus appreciation, would pass to the next generation
free of tax. Portability provides the surviving spouse
only with the unused exemption amount, unadjusted
for inflation or growth. At the same time, keep in mind
that although the growth in a bypass trust is sheltered
from estate tax at the second death, the assets in the
trust will not receive a new basis (whether stepped up
or down) at second death.

3. Temporary and Proposed Regulations.4
Portability Temporary and proposed regulations were
issued on June 15, 2012. There are a few new general
regulations for Code Sections 2010 and 2505
(interestingly, regulations were never previously issued
for those statutes), but the newly issued regulations
primarily provide guidance regarding portability. The
regulations provide guidance on a variety of issues
including election requirements, details regarding
computing the DSUE amount, and the surviving
spouse's use of the unused exclusion amount (either by

d. No GST Exemption. Portability applies only
to the deceased spouse's estate tax exemption–not to
the deceased spouse's GST tax exemption. By proper
allocation of the GST exemption to the bypass trust, a
married couple can effectively double the amount of
property that will avoid estate taxation upon the death
of their children. This doubling is lost if a bypass trust
is foregone in favor of portability.
e. Possible Loss upon Remarriage.
The
surviving spouse is entitled to use the unused estate tax
exemption only of the most recently deceased spouse.
IRC § 2010(c)(4)(B)(i).
If the surviving spouse
remarries, and the new spouse then dies, that spouse
(who may have a substantial estate, or who may not
have an estate tax return filed on his or her behalf to
pass along any unused exemption), becomes the most

4

The discussion on the Temporary and proposed
regulations on portability is derived from Steve R. Akers,
"Portability Temporary and Proposed Regulations (Issued June 15,
2012)," Copyright © 2012 Bessemer Trust Company, N.A. All
rights reserved. (used with the permission of the author). The
discussion was modified and has since been updated by the author
to reflect statutory changes as a result of the enactment of ATRA
2012.
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gifts or for estate tax purposes following the surviving
spouse's death).

language in testamentary documents to direct or
prohibit the preparation of the return. If the return may
be prepared, then the mechanics of doing so and how
the associated costs will be paid should also be
addressed. For example, one might consider adding
language to the Will which provides, in effect:

The regulations generally provide very taxpayerfriendly positions regarding a variety of issues
(surprisingly friendly as to several issues). The
regulations adopt reasonable positions, avoiding what
would seem to be nonsensical results that might occur
with respect to various issues under a literal reading of
the portability statutes. Perhaps the specific
authorization in Section 2010(c)(6) of the Code for the
Secretary of the Treasury to prescribe regulations
necessary or appropriate to carry out that subsection
afforded comfort in interpreting the statutory language
very broadly in order to reach reasonable results.

My Executor may make the election described in
Section 2010(c)(5) of the Code to permit my spouse to
use my unused exclusion amount, and may incur
reasonable expenses to file any estate tax return or
other documentation necessary to make such
election, and to defend against any audit thereof.
(3) Timely Filed Estate Tax Return. The
regulations make it clear that the last return filed by the
due date (including extensions) controls. Before the
due date, the executor can supersede the election made
on a prior return. After the due date, the portability
election (or non-election) is irrevocable. Temp. Reg.
§ 20.2010-2T(a)(4). There is no discussion whether socalled "9100 relief" to make a late election may be
available. The current thinking is that if the fair market
value of the decedent's gross estate is more than the
filing requirement ($5,250,000 in 2013), the filing due
date is a statutory requirement for which 9100 relief is
not available. If, however, the estate is below the filing
requirement, the filing deadline is established by
regulation, and therefore, 9100 relief is available. The
IRS has apparently granted such relief, but has not
announced a formal policy to so. In any event, estate
planners should not assume the availability of 9100
relief to permit a late election.

The regulations apply to estates of decedents who died
on or after January 1, 2011.
4. Overview
Observations.

of Regulatory

Chapter 20

Provisions and

a. Making the Portability Election.
(1) Statutory Provisions. Section 2010(c)(5)(a)
of the Code states that the DSUE amount is available to
the surviving spouse only if the decedent's "executor"
timely files an estate tax return on which the DSUE
amount is computed and makes an election on the
return for portability to apply.
(2) Providing for Portability. Portability is
new and only recently permanent. Consequently, most
existing Wills do not contemplate the possibility of
preparing an estate tax return if the decedent's estate is
not taxable. In most existing Wills, no provision
permits the executor to prepare the return and no
provision directs whether the estate may or may not
pay for the preparation of the return. It is easy to
imagine situations where a conflict exists as to whether
the return should be prepared, such as multiple
beneficiaries of the decedent's estate or where the
surviving spouse is not a beneficiary of the decedent's
estate and the estate passes to the decedent's children
(think blended families). After all, portability has the
potential to benefit the beneficiaries of the surviving
spouse's estate who may not be the same as the
beneficiaries of the decedent's estate. In certain
circumstances, making the portability election may
actually expose the beneficiaries of the first decedent's
estate to unnecessary estate taxes (see the discussion of
the "QTIP Problem" below). Estate planners should
discuss the issues with their clients and consider adding

(4) Election on Return. The election is made
by filing a "complete and properly-prepared" estate tax
return. There is no box to check or statement to attach
to the return to make the election. For 2012 decedents,
Part 6 on page 4 of Form 706 which was issued on
October 4, 2012 addresses the portability election and
also includes a box to check to opt out of portability.
Another way of not making the election is simply not
to file a timely return. Temp. Reg. § 20.2010-2T(a)(2)(3). Some comments asked the IRS to give guidance
about protective portability elections. For example, if
there is a will contest, the DSUE amount may depend
on who wins the contest. Until the contest is resolved,
there may be no way of knowing who the executor is,
or even who is in actual or constructive possession of
property unless the court appoints a temporary
executor. The regulations have no discussion of
protective elections.
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(5) "Executor" Permitted to Make Election.
If there is a court-appointed executor, that person must
make the election. (The regulations do not address the
situation of having multiple court-appointed coexecutors.
Temp.
Reg.
§ 20.2010-2T(a)(6)(i).
Presumably the rules for filing estate tax returns would
apply, which generally require that all co-executors
join in signing the return.) If there is no courtappointed executor (and presumably only if there is no
court-appointed executor) any person in actual or
constructive possession of property may file the estate
tax return on behalf of the decedent and elect
portability (or elect not to have portability apply). Any
portability election made by a non-appointed executor
cannot be superseded by a subsequent election to opt
out of portability by any other non-appointed executor.
Temp. Reg. § 20.2010-2T(a)(6)(ii).
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properly-prepared" return is generally one that is
prepared in accordance with the estate tax return
instructions. However, there are relaxed requirements
for reporting values of certain assets. For assets that
qualify for a marital or charitable deduction, the return
does not have to report the values of such assets, but
only report the description, ownership, and/or
beneficiary of the property together with information to
establish the right to the deduction. However, the
values of assets passing to a spouse or charity must be
reported in certain circumstances (where the value
relates to determining the amounts passing to other
beneficiaries, if only a portion of the property passes to
a spouse or charity, if there is a partial disclaimer or
partial QTIP election, or if the value is needed to
determine the estate's eligibility for alternate valuation,
for special use valuation, or for Section 6166 estate tax
deferral). Temp. Reg. § 20.2010-2T(a)(7)(ii)(A).

Observation Regarding Surviving Spouse. Some
comments to the IRS suggested allowing a surviving
spouse to file an estate tax return to make the
portability election in the event that a court-appointed
executor does not file an estate tax return. However,
the IRS apparently felt constrained by the statute's
requirement that the "executor" make the election, and
did not adopt this approach. It is interesting that the
IRS construed the statute extremely broadly (to the
extent of changing words and adding words to the
statute) to reach just and reasonable results with respect
to other issues, but felt constrained as to this issue.
Observe that if there is no court-appointed executor
and if the spouse is in actual or constructive possession
of property of the decedent, the spouse would be able
to file a return making the portability election, and no
other individual would be able to supersede that
election with a return opting out of the election.

In any event, the executor must exercise "due diligence
to estimate the fair market value of the gross estate"
including the property passing to a spouse or charity.
The executor must identify the range of values within
which the "executor's best estimate" of the gross estate
falls. Until the estate tax return is finalized to include
those ranges of value, the return must state the
"executor's best estimate, rounded to the nearest
$250,000." Temp. Reg. § 20.2010-2T(a)(7)(ii)(B).
Observation: The regulations provide little further
detail regarding what extent of "due diligence" is
required. The Preamble to the regulations states that the
inquiry required to determine the executor's best
estimate "is the same an executor of any estate must
make under current law to determine whether the estate
has a filing obligation…" Apparently, the required due
diligence means something less than obtaining fullblown formal appraisals. In most situations, the
executor will need to obtain valuation information in
any event to support the amount of basis step up under
§1014 (or perhaps for state estate tax purposes if there
is a state estate tax). Various examples are provided in
the Temporary Regulations. Temp. Reg. § 20.20102T(a)(7)(ii)(C).

(6) Computation of DSUE Amount on
Return. As mentioned above, the Form 706 that was
issued on October 4, 2012 includes a section regarding
portability, including computation of the DSUE
amount. Prior to that time, as long as a complete and
properly-prepared estate tax return was filed, it was
deemed to include the computation. Estates that filed
returns before the updated Form 706 was issued are not
required to file a supplemental estate tax return
including the computation using the revised form.
Temp. Reg. § 20.2010-2T(c).

b. Computation of DSUE Amount.
(1) Statutory Provision. Prior to ATRA 2012,
the statute read as follows:

(7) Relaxed Requirements for "Complete and
Properly-Prepared" Return. A "complete and

-5-

Taxes for Trusts and Estates–New Taxes, New Rates, New Challenges

Chapter 20
(A)
The
decedent's
applicable
exclusion amount; over
(B) The sum of the amount of the
taxable estate and the amount of the adjusted
taxable gifts of the decedent [reduced by the
amount, if any, on which gift taxes were paid
for the calendar year of the gift(s)], which
together is the amount on which the tentative
tax on the decedent's estate is determined
under section 2001(b)(1).

