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ESTATES, TRUSTS, & GIFTS

EDITED BY JOHN B. HUFFAKER, LL.B., AND MICHAEL D. MULLIGAN, J.D.

Taxpayars may have been relieved to hear
that Congress, at virtually the last minute,
put off the “dreaded” retum of the estate tax
to its 2001 levels. What may have been lost
in the hoopta—es far as clients are con-
cemed—is that the reprieve is only tempo-
rary, at least s0 far. The complex changes
offer some considerable advantages, partic-
ularly far wealthier clients, but there are no

“one-size-fits-all” approaches.
™
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ESTATE PLANNING AFTER
THE 2010 TAX RELIEF
ACT: BIG CHANGES, BUT
STILL NO CERTAINTY

BY JONATHAN G. BLATTMACHR, MITCHELL M. GANS,
HOWARD M. ZARITSKY, AND DI1ANA S.C. ZEYDEL

Congress has passed and the
. President has signed the Tax

Relief, Unemployment Insur-
ance Reauthorizaticn, and Job Creation
Act 0of 2010 (P.L. 111-312, 12/17/10; the
“2010 Tax Relief Act”).? This law broad-
ly changes the estate, gift, and genera-
tion-skipping transfer (GST) tax rules
for 2010, 2011, and 2012, and then per-
mits the pre-EGTRRA 2001law to be
resurrected on 1/1/13. If these new rules
become permanent, they will dramati-
cally change the way in which estate
planning is conducted and the econom-
ics of the typical estate planning prac-
tice. If they do not become permanent,
they will represent a two-year window
during which several important estate
planning opportunities will exist.

Estate planners must now evaluate al]
estate plans in light of the new tax rules,
the increased exemptions and lowered
rates, and other features of the new law.
They must determine how to change ex-
isting estate plans to address the oppor-
tunities offered by these changes and
the problems they. create. This addition-
al level of complexity will alter the utili-
ty and features of, most estate planning
documents, render certain estate plan-
ning tools irrelevant, and render other
estate planning tools especially impor-
tant. Nevertheless, in determining what
planning changes should or should not
be made, it is critically important that
practitioners realize that the changes ex-
pire at the end of 2012. There is no cer-

tainty they will be extended beyond
then: That makes dealing with the
changes especially challenging.

REPEAL OF 2010 ESTATE TAX REPEAL

The 2010 Tax Relief Act reinstates the
estate tax, together with its estate-tax-
value basis rules, effective 1/1/10. The
estate tax is retroactively reinstated with
a full $5 milliop applicable exclusion
amount {now referred to as the “basic
exclusion amount”) and a 35% top tax
rate (which, because it applies.to all es-
tates above $500,000, creates a flat 35%
estate tax rate above the basic exclusion
amount). Therefore, the estate of any
decedent dying in 2010 will be subject
to the estate tax, but with a $5 million
exemption (adjusted for certain lifetime
gifts) and subject to a special election
discussed below.

Election Out for 2010 Decedents

The 2010 Tax'Relief Act gives the execu-
tor of a 2010 decedent’s estate the power
to elect to apply either the estate tax
regime (with a basis equal to estate tax
value and a $5 million basic exclusion
amount) or the carryover basis regime
(with no estate tax) to the estate.2 If no
election is made, the estate will be sub-
ject to the estate tax regime.

Procedural issues. The manner of
making the election will be determined
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by the IRS, and once made the elec-
tion is revocable only with the Ser-
vice’s consent. Presumably, IRS will
issue a special form by which an ex-
ecutor can make the election out of
the estate tax, report the basis of the
decedent’s assets, and allocate the
various carryover basis adjustments.
This is likely to be Form 8939, “Large
Transfers at Death,” a draft of which
has been released for comment, and
which is designed for use under the
version of Section 6018 that applied
during that part of 2010 in which
there was no estate tax.

Only the executor can make this
election. The decedent’s “executor,” for
this purpose, means the executor or
administrator of the decedent, as
properly appointed by the local court.
If there is no executor or administra-
tor appointed, qualified, and acting
within the U.S., “executor” means any
person in actual or constructive pos-
session of any property of the dece-
dent.? Reg. 20.2203-1 states that:

“The term ‘person in actual or
constructive possession of any prop-
erty of the decedent’ includes, among
others, the decedent’s agents and rep-
resentatives; safe-deposit companies,
warchouse companies, and other
custodians of property in this coun-
try; brokers holding, as collateral, se-
curities belonging to the decedent;
and debtors of the decedent in this
country.”