§ 2010(c)(2)
APPLICABLE
EXCLUSION
AMOUNT. – For purpose of this subsection,
the applicable exclusion amount is the sum of
–
(A) the basic exclusion amount, and
(B) in the case of a surviving spouse,
the deceased spousal unused exclusion
amount.
§ 2010(c)(4) DECEASED SPOUSAL UNUSED
EXCLUSION AMOUNT. — For purposes of
this subsection, with respect to a surviving
spouse of a deceased spouse dying after
December 31, 2010, the term "deceased
spousal unused exclusion amount" means the
lesser of —
(A) the basic exclusion amount, or
(B) the excess of —
(i)
the
basic
applicable
exclusion amount of the last
such deceased spouse of such
surviving spouse, over
(ii) the amount with respect to
which the tentative tax is
determined
under
section
2001(b)(1) on the estate of
such deceased spouse. [This

Temp. Reg. § 20.2010-2T(c)(1) (the
language is added by § 20.2010-2T(c)(2)).

bracketed

In addition, the DSUE amount is increased by:
[t]he DSUE amount of each other deceased
spouse of the surviving spouse, to the extent
that such amount was applied to one or more
taxable gifts of the surviving spouse.
Temp. Reg. §§ 20.2010-3T(b), 25.2505-2T(c).
(3) Basic Exclusion Amount Limitation in
§ 2010(c)(4)(A) Refers to Basic Exclusion Amount at
Predeceasing Spouse's Death. Surprisingly, the
regulations interpret the term "basic exclusion amount"
in § 2010(c)(4)(A) to mean the basic exclusion amount
at the death of the predeceasing spouse. Temp. Reg.
§ 20.2010-2T(c)(1)(i). This is very taxpayer-friendly,
and ultimately allows the regulation to adopt the
"Example 3" approach (discussed below) by regulation,
even though the Joint Committee Technical
Explanation ERRATA Report suggested that a
statutory change might be necessary to achieve that
intended result. The Preamble to the regulations adopts
a rather unusual statutory construction in order to
achieve this very desirable result. ATRA 2012 did not
address this part of the statute, so presumably the
regulations still govern the interpretation of
§ 2010(c)(4)(A).

last amount is the amount of
taxable estate plus adjusted
taxable
gifts
of
the
predeceased spouse.]
As mentioned above, and as shown by the markup in
the statutory language above, an important change
made by ATRA 2012 was to revise Section
2010(c)(4)(B) so that the term "basic exclusion
amount" now reads "applicable exclusion amount."
(2) Overview of Regulation. As a prelude to
the following discussion of changes made by the
regulation, compare the statutory language of Section
2010(c)(4), quoted above, with the regulatory
interpretation of that same language (the italicized
words have been added or changed in the regulations as
compared to the statute):

Background and Observation. The statute describes
the DSUE amount as the lesser of two elements, the
first of which is the "basic exclusion amount." That
limitation is designed primarily to prevent an
individual from amassing a number of DSUE amounts
from various predeceasing decedents, by limiting the
aggregate DSUE amount to the basic exclusion
amount. Therefore, the surviving spouse would have
his or her own basic exclusion amount plus up to one
additional basic exclusion amount. From the statutory
terms, most planners have assumed this term refers to

… The DSUE amount of a decedent with a
surviving spouse is the lesser of the following
amounts —
(i) The basic exclusion amount in effect in the
year of the death of the decedent;
or
(ii) The excess of —
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the basic exclusion amount at the time that the
surviving spouse makes use of the DSUE amount,
either by gift or at the surviving spouse's subsequent
death.

Chapter 20

As an overly simplified example, assume that H1 dies,
leaving an unused exclusion amount of $2 million.
Assume that W remarries and predeceases H2. In
calculating the DSUE amount that H2 receives from
W, can the $2 million DSUE amount that W received
from H1 be added to her unused exclusion amount?
Example 3 of the Joint Committee on Taxation
Technical Explanation of TRA 2010 says yes and the
statute now concurs. A computation of the DSUE
amount from W would start with her basic exclusion
amount plus DSUE amount from H1, and the DSUE
amount from H1 is included in the DSUE amount that
H2 receives from W.

The regulations take a different approach, interpreting
the term "basic exclusion amount" in clause (A) also to
mean "basic exclusion amount of the last of such
deceased spouse of such surviving spouse" even though
clause (A) does not include those italicized words (they
are only in clause (B)(i)). In other words, the
regulations interpret words in clause (A) to mean
different words that are in clause (B)(i), but those same
words in clause (B)(i) are interpreted to mean
something totally different despite the fact that they are
literally very precise. This unusual construction was
employed so that the regulations could then interpret
the term "basic exclusion amount" in clause (B)(i) to
mean something other than the basic exclusion amount
of the last deceased spouse. The regulations interpret
that term to mean "applicable exclusion amount" as
described below. Because ATRA 2012 adopted this
approach by replacing the term "basic exclusion
amount" in clause (B)(i) with "applicable exclusion
amount," it appears that the Treasury did not interpret
that portion of the statute contrary to what Congress
intended.

(5) Adjustment to Omit Adjusted Taxable
Gifts on Which Gift Taxes Were Previously Paid. If
the decedent paid a gift tax on prior gifts, the
regulations provide that those gifts are excluded from
the computation of the DSUE amount. This reaches a
fair result.
Under the literal statutory language, if an individual
makes lifetime gifts in excess of the gift exclusion
amount, the excess reduces the DSUE amount for that
individual's surviving spouse, even though the
individual had to pay gift tax on that excess gift
amount.

Planning Implications. The Treasury regulation and
the change made by ATRA 2012 remove the
possibility of a form of "clawback" that might
otherwise have occurred if an individual had made gifts
using the DSUE amount with the risk that Congress
might reduce the basic exclusion amount.

The second "lesser of" element in computing the DSUE
amount is:

(4) Reference to "Basic Exclusion Amount"
in § 2010(c)(4)(B)(i) Means "Applicable Exclusion
Amount;" Adoption of "Example 3 Approach". By
replacing the term "basic exclusion amount" with the
term
"applicable
exclusion
amount"
in
§ 2010(c)(4)(B)(i), Congress adopted the interpretation
put forth by Treasury in Temporary Regulation
§ 20.2010-2T(c)(1). This difference is critical, because
an individual's "applicable exclusion amount" includes
his or her basic exclusion amount plus DSUE amount
(in the case of a decedent who is a surviving spouse of
a prior decedent who left him or her with a DSUE
amount). This approach adopts the position taken in
Example 3 on page 53 of the Joint Committee on
Taxation Technical Explanation of TRA 2010.

Temp. Reg. § 20.2010-2T(c)(1). Under the statute,
there is no distinction for adjusted taxable gifts that
were subject to actual payment of gift tax.

the excess of-- (A) The decedent's applicable
exclusion amount; over (B) The sum of the
amount of the taxable estate and the amount
of the adjusted taxable gifts of the decedent….

The regulations add that solely for purposes of
computing the DSUE amount, the amount of adjusted
taxable gifts "is reduced by the amount, if any, on
which gift taxes were paid for the calendar year of the
gift(s)." Temp. Reg. § 20.2010-2T(c)(2). An example
clarifies that this means "the amount of the gift in
excess of the applicable exclusion amount for that
year." Temp. Reg. § 20.2010-2T(c)(5)Ex. 2.
This is a very desirable and just result, even if the
construction requires that the regulation effectively
read additional words into the statute.
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(6) Other Credits. Some commentators asked
for clarification as to whether the DSUE amount is
determined before or after the application of other
available credits. This issue is still under consideration,
and the regulation reserves a space to provide future
guidance. Temp. Reg. § 20.2010-2T(c)(3).

election, the DSUE amount is not included in the
surviving spouse's applicable exclusion amount with
respect to those transfers. This is the case even if the
transfer was made in reliance on the availability of a
DSUE amount such as if the executor had filed an
estate tax return before the transfer was made, but
subsequently superseded the portability election by
filing a subsequent estate tax return before the filing
due date opting out of the portability election.
Similarly, the DSUE amount would be reduced to the
extent that it is subsequently reduced by a valuation
adjustment or correction of an error or to the extent the
surviving spouse cannot substantiate the DSUE amount
claimed on the surviving spouse's gift or estate tax
return. Temp. Reg. § 20.2010-3T(c)(1).

c. Last Deceased Spouse. The regulations
reiterate that the "last deceased spouse" means "the
most recently deceased individual who, at that
individual's death after December 31, 2010, was
married to the surviving spouse." Temp. Reg.
§ 20.2010-1T(d)(5). The regulations confirm that if no
DSUE amount is available from the last deceased
spouse, the surviving spouse will have no DSUE
amount even if the surviving spouse previously had a
DSUE amount from a previous decedent. Temp. Reg.
§§ 20.2010-3T(a)(2), 25.2505-2T(a)(2). (However, as
discussed below, DSUE amounts from previous
deceased spouses are included to the extent the
surviving spouse made gifts using DSUE amounts from
prior deceased spouses.) The surviving spouse's
subsequent marriage by itself has no impact unless the
subsequent spouse predeceases, and therefore becomes
the new "last deceased spouse." If there is a subsequent
marriage that ends in divorce or annulment, the death
of the ex-spouse will not change the identity of the last
deceased spouse. Temp. Reg. §§ 20.2010-3T(a)(3),
25.2505-2T(a)(3).

e. Gifts by Surviving Spouse.
(1) Gift Tax Statutory Provisions.
§ 2505(a) GENERAL RULE. — In the case of
a citizen or resident of the United States, there
shall be allowed as a credit against the tax
imposed by section 2501 for each calendar
year an amount equal to —
(1) the applicable credit amount in
effect under section 2010(c) which
would apply if the donor died as of the
end of the calendar year, reduced by
(2) the sum of the amounts allowable
as a credit to the individual under this
section for all preceding calendar
periods.

d. When DSUE Amount Can Be Used. The
surviving spouse can make use of the DSUE amount
any time after the first decedent's death. The portability
election applies as of the date of the decedent's death,
and the DSUE amount is included in the surviving
spouse's applicable exclusion amount with respect to
any transfers made by the surviving spouse after the
decedent's death. Temp. Reg. § 20.2010-3T(c)(1).
There is no necessity of waiting until after an estate tax
return has been filed electing portability. Presumably,
the surviving spouse could make a gift the day after the
last deceased spouse's death, and the DSUE amount
would be applied to that gift.

(2) Generally — DSUE Amount Included in
Surviving Spouse's Applicable Exclusion Amount
for Gift Tax Purposes. If the surviving spouse makes
gifts any time after the last deceased spouse's death, his
or her applicable exclusion amount that is used to
determine the gift tax unified credit will include the
DSUE amount. Temp. Reg. § 25.2505-2T(a)(1).
(3) Last Deceased Spouse Determined at
Time of Gift. The "last deceased spouse" is determined
at the time of the gift. The DSUE amount from that
spouse is used to determine the applicable exclusion
amount with respect to that gift, even if a subsequent
spouse of the donor dies before the end of the year.
Temp. Reg. § 25.2505-2T(a)(1)(i). Without this rule,
the DSUE amount from the subsequent spouse who
died before the end of the year in which the gift was
made would generally apply, because Code Section

The surviving spouse's applicable exclusion amount
will not include the DSUE amount in certain
circumstances, meaning that a prior transfer may end
up not being covered by the expected DSUE amount
when the surviving spouse files a gift or estate tax
return reporting the transfer. For example, if the
executor eventually does not make a portability
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2505(a)(1) (quoted above) says that the gift tax unified
credit is based on the applicable exclusion amount that
would apply "if the donor died as of the end of the
calendar year."

Chapter 20

special rule discussed immediately below, to add the
DSUE amount from a prior last deceased spouse in
calculating the DSUE amount, applies only to the
extent that the DSUE amount from a prior deceased
spouse was applied to taxable gifts of the surviving
spouse. Without this ordering rule, the prior deceased
spouse's DSUE amount may not have been applied to
previous taxable gifts of the surviving spouse, and
therefore might not be added to the DSUE amount of
the surviving spouse.

Observation. Without this helpful special rule,
surviving spouses would have been at risk in making
gifts early in a calendar year utilizing their DSUE
amount. The expected DSUE amount would not be
available if a subsequent spouse died before the end of
that calendar year. Because of a special rule discussed
below, if a surviving spouse wishes to make gifts to
utilize the DSUE amount from a deceased spouse, the
donor should make the gift as quickly as possible to
assure that the DSUE amount from that particular last
deceased spouse is utilized.

(5) Gifts Utilizing DSUE Amounts From
Multiple Deceased Spouses Is Permitted. An
incredibly taxpayer-favorable position in the
regulations permits the use of DSUE amounts from
multiple deceased spouses. Again, because the statute
was not amended by ATRA 2012 to revise any of the
taxpayer friendly positions taken in the regulations,
presumably Congress has tacitly approved these
regulatory interpretations.

The rule also has a potentially detrimental effect from a
taxpayer-point of view. A donor who is married to an
individual who is expected to die in the near future
cannot make a gift utilizing an anticipated DSUE
amount from that individual, even if the individual dies
before the end of the calendar year. (Yes, you have to
wait for your spouse to actually die before you can use
his or her DSUE amount). If the donor's unified gift
tax credit were determined based upon the donor's
applicable exclusion amount determined as of the end
of the calendar year without this special rule, no DSUE
amount from the deceased spouse would be available
to offset gifts made by the donor-spouse any time
during that calendar year.

The regulations provide that, for both estate and gift
tax purposes, if the surviving spouse has applied DSUE
amounts to gifts from prior deceased spouses who are
different than the last deceased spouse at the time of a
particular gift or estate transfer, then the DSUE amount
to be included in determining the applicable exclusion
amount of the surviving spouse at the time of [the
surviving spouse's death][the current taxable gift] is the
sum of —
(i) The DSUE amount of the surviving spouse's
last deceased spouse …; and

(4) Ordering Rule. The regulations include an
ordering rule, providing that if a surviving spouse
makes a gift with a DSUE amount from the last
deceased spouse determined at the time of the gift,
"such surviving spouse will be considered to apply
such DSUE amount to the taxable gift before the
surviving spouse's own basic exclusion amount."
Temp. Reg. § 25.2505-2T(b).

(ii) The DSUE amount of each other deceased
spouse of the surviving spouse, to the extent
that such amount was applied to one or more
[taxable gifts] [previous taxable gifts] of the
surviving spouse.

Temp. Reg. §§ 20.2010-3T(b), 25.2505-2T(c) (the
bracketed phrases are in the respective estate tax and
gift tax regulations).

Observation. This ordering rule is extremely important
and very taxpayer-friendly, as a result of other
positions taken in the regulations. As long as the donor
does not have a new last deceased spouse, the donor's
applicable exclusion amount will include his or her
basic exclusion amount plus the DSUE amount from
the deceased spouse. However, if the donor does have a
new last deceased spouse, there would be a risk that the
donor would have used some of his or her own basic
exclusion amount and would lose the benefit of the
DSUE amount from the prior deceased spouse. The

This special rule means that an individual can take
advantage of DSUE amounts from multiple spouses, as
long as the individual makes a taxable gift to utilize the
DSUE amount from a particular deceased spouse
before the individual is predeceased by a subsequent
spouse. Without this special rule, the aggregate DSUE
amount that could possibly be used would be limited to
the highest single basic exclusion amount that applied
at the deaths of any of the deceased spouses.
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Example 1. Consider the straightforward example of
H1 dying with $5 million of unused exemption, and W
makes a gift of $10 million after H1 dies, all covered
by her gift exemption amount (which includes her
basic exclusion amount plus the DSUE amount from
H1). Assume W remarries H2 (who is poor and in poor
health) who predeceases Wife, leaving her his DSUE
amount of $5 million (for this simple example, ignore
indexing increases to the basic exclusion amount). Can
W make another $5 million gift without paying gift
tax? Before this quite favorable regulation, the answer
was no. But for this special rule in the regulations, W's
gift unified credit would be (1) the estate tax applicable
credit amount she would have if she died at the end of
the year [§ 2505(a)(1)], less (2) the amounts allowable
as credit against the gift tax for preceding years
[§ 2505(a)(2)]. Assuming for simplicity that the
exemption amount does not grow due to indexing,
under step (1) W has a gift credit amount based on $10
million of exemption (her $5 million basic exclusion
amount and her $5 million DSUE amount from H2).
Step (2) subtracts the prior gift credits used, which
would be the gift credit amounts on the $10 million of
gifts that W made after H1 died. Therefore, there
would be no remaining gift credit amount that would
cover additional current gifts. The regulation changes
that result.

Chapter 20

spouses a "black widow" has, still exists to the extent
that an individual is able to make gifts following the
deaths of each of the deceased spouses to take
advantage of the unused exclusion from each decedent.
f. Qualified Domestic Trusts. If a decedent
who is survived by a non-resident spouse transfers
property to a qualified domestic trust ("QDOT"), the
estate is allowed a marital deduction. When
distributions are made from the QDOT or when trust
assets are distributed at the termination of the QDOT,
an estate tax is imposed on the transfers as the
decedent's estate tax liability. Accordingly, subsequent
transfers from a QDOT would reduce the amount of the
decedent's unused exclusion amount.
The regulations provide that when a QDOT is created
for the surviving spouse, the executor of the decedent's
estate who makes the portability election will compute
a preliminary DSUE amount that may decrease as
distributions constituting taxable events under Section
2056A are made. The surviving spouse will not be able
to make any use of the DSUE amount from the
decedent who created a QDOT until the date of the
event that triggers the final estate tax liability of the
decedent under Section 2056A with respect to the
QDOT. That typically would not be until the surviving
spouse's subsequent death, or until all of the assets of
the QDOT have been distributed to the surviving
spouse during his or her lifetime. Temp Reg.
§§ 20.2010-3T(c)(2), 25.2505-2T(d)(2).

Example 2. Consider the same example, but assume
that W made only a $5 million gift before marrying H2,
and that the ordering rule of the regulations applies to
allocate H1's DSUE amount against that $5 million
gift. After W remarries H2 and he dies leaving her an
additional $5 million of DSUE amount, can W make
another $5 million gift without paying gift tax? Again
the answer would be no, but for the special rule in the
regulations. W's gift unified credit would be (1) a gift
credit amount based on $10 million of exemption (her
$5 million basic exclusion amount and her $5 million
DSUE amount from H2), less (2) the prior gift credits
used, which would be the gift credit amounts on the $5
million of gifts that W made after H1 died. W would
have a gift exemption based on her own $5 million
exclusion amount, but no more. The regulation changes
that result.

g.

Nonresidents Who are Not Citizens.

(1) Decedent Nonresident. If a decedent is a
nonresident and not a citizen of the United States, that
estate cannot make a portability election. No DSUE
amount is available to the surviving spouse of that
nonresident decedent. Temp. Reg. § 20.2010-2T(a)(5).
The Preamble does not offer an explanation for this
conclusion, but it is correct. The portability rules of
Section 2010 are in Subchapter A of Chapter 11 of the
Internal Revenue Code, which Subchapter is titled
"Estates of Citizens or Residents." Subchapter B, titled
"Estates of Nonresidents Not Citizens" contains no
discussion of the portability concept.