It is not uncommon for a dece-
dent’s entire estate to be held in
forms of title that do not require the
probate of a will or the appointment
of an executor. The trustee of the
decedent’s revocable trust and the
beneficiaries under life insurance
policies and retirement benefit plan
beneficiary designations may all be
deemed to be executors of the dece-

dent’s estate if no executor is acting
in the U.S. If there is no executor ap-
pointed by the local court, all of
these people will be required to de-
cide whether to make the election
not to be subject to the estate tax,
and to file the estate tax return or the
Large Transfers at Death return re-
quired under Section 6018.

Procedural problems making this
election can be expected to arise in
at least two situations:

* When there is an executor ap-
pointed by the probate court who
lacks information regarding the
decedent’s assets includable in the
decedent’s gross estate or subject
to the carryover basis rules, that
are held by other persons.

+ When there is no executor ap-
pointed by a probate court and
multiple persons are deemed to
be executors for tax purposes.

In the first situation, the actual
executor must make the best deci-
sion that the executor can make and
file with the IRS as complete a return
as possible4

In the second situation, where
there is no executor appointed by a
probate court and multiple persons
qualify as “executors” for tax purpos-
es, and where they cannot or will not
file a return together, none of them is
likely to have all of the data required
to make a fully informed decision re-
garding this election and to file either
an estate tax return or a Large Trans-
fers at Death return. Each executor,
in such a situation, must file as com-
plete a return as possible, report all

of the property known to be passing
from the decedent, and include a“de-
scription of such property and the
name of every person holding a legal
or beneficial interest therein.” It ap-
pears the IRS will then notify the
other persons who qualify as execu-
tors because they are receiving prop-
erty from the decedent, and they will
be required to “make a return as to
such property”s

Litigation is certain to ensue
where such multiple “executors” do
not freely exchange information or
where they disagree on the appropri-
ate allocation of basis increases. The
practical estate planner should stress
to the executor the potential prob-
lems that may arise if the executor is
someone who also is a beneficiary
and who is personally affected by ei-
ther the election to have the estate
tax not apply or the allocation of the
decedent’s aggregate and spousal
property basis increases under the
carryover basis rules.

Factors to consider. The decision
whether or not a particular estate
should be subject to the estate tax
and estate-tax-value basis regime
under Section 1014, with a $5 million
exemption and 35% top rate, or the
catryover basis regime with no estate
tax, often will be difficult. Usually,
calculating the estate taxes that will
be duewill be relatively easy, and the
$5 million basic exclusion amount
(even adjusted for lifetime gifts) and
the unlimited estate tax marital de-
duction will result in most estates
not being subject to estate taxes.6

1 Section 1(a) of the 2010 Tax Relief Act refers
to the “Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of
2070 as the “short title” This should be
snough to caution readers about the bizarre
developrments that lie ahead.

2 2010 Tax Relief Act section 301(c).

3 Saction 2203. See also Stephens, Maxield,
Lind, Calfes, and Smith, Federal Estate and
Gift Texation (Thomson ReutersAWGE&L),
1 8.02.

For this purpose, " property of the decedent”
relates to property includakle in the decedent’s
gross estate, because the definition is created
solely for estate tax purposes. This is the defi-
niticn that applies with respect to the election
out of the estate tax, t0o, 50 that even if the
election out of the estate tax s mads, it should
be made by those peaple who hold property
that would be included in the decedent’s gress
estate for estate tax purposes.

4 A question may arise whether the executor
has a duty to make the election decision that
is best for the probate legatees or that is best
for all parsons who receiva property that is
included in the decedent’s gross estate for
federal estate tax purposes. This will depend
on the state law interpretations of the duties
and responsibilities of the executor, and may
vary frorn state to state.

§ See Section 6018(b){4), applicable before the
2010 Tax Relief Act.

6 As a general rule, the exemption for 2010
decedents will be at least $4 million, even if
the decedent’s lifetime taxable gifts already
took advantage of the entire $1 million
applicable exclusion amount. Lifstime (post-
1976) gifts beyond $1 million will not reduce
the $4 million additiona! applicable exclusion
amount available in 2010.
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For estates that will not owe an es-
tate tax, tax considerations often will
favor accepting the estate tax regime,
because it affords all of the dece-
dent’s appreciated property a basis
equal to the value of the assets on the
date of death or, if properly elected,
the alternate valuation date.” Even
for these estates, however, the execu-
tor should consider whether there
may be a potential estate tax advan-
tage at the surviving spouse’s death
to elect out of the estate tax and have
the decedent’s assets held in one
or more trusts that will not be sub-
ject to estate taxes when the surviv-
ing spouse later dies. A trust that
would be eligible for QTIP estate tax
treatment, but as to which no QTIP
election is made to deduct the gift for
estate tax purposes, still will be eligi-
ble for the $3 million spousal proper-
ty basis increase under the modified
carryover basis rules, while the assets
passing to this trust should not be
subject to estate taxes at the surviv-
ing spouse’s death.