Observation. Of all of the surprising very favorable
positions in the regulations, this is probably the biggest
surprise. The "black widow" situation that underlies
limiting the DSUE amount to one additional basic
exclusion amount, no matter how many deceased

(2) Nonresident Surviving Spouse. A
surviving spouse of a decedent may not make any use
of the DSUE amount for that person's last deceased
spouse any time the surviving spouse is a
nonresident/noncitizen for either estate or gift tax
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purposes, unless allowed under an applicable treaty.
Temp
Reg.
§§ 20.2010-3T(e),
25.2505-2T(f).
Apparently, if the surviving spouse subsequently
becomes a resident or citizen, that individual then
could utilize the DSUE amount for subsequent gifts or
at the individual's death when the individual was a
resident or citizen.

Chapter 20

the end of the year to cover the gifts made during the
year. The regulations clarify that the DSUE amount
from the last deceased spouse at the time of the gift
controls. Without this special rule, there was a risk that
if the donor's new spouse died during the year leaving a
lesser DSUE amount than the donor had from a prior
deceased spouse, the donor's DSUE amount and
therefore the gift exclusion amount would be decreased
as to all gifts made during that calendar year.
Accordingly, donors wishing to make large gifts,
utilizing the DSUE amount, no longer need to wait
until near the end of the calendar year to do so.

h. Statute of Limitations For Considering
Determination of DSUE Amount. Section
2010(c)(5)(b) provides that the IRS "may examine a
return of the deceased spouse" to make determinations
in carrying out the portability provisions without regard
to any period of limitations under Section 6501. The
regulations confirm that the IRS may examine the
returns of each previously deceased spouse whose
DSUE amount is claimed to be included in the
surviving spouse's applicable exclusion amount at the
time of any transfer by the surviving spouse, regardless
of whether the period of limitations on assessment has
expired on such returns. The IRS may adjust or
eliminate the DSUE amount based on such
examination, but it may not assess additional estate tax
against a prior deceased spouse's return unless the
applicable period of limitations on assessment of estate
tax is still open. Temp. Reg. §§ 20.2001-2T(a),
20.2010-2T(d), 20.2010-3T(d), and 25.2505-2T(e).

c. Mechanical Timing Requirements of Estate
Tax Return and Gift. Before the regulations were
issued, there was a concern that a surviving spouse
might not be able to make a gift, using the DSUE
amount, until after an estate tax return had been filed
for the deceased spouse's estate making the portability
election. However, the regulations clarify that the
DSUE amount applies to all gifts during the year after
the date of the decedent's death as long as an estate tax
return is ultimately filed making the portability
election, presumably even if the decedent's estate tax
return is filed after the surviving spouse's gift tax return
is filed. However, the DSUE amount could not be used
to cover gifts made before the decedent's death (even if
they occurred in the year of the decedent's death).

5. Planning Observations — Gift Planning
Considerations in Light of Regulations. The DSUE
amount applies for gift as well as estate tax purposes.
Various gift planning uncertainties for gifts by
surviving spouses who have DSUE amounts were
clarified by the regulations.

d. No Recapture/Clawback Issue. There is no
longer a recapture/clawback concern about the
possibility of having to pay additional estate tax if the
spouse makes a gift after the decedent's death and if the
spouse later remarries and the subsequent spouse dies,
with less unused exclusion. The DSUE amounts used
by gifts from prior deceased spouses that are used to
cover gifts by the surviving spouse (each time before
the next spouse dies) are added to the DSUE amount
that the surviving spouse would have at her subsequent
death. Therefore, there would not be a problem of
having adjusted taxable gifts that exceeded the
surviving spouse's estate tax applicable exclusion
amount, as long as all of the gifts had been covered by
DSUE amounts.

a. Consider Early Gifts Utilizing DSUE
Amount. A surviving spouse may consider using the
deceased spouse's unused exclusion amount with gifts
as soon as possible (particularly if she remarries) so
that she does not lose it if the new spouse predeceases.
(Fortunately, the spouse no longer has to be concerned
about the basic exclusion amount being reduced by
Congress and thereby reducing the DSUE amount.)
b. No Uncertainty Regarding Gift Using
DSUE Amount Before End of Calendar Year. The
gift exclusion is the estate tax applicable exclusion
amount as if the donor died at the end of the calendar
year. IRC § 2505(a). Prior to the regulations, at the
time of a gift during a year, the donor with DSUE
amount from a previously deceased spouse would not
know for sure what the exclusion amount would be at

e. Can Make Multiple Gifts of DSUE
Amounts From Multiple Deceased Spouses. The
surviving spouse can make gifts from multiple spouses,
using DSUE amounts from all of those prior deceased
spouses, as long as the donor makes a taxable gift to
utilize the DSUE amount from a particular deceased
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spouse before the individual is predeceased by a
subsequent spouse. (This was a rather surprising
provision in the regulations.)

Chapter 20
(B) the excess (if any) of –
(i) the adjusted gross income
(as defined in section 67(e)) for such taxable
year, over
(ii) the dollar amount at which
the highest tax bracket in section 1(e) begins
for such taxable year.

f. Inclusion in Marital Property Agreements.
Because marital property agreements frequently
involve persons of unequal wealth, it may be important
to address issues related to portability in the agreement.
For example, the wealthier client may want to be able
to use the poorer spouse's DSUE amount. To do so,
provisions could be included in the agreement whereby
the poorer spouse agrees to commit his or her estate to
prepare the return or provide documents to prepare the
return at the wealthier spouse's request while the
wealthier spouse bears the cost for the preparation of
the return.

1. Net Investment Income vs. Undistributed Net
Investment Income. Net investment income consists
of the sum of three categories of income. IRC §
1411(c)(1). The first category includes gross income
from interest, dividends, annuities, royalties, and rents,
other than that which is derived in the ordinary course
of a trade or business. The second category includes
other gross income derived from a trade or business.
The third category includes net gain from the
disposition of property held in a trade or business. In
each of these cases, when the term "trade or business"
is used, it is in reference to that term as defined in Code
Section 1411(c)(2). From the total of these categories,
deductions that are properly allowed are taken. IRC §
1411(c)(1)(B). Exhibit B sets forth a preliminary
attempt to diagram the calculation of net investment
income. For estates and trusts, the first component of
income taken into account is "undistributed" net
investment income, a term that is unique to Section
1411. Although the statute does not define what is
meant by "undistributed," the proposed regulations
apply rules similar to those in Code Sections 651 and
661 regarding the carry out of distributable net income
("DNI") to beneficiaries. Prop. Treas. Reg. § 1.14113(e). Whereas for other income, DNI carries out to
beneficiaries to the extent of taxable income, for
purposes of Section 1411, net investment income will
carry out to beneficiaries (and the trust will receive a
deduction) in an amount equal to the lesser of the
trust's DNI or its net investment income. In other
words, if a trust has both net investment income and
other income, distributions will carry out each class of
income pro rata to the beneficiaries. In turn, each
beneficiary will pick up the respective classes of
income for purposes of computing their income,
including net investment income, and the trust will
receive corresponding deductions.

III. ADDITIONAL INCOME TAX ON ESTATES AND
TRUSTS
A. Health Care and Education Reconciliation Act
of 2010, P.L. 111-152. The year 2013 brings a new
income tax to estates and trusts. The Health Care and
Education Reconciliation Act of 2010 ("HCA 2010")
imposes an additional 3.8% income tax on individuals,
trusts, and estates. Although the tax is similar between
individuals on the one hand and trusts and estates on
the other, there are some differences.
B. IRC § 1411. For individuals, the 3.8% tax will
apply to the lesser of net investment income or the
excess of a taxpayer's modified adjusted gross income
over certain defined thresholds. For estates and trusts,
the 3.8% tax will apply to the lesser of undistributed
net investment income or the excess of adjusted gross
income over a threshold determined based on the
highest tax bracket for estates and trusts ($11,950 for
2013). For ease of reference, for individuals who are
married filing jointly, the threshold is $250,000 (for
married filing separately, $125,000 each) and for single
individuals, the filing threshold is $200,000.
The statute as it applies to estates and trusts is as
follows:
§ 1411(a) In general. Except as provided in (e)
–
(2) Application to estates and trusts. In the
case of an estate or trust, there is hereby
imposed (in addition to any other tax imposed
by this subtitle) for each taxable year a tax of
3.8 percent of the lesser of –
(A) the undistributed net investment
income for such taxable year, or

2. Trade or Business. "Trade or business" is
defined as a passive activity or a trade or business of
trading in financial instruments or commodities. IRC
§ 1411(c)(2).
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C. Proposed Regulations. On December 5, 2012,
the IRS issued a Notice of Proposed Rulemaking
("Notice") seeking comments to proposed regulations
related to Section 1411 (77 FR 72611) which are
expected to be finalized in 2013. As stated in the
Notice, the purpose of Section 1411 is to impose a tax
on "unearned income or investments." The Notice
provides that for the most part, the principles of chapter
1 of subtitle A of the Internal Revenue Code are to be
applied in determining the tax to be imposed. In
addition, the statute introduces terms that are not
defined and makes cross references to various other
sections of the Internal Revenue Code; however, as
pointed out in the Notice, nothing in the legislative
history indicates that a term used in the statute is meant
to have the same meaning as it would for other income
tax purposes. The proposed regulations are intended to
provide additional definitions of terms and guidance
for the imposition of the tax. The proposed regulations
are "designed to promote the fair administration of
section 1411 while preventing circumvention of the
purposes of the statute."

Chapter 20

a discussion of some net investment income problem
areas but it is in no way meant to be an exhaustive list.
The Notice also asked for comments related to foreign
estates and foreign trusts but a discussion of those
issues is beyond the scope of this paper.
1. Capital Gains. A review of the statute and
proposed regulations raises a concern for existing trusts
and estates with regard to the treatment of capital
gains. As mentioned above, trust and estate income is
taxed to the trust or estate unless the income (or more
specifically unless the trust's or estate's DNI) is carried
out to the beneficiaries. As a general rule, capital gains
are not treated as part of DNI. This general rule
applies as long as those gains are allocated to corpus
and are not "paid, credited, or required to be distributed
to any beneficiary during the taxable year." IRC §
643(a)(3). However, pursuant to Code Section 643 and
the related Treasury regulations, capital gains may be
included in DNI under certain conditions and if done
pursuant to local law, the trust agreement, or “"a
reasonable and impartial exercise of discretion by the
fiduciary (in accordance with a power granted to the
fiduciary by applicable local law or by the governing
instrument if not prohibited by applicable local law)."
Treas. Reg. § 1.643(a)-3(b). Two of the three
conditions which allow a fiduciary to allocate capital
gains to DNI can invoke a consistency requirement by
the fiduciary for all future years. Most commentators
and practitioners believe that in the first year that a
trust or estate incurs capital gains, once a fiduciary
decides to allocate the capital gains to DNI or not to do
so, the fiduciary has in effect made an election that
remains in place for all future years of the trust or
estate. Unfortunately, there is no authority or guidance
in this area to suggest otherwise. A trust or an estate
may have the ability to allocate capital gains to corpus
on a case-by-case basis under a narrow condition
provided by Treasury Regulation Section 1.643(a)3(b)(3), but there is no clear guidance for fiduciaries as
to how to meet this condition. Since many capital
gains are included in net investment income under
Section 1411, trusts and estates that do not include
capital gains in DNI (which are most trusts and estates)
will have this component of net investment income
trapped as undistributed net investment income, taxable
to the trust or estate. Section 1411 and the related
proposed Treasury regulations do not address this issue
for existing trusts or estates, although for other similar
elections, an entity is given a fresh start to make a new
election. It seems that it would be fair to allow existing
trusts and estates that incur capital gains after

D. Trusts. Although the statute indicates that the
tax applies to "trusts," it does not specify which trusts
are included. Proposed Treasury Regulation Section
1.1411-3(a)(1)(i) specifies that the statute applies to
trusts that are subject to part I of subchapter J of
chapter 1 of subtitle A of the Internal Revenue Code
unless otherwise exempted – in other words, the statute
applies to ordinary trusts as defined in Treasury
Regulation Section 301.7701-4(a), but not to certain
charitable trusts, tax exempt trusts, grantor trusts,
foreign trusts, and business trusts. In addition, because
subtitle A does not include tax exempt trusts, the
statute does not apply to tax exempt trusts.
E. Grantor Trusts. The grantor trust rules for
income tax purposes are to be applied for purposes of
Section 1411. Therefore, the 3.8% tax is not imposed
on a grantor trust, but items of income or deductions
that are attributable to the grantor (or to someone
treated as the grantor) are to be treated as if the items
had been paid or received by the grantor for calculating
his or her net investment income. Prop. Treas. Reg. §
1.1411-3(b)(5).
F. Special Problem Areas. Although the statute
uses terms such as "net investment income," "adjusted
gross income," "ordinary course of a trade or business,"
"passive activity"” and "disposition," the terms do not
necessarily correspond to the same terms as used in
other parts of the Internal Revenue Code. Following is
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December 31, 2012 the option to reconsider how
capital gains are to be allocated since it is possible that
if the tax imposed by Section 1411 had existed in the
year that an existing trust or estate had first incurred
capital gains, the election may have been different.
The Tax Section of the State Bar of Texas, in their
comments on the proposed regulations, has asked for
just such a fresh look. We will have to wait for the
final regulations to see whether this option will be
granted.
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regulations impose certain character and ordering rules
in order to first distribute net investment income
proportionately among the non-charitable beneficiaries.
Prop. Treas. Reg. § 1.1411-3(c)(2). It appears at this
point that for non-charitable beneficiaries of charitable
remainder trusts, there is a WIFO ("worst in – first
out") approach, thereby imposing another layer of tax
on these beneficiaries.
5. Properly Allowable Deductions. The only
deductions allowed in computing net investment
income are those that are allowed by subtitle A of the
Internal Revenue Code and are properly allocated to
the gross income or net gain which is part of net
investment income. IRC § 1411(c)(1)(B). The key is
that the deductions must be allocated to the related
gross income or net gain.
Proposed Treasury
Regulation Section 1.1411-4(f) places further
limitations on the amount and timing of these
deductions. In the Notice, the IRS asked for comments
regarding the treatment of certain deductions, such as
suspended passive losses and net operating losses.

2. Qualified Subchapter S Trusts ("QSSTs"). In
most cases, when a trust owns stock in an S corporation
and the beneficiary makes an election to have the trust
treated as a QSST, because the beneficiary is treated as
the owner of the stock for income tax purposes, all
income from the S corporation which is attributable to
the QSST will be taxed to the beneficiary. Treas. Reg.
§ 1.1361-1(j)(7). An exception to this rule is when a
disposition of the S stock occurs. In that case, the
beneficiary is not treated as the owner and any
resulting gain or loss that is recognized will be reported
by the trust. Treas. Reg. § 1.1361-1(j)(8). For Section
1411 purposes, neither the statute nor the proposed
regulations provide any special rules. In the Notice,
the IRS has asked for comments to determine if any
special rules are needed. However, as things currently
stand, presumably, these same rules will apply with
regard to allocating income and gain for QSSTs. As a
result a QSST's share of an S corporation's net
investment income will be taxed to the beneficiary, but
net investment income arising from a sale of S
corporation stock will be taxed to the trust.

G. Special Notes. A few additional items of note:
1. Estates of Decedents Dying in 2012. Section
1411 is effective for taxable years beginning after
December 31, 2012.
The consensus among
commentators is that for estates of decedent’s dying in
2012 before December 31, 2012, Section 1411 will not
apply until the second year of the estate since the first
taxable year of the estate began in 2012.
2. Tax Does Not Apply to Distributions from
Qualified Plans. You will recall that there are two
components of income used to measure whether the tax
will apply. One type of income is net investment
income and the other is adjusted gross income
(modified adjusted gross income for individuals and
adjusted gross income as defined in Section 67(e) of
the Code for trusts and estates). Section 1411(c)(5)
provides that net investment income does not include
distributions from qualified plans. However, there is
no exception for distributions from qualified plans for
purposes of computing adjusted gross income. As a
result, distributions from qualified plans may push the
trust or estate into the top income tax bracket, exposing
its net investment income to the 3.8% tax.

3. Passive Loss Rules. The statute does not define
to what extent the passive loss rules for "ordinary"
income taxes will apply. According to the proposed
regulations, it appears that for the most part, the
majority of passive income will be included in the
calculation of the tax under Section 1411. However,
there are certain exceptions where items that are
generally thought of as passive are not included and
vice versa, such as in the case of actively managed real
estate investments. As a result, practitioners will need
to master these exceptions when computing net
investment income.
4. Charitable Remainder Trusts.
Although
charitable remainder trusts are not themselves subject
to Section 1411, distributions that are made to noncharitable beneficiaries may be.
The proposed

3. Nonresident Aliens. The tax does not apply to
nonresident aliens. IRC § 1411(e)(1).

-14-

Taxes for Trusts and Estates–New Taxes, New Rates, New Challenges

H. Planning for the Tax. The additional 3.8%
income tax on trusts and estates can be considered an
additional cost of forming a trust or administering an
estate. Items to consider include:
·

likely to have little estate tax exposure (e.g., clients
with net worth in the $2 to $8 million range) should no
longer be "marital-lead-residuary-bypass-trust," or "allto-spouse with disclaimer to bypass trust." They
suggest instead that the starting point for estate
planning should be all to a QTIPable trust for spouse.
The thought process is as follows:

Planners will need to advise clients that certain
investments may subject estates and trusts to
additional income tax. For example, when funding
testamentary trusts, it may be more desirable to
transfer the homestead to the surviving spouse and
make a non pro rata distribution of other assets to
fund the trust so that if the homestead is later sold,
any appreciation will not be subject to the tax
imposed under Section 1411.

·

There may be even more reason for clients to take
a team approach with the attorney, accountant and
financial planner to minimize the additional tax
burden.

·

Fiduciaries have a greater burden with the
additional recordkeeping necessary to track assets
that may be subject to the 3.8% tax, and most
likely will need even more assistance than before
from accountants.

·

When evaluating whether to make a distribution,
fiduciaries may desire additional cooperation
between themselves and beneficiaries in order to
better evaluate the tax brackets of each as they
relate not only to income taxes, but also the tax on
net investment income.

·

There may be more incentive to speed up the
administration of estates to minimize the potential
of the additional tax that may not apply once the
assets which produce net investment income are
transferred to beneficiaries.

·

Fiduciaries will need to weigh whether it is better
to invest more in assets that are not subject to the
tax, such as those that produce tax-exempt income
vs. the assets that may produce a higher after-tax
return regardless of this additional tax.