Even estates that have substantial
assets whose bases exceed their val-
ue will not benefit from the modi-
fied carryover basis regime, because
that regime gives the estate and its
beneficiaries a basis in the decedent’s
assets that cannot exceed the lesser
of the decedent’s adjusted basis or
the FMYV of the asset as of the dece-
dent’s death.® Thus, both the estate
tax regime and the carryover basis
regime eliminate built-in losses (ex-
cept as provided in Section 1022
with respect to certain losses of the
decedent occurring before death
that may be used to increase the ba-

sis of carryover basis property but
never above date of death FMV).
Substantial complications attend
this election. Projecting the effect of
modified carryover basis will be
quite difficult, even if the executor
has access to all of the relevant data
regarding estate assets. Projecting
the tax effects of the modified carry-
over basis rules requires calculation
of the net appreciation in each asset,
the character of the gain on the sale
of each asset, the tax rate applicable
to the gain on the sale of each asset,
the length of time it has been held,
when each asset is likely to be sold,
and whether there are tax benefits
that might reduce the tax on such
sales (such as the $250,000 exclusion
for gain on the sale of a principal
residence). These calculations them-
selves depend on the identity of the
beneficiaries receiving the assets.

The executor of a 2010
decedent’s estate has the power

 to elect the earryover Basis
regime, with no estate tax.
Problems in making this election
may arise.

Assets passing to charity can, of
course, be sold without current tax,
unless the gain would be unrelated
business taxable income.? Assets
passing to a beneficiary who is a
dealer in such assets, however, may
generate ordinary income on their
sale.® The decedent’s principal resi-

poes

7 Under Section 2032, the alternate valuation
date is elected on a timely filed estate tax
return and allows the valuation of estate
assets on the date six months after the date
of death. See the discussion of the altemate
valuation date election in Henkel, Estate
Planning and Wealth Preservation: Strategies
and Solutions (Thomson Reuters/ANG&L},
11 60.07; Kasner, Strauss, and Strauss, Post
Mortem Tax Planning (Themson Rewters/
WG&L), 1 701; Stephens et al., supra note 3,
1 4.03.

8 Saction 1022(a)(2).

9 If the estate sells the asset and the gain or
income is set aside for charity pursuant to
Section 842(c}, there will be no tax on the
unrelated business taxable income. The result
may be different, however, if a trust recog-
nizes the gain or income. See Section 681,

10 Even if the inheritor is not a dealer in the
property but the decedent was, the ordinary
incorne natura of the inherent gain may pass
through to the inheritor.

If at death the decedent did not meet the
“two out of the past five years” critericn for
the exclusion, the beneficiary may “tack” his
or her time using the home as a principal res-
idence after the decedent’s death to achieve
the requisite holding period; see Section
121(d) 1),

12 Siaff of the Joint Committes on Taxation,
Technical Explanation of the Revenus Fro-
visions Contained in the “Tax Refief Unem-
ployment Insurance Reauthorization, and Job
Creation Act of 2010* Schedulad for Consid-
eration by the United States Senate (Comm.
Print, 12/10/10), page 50, fn, 53.

1

=y

dence passing to a beneficiary may
be sold with favorable tax treatment
by using the decedent’s $250,000
gain exclusion under Section 121.1

The executor also must deter-
mine the allocation of the available
$1.3 million aggregate basis increase
and $3 million spousal property ba-
sis increases, in order to determine
the modified carryover basis. The
Service has not yet issued any guid-
ance regarding the carryover basis
adjustments, and it is not certain
when and if any significant guidance
will be issued. Therefore, this deter-
mination will be quite difficult to
make with any degree of certainty.

It appears that the generation-
skipping transfers made under the
decedent’s will or trust will not affect
the election out of the estate tax
regime. The Staff of the Joint Com-
mittee on Taxation has stated that a
$5 million GST exemption is avail-
able for allocation to transfers made
in 2010, whether or not the executor
of the decedent’s estate elects out of
the estate tax.12 Nevertheless, while
this is an important declaration in
what constitutes the only legisla-
tive history for the 2010 Tax Relief
Act, the statutory language actually
seems to render the GST exemption
inapplicable where the executor
elects out of the estate tax regime.
Therefore, until clarification is re-
ceived from Treasury regarding
whether it will construe the GST ex-
emption as available to an executor
electing out of the estate tax regime,
practitioners should take into ac-
count the possibility that the GST
exemption will not be available
within the carryover basis regime.