·

There may be more incentive to take a buy-andhold approach to investing in order to put off the
additional tax burden that may arise from
recognizing capital gains.
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1. Trust Benefits. In a world with lower estate tax
exemptions and no portability, bypass trusts were the
tool of choice. They offer a number of tax and non-tax
benefits. The non-tax benefits include creditor and
divorce protection for the surviving spouse,
management assistance through the use of a trustee or
co-trustee, control over the ultimate disposition of
assets for the transferor, and other advantages. The
primary tax benefit, of course, is that the assets in the
bypass trust avoid estate taxation at the time of the
surviving spouse's death, and preserve the GST
exemption of the first deceased spouse. Higher estate
tax exemptions and the advent of portability, however,
have reduced or eliminated the estate tax savings
available for many clients. A traditional formula
bequest that places the tax-exempt amount into the
bypass trust may, in many cases, cause the entire estate
of the first spouse to die to pass into the bypass trust.
2. Trust Costs. Bypass trusts have always suffered
from some tax and non-tax detriments. From an income
tax standpoint, bypass trusts suffer the disadvantages of
compressed income tax brackets and a loss of step-up
in basis at the death of the surviving spouse. Non-tax
detriments include increased costs of estate
administration and funding, and ongoing costs and
inconvenience associated with administering the trust.
Increases in income tax rates, both for ordinary income
and capital gains, compounded by the 3.8 percent tax
on undistributed net investment income, have
exacerbated the tax costs of bypass trusts. At the same
time, offsetting estate tax savings have been reduced or
eliminated. Therefore, for many clients, the "cost" of
using bypass trusts may be seen to outweigh the
benefits.
3. Contrast the QTIP Trust. Placing property into
a trust eligible for the estate tax marital deduction
offers many of the same non-tax benefits as bypass
trusts. Like a bypass trust, a QTIP trust offers creditor
and divorce protection for the surviving spouse,
potential management assistance through the use of a
trustee or co-trustee, and control over the ultimate
disposition of assets for the transferor. Of course, to be

IV. A NEW ESTATE PLANNING PARADIGM.
A. New Prominence for QTIP Trusts? Some
estate planners have suggested a new paradigm for
estate planners to consider. They argue that the
"default" approach for high-net-worth clients who are
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eligible for QTIP treatment, these trusts must distribute
all income at least annually to the surviving spouse.
IRC § 2056(b)(7)(B). While they are subject to the
same compressed income tax brackets as are bypass
trusts, less income may be accumulated in QTIP trusts
at those rates. In addition, if a QTIP election is made
under Section 2056(b)(7)(v) of the Code, then upon the
death of the surviving spouse, the assets in the QTIP
trust are treated for basis purposes as though they
passed from the surviving spouse at the second death.
IRC § 1014(b)(10). As a result, they are eligible for a
step-up in basis at the death of the surviving spouse. If
no QTIP election is made, the first spouse to die is
treated as the transferor for GST tax purposes, so GST
exemption may be allocated (or be deemed allocated),
thereby preserving the GST exemption of that spouse.
See IRC § 2632(e)(1)(B). If a QTIP election is made
for the trust, the executor may nevertheless make a
"reverse" QTIP election for GST purposes, again
utilizing the decedent's GST exemption to shelter the
QTIP assets from tax in succeeding generations. See
IRC § 2652(a)(3). From an estate tax standpoint,
making the QTIP election means that the assets in the
QTIP trust will be taxes at the surviving spouse's death
as though they were part of his or her estate. IRC
§ 2044. But if the surviving spouse's estate plus the
QTIP assets are less than the surviving spouse's basic
exclusion amount (or if a portability election has been
made, less than that amount plus the deceased spouse's
DSUE amount) then no estate tax will be due. In short,
QTIP trusts may offer many of the benefits of bypass
trusts, without many of the tax detriments.
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2. Estate Tax Exposure. Presumably, the QTIP
trust has been used in order to achieve a step-up in
basis in the inherited assets upon the death of the
surviving spouse.
That step-up is achieved by
subjecting the assets to estate tax at the surviving
spouse's death. The premise of using this technique is
that the surviving spouse's estate tax exemption
(including the DSUE amount, if elected) will be
sufficient to offset any estate tax. There is a risk,
however, that the "guess" made about this exposure
may be wrong. Exposure may arise either from growth
of the spouse's or QTIP trust's assets, or from a
legislative reduction of the estate tax exemption, or
both. If these events occur, use of the QTIP trust may
expose the assets to estate tax. Again, this risk is no
greater than if an outright bequest to the spouse had
been used. However, if the source of the tax is
appreciation in the value of the QTIP trust assets
between the first and second death, then with hindsight,
one could argue that using a bypass trust instead would
have been more beneficial to the family.
3. Income Tax Exposure. A QTIP trust is a
"simple" trust for federal income tax purposes, in that it
must distribute all of its income at least annually.
Remember, however, that simple trusts may
nevertheless pay income taxes. A trust which
distributes all of its "income" must only distribute
income as defined under the applicable state law,
(typically, the Uniform Principal and Income Act) not
all of its taxable income. Thus, for example, capital
gains, which are taxable income, are typically treated
as corpus under local law and thus not distributable.
Other differences between the notions of taxable
income and state law income may further trap taxable
income in the trust. Although simple trusts often
accumulate less taxable income than complex trusts,
they may nevertheless be subject to income tax at
compressed tax rates.

B. QTIP Disadvantages. Even in the current tax
regime, QTIP trusts pose some disadvantages over
bypass trusts. In particular:
1. No "Sprinkle" Power. The trustee may not
make distributions from the QTIP trust to persons other
than the surviving spouse during the surviving spouse's
lifetime. IRC § 2056(b)(7)(B)(ii)(II). As a result,
unlike the trustee of a bypass trust, a QTIP trust trustee
cannot "sprinkle" trust income and principal among
younger-generation family members. But of course,
this places the surviving spouse in no worse position
than if an outright bequest to the spouse had been
made. The surviving spouse can still use his or her
own property to make annual exclusion gifts to those
persons (or after a portability election, even large
taxable gifts without paying any tax by using the
DSUE amount).

C. Building in Flexibility. So is a QTIP trust the
best solution? It may be difficult to tell which estate
planning situation is best while both spouses are alive.
In those circumstances, estate planners may be well
advised to build as much flexibility into the estate plan
as possible.
1. Disclaimer Bypass Trusts.
With proper
planning, when the first spouse passes away, the
surviving spouse can take a "second look" at their
financial and tax picture. If the total combined estates
will be less than the applicable exclusion amount

-16-

Taxes for Trusts and Estates–New Taxes, New Rates, New Challenges

(including any DSUE amount) then in effect, the
survivor can allow the assets to pass to the QTIP trust,
and the executor can file and estate tax return making
the QTIP and DSUE elections. If the total value of the
estate is expected to exceed the applicable exclusion
amount, then the surviving spouse can disclaim all or
any part of the inheritance. Language in the Will
would provide that the disclaimed amount passes into
the bypass trust. Of course, with the continued
uncertainty of the tax laws, anticipating future estate
tax exposure can be tricky, even in a world of so-called
"permanent" estate and gift tax laws. In order for the
disclaimer to be effective, it must comply with the
technical requirements of the Texas Probate Code and
Internal Revenue Code. See Tex. Prob. Code § 37A;
IRC § 2518. The disclaimer must be filed within nine
months of the date of death and before any benefits of
the disclaimed property are accepted. The disclaimed
property must generally pass in a manner that the
disclaiming party will not benefit from the property.
An important exception to this rule, however, permits
the surviving spouse to disclaim property and still be a
beneficiary of the bypass trust. IRC § 2518(b)(4)(A).
More troubling is the requirement that the disclaimed
property must pass without direction or control of the
disclaiming party. This requirement prevents the
surviving spouse from retaining a testamentary power
of appointment over the bypass trust to which assets
pass by disclaimer. See Treas. Reg. § 25.25182(e)(1)(i); Treas. Reg. § 25.2518-2(e)(5) Examples
(4)-(5).
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election is not made. Treas. Reg. §§ 20.2056(b)7(d)(3)(i), 20.2056(b)-7(h) (Ex. 6). The final
regulations explicitly state that not only can the
spouse's income interest be contingent on the election,
but the property for which the election is not made can
pass to a different beneficiary, a point that was
somewhat unclear under the initial temporary and
proposed regulations issued in response to the appellate
court decisions. As a result, it is clear that a Will can
provide that if and to the extent that a QTIP election is
made, property will pass to a QTIP trust, and to the
extent not made, will pass elsewhere (for example, to a
bypass trust). Including this Clayton QTIP language in
a client's Will would allow the executor of the estate of
the first spouse to die (often, the surviving spouse) time
to evaluate whether a QTIP or bypass trust is best.
Presumable, since a QTIP election can be made on an
estate tax return filed on extension, a Clayton QTIP
would give the executor fifteen months after the date of
death to evaluate the merits of the election. Since no
disclaimer is involved, there is no limitation on the
surviving spouse holding a special testamentary power
of the bypass trust that receives the property as a result
of the Clayton election.
3. The Three-Choice Option. Can a couple who
is unsure that any trust is needed maintain the
flexibility to opt out of trust planning at the death of the
first spouse? Many clients may prefer not to do so,
since it would allow the surviving spouse to opt out of
creditor protection, and alter a dispositive plan that
controls the ultimate disposition of the property. But
for those clients who want the option to "keep it
simple," there appears to be no impediment. The
preferred approach would appear to be a bequest to a
Clayton QTIP trust, with property passing to a bypass
trust to the extent no QTIP election is made. The Will
would add language which provides that if the
surviving spouse disclaims the bequest to the QTIP
trust, the disclaimed property would pass outright to
the surviving spouse. Can a spouse, by disclaimer of
his or her interest in a trust, effectively cut off the
interest of the trust's remainder beneficiaries? Section
37A of the Texas Probate Code provides that upon the
disclaimer of an interest in property, "[u]nless the
decedent's will provides otherwise, the property subject
to the disclaimer shall pass as if the person disclaiming
or on whose behalf a disclaimer is made had
predeceased the decedent and a future interest that
would otherwise take effect in possession or enjoyment
after the termination of the estate or interest that is

2. Clayton QTIP Trusts. When QTIP trusts were
first enacted, the IRS strictly construed language in
Section 2056(b)(7) requiring the property in question to
have passed from the decedent. In Clayton v. Comm'r,
97 TC 327 (1991), the IRS asserted that no marital
deduction was allowed if language in the Will made
application of QTIP limitations contingent upon the
executor making the QTIP election. Its regulations
adopted this position. After the Tax Court found in
favor of this position, the Fifth Circuit reversed and
remanded, holding that language could in a Will which
directed property to a bypass trust to the extent no
QTIP election was made did not jeopardize the estate
tax marital deduction. Clayton v. Comm'r, 976 F2d
1486 (5th Cir. 1992). After other courts of appeal
reached the same result and a majority of the Tax Court
abandoned its position, the Commissioner issued new
regulations that conform to the decided cases and
permit a different disposition of the property if the
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disclaimed takes effect as if the disclaiming beneficiary
had predeceased the decedent." (emphasis added). A
plain reading of statutory language suggests that the
decedent's Will can provide where the disclaimed
property (including a future interest that would
otherwise take effect) will pass in the event of a
disclaimer. Moreover, Section 2518(b)(4) of the
Internal Revenue Code provides that to be a valid
disclaimer, the disclaimed interest must pass without
any direction on the part of the person making the
disclaimer and pass either to a person other than the
person making the disclaimer or to the spouse of the
decedent. Therefore, both state law and the Internal
Revenue Code indicate that so long as the Will directs
the disclaimed property to the surviving spouse, there
is no impediment to achieving this result.
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children are left with $6 million, while W's children
receive $10 million tax free.
One solution to this problem may be to have H's
executor to agree to the portability election only if W
(i) agrees to waive estate tax recovery under Section
2207A except to the extent of pro rata taxes (instead of
marginal taxes); and (ii) agrees to retain sufficient
assets to pay applicable estate taxes associated with her
property transfers, whether during lifetime or at death.
As one might imagine, drafting such an agreement is
not a trivial matter.
E. What to Do with Old Bypass Trusts. If your
client passes away with an estate plan that is, in effect,
all to a bypass trust, even though no estate tax is likely
to be achieved, is there any way to minimize the
associated tax costs?

D. The QTIP Tax Apportionment Trap.
Remember that if estate tax ultimately proves to be due
as a result of having made the QTIP election, the
source of payment for these taxes becomes important.
Under federal law, except to the extent that the
surviving spouse in his or her Will (or a revocable
trust) specifically indicates an intent to waive any right
of recovery, the marginal tax caused by inclusion of the
QTIP assets in the surviving spouse's estate is
recoverable from the assets of the QTIP trust. IRC
§2207A(1). The Texas Probate Code essentially
incorporates this rule by reference. See Tex. Prob.
Code § 322A(l). When the beneficiaries of the
surviving spouse's estate and the remainder
beneficiaries of the QTIP trust are the same persons,
this rule generally makes little difference. Where they
differ, however, the result could be dramatic. Consider
the following example

1. Strategies for Income Tax Rates. As noted in
Section III. H. above, income (and Medicare) tax
costs can be managed to some extent by (i) adopting a
tax-efficient investment strategy; and (ii) managing
distributions (including, if the trust permits,
distributions to children or other younger-generation
beneficiaries) to pass income out to persons who
occupy lower tax brackets than the trust. Naturally,
investment policies and distribution practices are
subject to overarching fiduciary duties—tax efficient
strategies are not the only determining factor.
Nevertheless, suitable investments in tax-advantages
accounts, buy-and-hold investments, and timely
distributions to lower-tax-bracket beneficiaries can
minimize the income tax impact of having assets held
in a bypass trust.

Example: H & W each have a $10 million estate. H
dies with a Will leaving all to a QTIP trust for W, with
the remainder passing to his children from a prior
marriage. H's executor files an estate tax return
making both the QTIP and the portability election. W
immediately thereafter, knowing she can live from the
QTIP trust income, makes a gift of her entire $10,000
estate to her children. No gift tax is due, since W can
apply her basic exclusion amount and H's DSUE
amount to eliminate the tax. Upon W's later death, the
QTIP is subject to estate tax under Section 2044 of the
Code. Since W used all of her applicable exclusion
amount for sheltering her gift tax, none is available to
shelter estate tax, and the entire $10 million (assuming
no changes in value) is taxed, resulting in an estate tax
liability to H's children of $4 million. As a result, H's

2. Strategies for Basis Step-Up. Achieving a full
step-up in basis upon the death of the second spouse is
more problematic, but not impossible. Some estate
planners have recommended that when drafting the
Will, a provision be included which appoints a "trust
protector" or other party who is given the authority to
grant the surviving spouse a general testamentary
power of appointment. The idea is that if it is apparent
that no estate tax will be due upon the survivor's death,
the power could be granted and thereby achieve a stepup. This approach has a number of shortcomings, not
the least of which are (i) it must have been included in
the governing instrument; (ii) a person (or persons)
willing to hold this power must be identified; and (iii)
the person must be willing to exercise the authority at
the right time (what if the surviving spouse exercises
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this time with some new twists. With budget
battles continuing, and with the current state of the
economy, it is safe to assume that many of the
items related to estate and gift taxes will be
revisited.
See
U.S.
Treasury,
"General
Explanations of the Administration's Fiscal Year
2014 Revenue Proposals," (April, 2013)
(commonly called the "Greenbook"), which can be
found
at
www.treasury.gov/resource-center/taxpolicy/Documents/General-Explanations-FY2014.pdf.
It may be helpful to keep these proposals in mind
when advising clients about things that may be on
the horizon.

the power and diverts the assets to a caregiver? Is the
trust protector liable to the remaindermen?). If no such
authority has been granted, but the bypass trust grants
the spouse a special testamentary power of
appointment, there is another option. Remember that
normally, holding or exercising a special testamentary
power of appointment does not cause estate tax
inclusion. IRC § 2041(b)(1)(A). However, estate tax
inclusion does result if the power is exercised "by
creating another power of appointment which under the
applicable local law can be validly exercised so as to
postpone the vesting of any estate or interest in such
property, or suspend the absolute ownership or power
of alienation of such property, for a period
ascertainable without regard to the date of the creation
of the first power." IRC § 2041(a)(3). This sort of
exercise gives rise to the so-called "Delaware Tax
Trap." If the surviving spouse exercises the power in
this fashion, the property so appointed is includable in
the surviving spouse's estate for federal estate tax
purpose, and therefore receives a new cost basis upon
the death of the surviving spouse. IRC § 1014(b)(9).
Springing the Delaware Tax Trap can be the subject of
a seminar in itself, but suffice it to say that under the
common law, for the surviving spouse to exercise the
power of appointment to cause estate tax inclusion, he
or she must effectively grant the recipient of the
property a presently exercisable general power of
appointment. See REST. TRUSTS 3d § 56 cmt. b. Thus,
for example the surviving spouse could appoint bypass
trust property into trusts for the children which grant
the children inter vivos general powers of appointment.
The exercise of a limited power of appointment in this
manner would permit the children to appoint the
property in further trust, restarting the applicable rule
against perpetuities, and as a result, would generate a
step-up in basis at the surviving spouse's death under
Section 1014(b)(9) of the Code (albeit presumably at
the cost of a loss of creditor protection and generationskipping transfer tax exemption for the children).

A. "Restore the Estate, Gift, and GenerationSkipping Transfer (GST) Tax Parameters In Effect
In 2009". The Obama administration has consistently
proposed permanently setting the estate, gift, and GST
taxes at 2009 levels, with a top rate of 45 percent, a
$3.5 million exemption for the estate and GST taxes
and $1 million exemption for the gift tax (not indexed
for inflation). The current Greenbook renews the call to
return to 2009 levels, explicitly including a gift tax
exemption of only $1 million. This year's Greenbook
argues in favor of the 2009 levels by stating that
"ATRA retained a substantial portion of the tax cut
provided to the most affluent taxpayers under [the 2010
Tax Act] that we cannot afford to continue. We need an
estate tax law that is fair and raises an appropriate
amount of revenue." Curiously, the 2014 Greenbook
calls for the return to 2009 levels to occur in 2018. No
reason is given. Of course by 2018, there will be a new
President and there will have been two more
congressional elections. Consistent with past proposals,
the Greenbook also calls for the portability of the
exemption between spouses to be permanently
retained.
B. "Require Consistency in Value for Transfer
and Income Tax Purposes". This budget proposal
states that its purpose is to insure that taxpayers take
consistent positions with the IRS with regard to assets
that pass pursuant to a gift or at death. The proposal
seeks to require a reporting requirement by a personal
representative, a donor of a gift, and even a surviving
joint tenant, among others to report date-of-gift and
date-of-death values to the IRS.
The reporting
requirement would exist regardless of whether a gift or
estate tax return would be required.

V. THE GREENBOOK. While ATRA 2012 got us
past the "fiscal cliff," most commentators agree
that we can expect additional tax law changes,
perhaps before the end of 2013. As in past years,
the President's budget proposal sets out a number
of legislative ideas that would have a major impact
on estate planning. As might be expected, the
2014 budget reprises a number of proposals that
have long been on the administration's agenda, but

C. "Require a Minimum Term for Grantor
Retained Annuity Trusts". This budget proposal
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seeks to place restrictions on the use of grantor retained
annuity trusts ("GRATs"). In placing the restrictions,
the proposal states that the idea is to create some
downside risk in using the technique. Examples of the
restrictions include requiring GRATs to have a term of
at least ten years, to have a remainder interest equal to
or greater than zero, and to prohibit any decrease in the
annuity during the GRAT term.
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comparable transaction [with the deemed owner of the
trust] that is disregarded for income tax purposes by
reason of the person's treatment as a deemed owner of
the trust." The reference to "the portion of the trust"
includes the growth in the value of that property,
income earned from that property, and the reinvestment
of the proceeds of any sales of that property. The
amount subject to gift or estate tax will be reduced by
the consideration paid by the trust in the sale,
presumably including the face amount of the
promissory note in most cases, as well as by any
amount treated as a taxable gift by the deemed owner.
But, of course, the amount of that consideration and the
amount of such gifts are typically frozen amounts,
while the assets that are sold are usually expected to
increase in value. This year's Greenbook refers more to
a "deemed owner" and less to the "grantor," which
seems to be clearly targeted to so-called beneficiary
defective grantor trusts under Section 678(a) of the
Code. Simply put, if enacted as proposed, this change
would eliminate all typical estate tax benefits of
installment sales to grantor trusts, effectively ending
the use this technique. All future appreciation in the
assets that are sold would be subject to estate tax no
matter how long the grantor lives and regardless of
whether the note is paid off. Attempts to avoid that
result by terminating grantor trust status or making
distributions from the trust during the grantor's life
would be subject to gift tax. Because that portion of the
trust would be subject to estate tax, the ETIP rules of
Section 2642(f) would prevent the grantor from
allocating GST exemption to it.

D. "Limit Duration of Generation-Skipping
Transfer (GST) Tax Exemption". In this proposal,
the GST exclusion of any trust would terminate on the
90th anniversary of the creation of the trust. The
proposal contemplates that too many states have done
away with or altered the common law rule against
perpetuities. Ignoring any nexus requirements, the
proposal surmises that a trust can be sitused anywhere,
and therefore, trust assets can be too easily kept out of
the transfer tax regime. The proposal would be to
automatically change the inclusion ratio of a GSTexempt trust to one on the 90th anniversary date. The
clock would begin to run when the first contribution is
made to the trust and would continue to run from that
time, regardless of whether additional contributions are
later made. Analogizing to the GST grandfathering
rules, if a contribution is made to a pre-existing trust,
the pre-existing trust would now be subject to this
duration limit.
E. "Coordinate Certain Income and Transfer
Tax Rules Applicable to Grantor Trusts". New to
the 2013 budget proposal was a sweeping notion
described as being intended to adoption "coordination"
between the income tax rules and the estate tax rules
for grantor trusts.
Specifically, under the prior
proposal, if a trust is a grantor trust for income tax
purposes, the proposal would (1) require that the assets
of the trust be included in the grantor's estate for estate
tax purposes, (2) assess gift tax on any distribution to a
beneficiary during the grantor's life, and (3) assess gift
tax on any trust assets if the trust ceases to be a grantor
trust for income tax purposes during the grantor's life.
Also of importance, if a non-grantor is treated as an
owner of the trust and engages in a sale or exchange
type transaction with the trust that otherwise would
have been subject to capital gains tax, any portion of
the trust that is attributable to the transferred property
would be subject to transfer tax. The proposal has been
narrowed in the 2014 budget, applying gift or estate tax
treatment not to all the assets of any grantor trust, but
only to "the portion of the trust attributable to the
property received by the trust" in "a sale, exchange, or

F. "Extend the Lien on Estate Tax Deferrals
Provided Under Section 6166 of the Internal
Revenue Code". Because an estate tax lien lasts for
ten years from the date of death and a deferral of estate
tax under Section 6166 of the Code can last almost five
years beyond that time, this proposal seeks to
coordinate the timelines so that the lien will remain in
effect through the time of deferral.
G. NEW: "Clarify Generation-Skipping Transfer
(GST) Tax Treatment of Health and Education
Exclusion Trusts (HEETs)". A health and education
exclusion trust ("HEET") takes advantage of Section
2611(b)(1) of the Code, which provides that
distributions from a trust directly for a beneficiary's
school tuition or medical care or insurance are not
generation-skipping transfers, no matter what
generation the beneficiary is in. Sometimes, by
including charities as permissible beneficiaries with
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interests that are vague enough to avoid being treated
as separate shares, the designers of such trusts hope
that a non-skip person (the charity) will always have an
interest in the trust within the meaning of section
2612(a)(1)(A), and thereby the trust will avoid a GST
tax on the formation of the trust that would otherwise
occur as interests in trusts pass from one generation to
another. The Greenbook proposal would limit the
exemption of direct payments of tuition and medical
expenses from GST tax to payments made by
individuals, not distributions from trusts. In contrast
with other proposals, the Greenbook proposes that this
change would be effective when the bill proposing it is
introduced, and would apply both to trusts created after
that date and to transfers after that date to pre-existing
trusts. The effective date provisions suggest that the
administration holds a very negative feeling about
HEETs. It is certainly possible that even if no
legislative modification is made, the IRS might pursue
its objectives through administrative guidance and
enforcement.

Chapter 20

arrangement to an amount calculated with reference to
the maximum annual benefit from defined benefit plans
(said to be about $3.4 million at age 62 today).
According to the proposal, "Requiring a taxpayer who,
in the aggregate, has accumulated very large amounts
within the tax-favored retirement system to discontinue
adding to those accumulations would reduce the
deficit, make the income tax system more progressive,
and distribute the cost of government more fairly
among taxpayers of various income levels, while still
providing substantial tax incentives for reasonable
levels of retirement saving."
J. MISSING: "Modify Rules on Valuation
Discounts". In prior years, the President's budget
proposal including changes aimed at Section 2704 and
sought to create a list of applicable restrictions that
would be ignored in the valuation of an interest in a
family-controlled entity that is transferred to another
family member. The proposal also sought to create
what appeared to be family attribution rules that would
be applied. Obviously, this proposal was aimed
directly at limiting or disallowing discounts related to
transfers of interests in family limited partnerships and
similar entities. The 2014 budget omits this proposal
Many have thought that Section 2704(b)(4) already
gives the Treasury the authority they need to issue
regulations in this area, and we have known for several
years that the IRS has prepared and shelved proposed
regulations addressing this issue. With the increase in
the estate and gift tax exemption, it may be more
important from a revenue standpoint for the IRS to
move forward with issuing these proposed regulations.

H. NEW: "Require Non-Spouse Beneficiaries of
Deceased Individual Retirement Account or
Annuity (IRA) Owners and Retirement Plan
Participants to Take Inherited Distributions over
No More Than Five Years". Under the proposal, socalled "stretch IRAs" inherited by beneficiaries other
than the original owner's spouse or certain "eligible
beneficiaries" would be limited to a term of five years.
An "eligible beneficiary" is one who, as of the date of
death, is disabled, a chronically ill individual, an
individual who is not more than 10 years younger than
the participant or IRA owner, or a child who has not
reached the age of majority. For these beneficiaries,
distributions would be allowed over the life or life
expectancy of the beneficiary beginning in the year
following the year of the death of the participant or
owner. However, in the case of a child, the account
would need to be fully distributed no later than five
years after the child reaches the age of majority. In
addition, any balance remaining after the death of a
beneficiary (including an eligible beneficiary excepted
from the five-year rule or a spouse beneficiary) would
be required to be distributed by the end of the calendar
year that includes the fifth anniversary of the
beneficiary's death.

VI. CONCLUSION.
With the enactment of "permanent" estate, gift, and
GST laws, much of the uncertainty that has existed for
the last several years has been quelled. The added
permanence of portability changes the conversations
that we have with clients during the estate planning and
the estate administration process. However, there is
other legislation that may develop which can further
alter the conversations we have and the alternatives
available to clients. As always, even with permanence,
we live in an ever changing but never boring world of
estate planning.

I. NEW: "Limit the Total Accrual of TaxFavored Retirement Benefits".
An especially
controversial proposal would limit the total amount that
could be accumulated in a tax-free retirement
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EXHIBIT A
Sample Letter Regarding Portability
_________________
_________________
_________________
Re:

Estate of ________________, Deceased

Dear _________________:
As we have discussed, it does not appear that the preparation of a Federal Estate Tax Return (Form 706) will be
required since [your spouse]'s estate did not exceed [$5,250,000] for the year [2013]. However, you may elect to
have a Form 706 prepared and filed to be eligible to benefit from the "portability" of [your spouse]'s federal estate tax
exemption to you. The Form 706 must be filed within nine (9) months after [your spouse]'s death (or within fifteen
(15) months with a timely filed extension). The cost of preparing a Form 706 is typically between [$_______ and
$_______], but may be more or less, depending upon the nature of the estate's assets and resulting complexity of the
return.
In effect, portability adds [your spouse]'s unused federal estate tax exemption ("exemption") to the federal exemption
available to you for both federal gift and estate tax purposes. For example, if your [spouse] left everything outright
to you, none of [his/her] exemption was used since everything going to you qualified for the unlimited marital
deduction. In this example, your [spouse]'s entire [$5,250,000] exemption would be unused. If you file the Form
706 in a timely manner, you would have the right to apply [his/her] [$5,250,000] of exemption, plus the amount of
your own exemption. Under current law, this would also effectively double the gift tax exemption available to you
during your lifetime. If the exemption was only $1,000,000 at the time you make a taxable gift, or upon your death,
you and your estate would have [$6,250,000] of available exemption ([$5,250,000] for your [spouse] plus $1,000,000
for you).
One idiosyncrasy of portability is that you are only allowed to use the exemption of your "last deceased spouse." As
the statute is written, it appears that if you remarry, and if your new spouse predeceases you, you will not be able to
use the excess exemption of your prior spouse, even if you have filed a Form 706.
As a result of current law, it is prudent to plan with the assumption that if the value of your estate, including life
insurance death benefits exceeds [$5,250,000], there may be estate taxes payable at the time of your death. Filing a
Form 706 for [your spouse]'s estate might reduce or eliminate those taxes. The deadline for filing this Form is
_______________. If you want to consider filing the Form 706, please contact me as soon as possible.
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EXHIBIT B

IRC 1411 Net Investment Income (Preliminary)

Gross Income from
Int., Divs., Annuities,
Royalties, Rents

Derived in the
ord. course of
a trade/bus.?

NO
LESS
Allowable Deductions

YES

Gross Income from
Trade or Business

YES

Passive
Activity?

LESS
Allowable Deductions

NO
Trading Fin.
Instruments or
Commodities?

YES

Net Taxable Gain
From Disposition of
Property

YES
NOT
Net Investment
Income

NO

Property held
in a trade or
business?

NO

-24-

LESS
Allowable Deductions

NET
INVESTMENT
INCOME