Conflicts of interest and gift tax
consequences. As discussed briefly
above, one of the most significant
questions regarding the election to
apply the estate tax regime or the
carryovgr basis regime concerns the
conflicts of interest that it may cre-
ate, In the simplest situations, a ben-
eficiary who also is an executor may
find that the estate taxes and poten-
tial capital gains‘taxes do not fall
equally on the beneficiaries. Decid-
ing to have the estate tax apply to the
estate may distinctly favor the bene-

70 1
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ficiary who is the executor, particu-
larly if the executor also isa U.S. sur-
viving spouse on whose share no es-
tate taxes will be charged. In such a
situation, the executor-beneficiary
could benefit from the election,
while other beneficiaries might be
substantially penalized.

| Litigation is certain to gnsue

[ where multiple ‘executprs’ do
 not freely exchange information
or where they disagreqon the
apprapriate allocation pf basis
increases.

It is not uncommon for a fiducia-
ry who is a beneficiary to be in a po-
sition to exercise a fax option or elec-
tion in his or her own favor. There
may be serious potential gift tax con-
sequences to an interested fiduciary
who makes or refrains from making
an election to his or her own detri-
ment.

The gift tax broadly defines a tax-
able gift as every completed transfer
for less than full and adequate con-
sideration in money or money’s
worth, regardless of the presence or
absence of donative intent, unless a
specific exemption, exclusion, or de-
duction applies.t3 A transfer of trust
property to a beneficiary, by a trustee
who has no beneficial interest and is
acting merely in his or her fiduciary
capacity, is not a taxable gift.14 Clear-
ly, an exgcutor who is not also a ben-
eficiary of the estate should not have
a personal gift tax problem merely
because the executer makes or de-
clines to make the election out of the
estate tax regime. The same may not
hold true, however, with respect to
an executor who is also a beneficiary
of an estate and whose decision to
elect or not to elect out of the estate
tax reduces his or her interest in the
estate. Such an executor-beneficiary
may be deemed to have made a tax-
able gift to the beneficiaries whose
shares are thereby increased.

Section 2514 states that a power
to appoint property that does not

belong to one, among a class that in-
cludes the holder personally, is a
general power of appointment, the
lapse or exercise of which in favor of
someone clse is a taxable gift.18 The
gift tax rules do state, however, that a
trustee’s administrative powers are
not deemed to be general powers of
appointment, even if they may bene-
fit the trustee personally, as long as
the trustee “has no power to enlarge
or shift any of the beneficial interests
therein except as an incidental con-
sequence of the discharge of such
fiduciary duties....”18

The question arises, however,
whether this exception applies to
some of the situations described
above, in which the executor’s deci-
sion whether to elect out of the es-
tate tax can very directly reduce the
executor’s interest in an estate. This
may be more than merely the inci-
dental consequence of the discharge
of the executor’s fiduciary duties,
and may raise serious gift tax prob-
lems for a beneficiary who also is
the executor of a 2010 decedent’s es-
tate. In those situations, the exercise
{or non-exercise) of the election out
of the estate tax arguably may be
viewed as the equivalent of the exer-
cise, release, or lapse of a general
power of appointment held by the
executor-beneficiary, or the execu-
tor-beneficiary may be deemed to
have transferred a property interest
he or she holds individually. Either

analysis could result in a significant
gift tax liability for the executor-
beneficiary.1?

Such a fiduciary and tax problem
may arise under a will or trust that
makes different dispositions if an es-
tate tax applies with respect to the
decedent’s estate than it makes if no
estate tax applies. This election, in
such cases, could determine both the
amount of tax due from the estate
and also who receives the estate it-
self.18

Eighteen states have enacted
statutes that construe a formula clause
in a will or trust of a decedent who
dies in 2010 as referring to the estate
tax rules in effect on 12/31/09.19
These statutes usually also include
language such as the following (taken
from the Virginia statute): “If the fed-
eral estate or generation-skipping
transfer tax becomes effective before
that date, the reference to January 1,
2011, in this subsection shall refer in-
stead to the first date on which such
tax becomes legally effective.” Under
such statutes, an election to apply the
carryover basis regime also could cre-
ate a nonmarital share equal to $3.5
million, rather than a nonmarital
share equal to $5 million.20

Once again, the election by a ben-
eficiary serving as executor will raise
extensive issues of interpretation of
the dispositive instruments, self-
dealing, self-interest, and possibly
tax effects to the beneficiary himself

13 Reg. 25.2511-2(h}.

14 Rgg. 25.2511-1(gH1).

15 Reg. 25.2511-1{a).

16 Reg, 25.2514-1{b)(1).

17 See a thorough analysis of this issue, includ-
ing other arguments that may be raised to
avoid such gift tax liability, in Gans,
Blattmachr, and Heilborn, * Gifts by Fiduciaries
by Tax Options and Elections,” 18 Probate &
Property No. 6 {November/December 2004),
republished in Digest of Tax Articles (March
2005).

18 |t is arguable that the election will determine
the disposition of property where the gov-
erning instrument provides for one disposi-
tion if there is a federal estate tax applicable
to the estate and another if it is not. In that
event, however, it may be that a court would
find such a literal application of the terms of
the instrument should not apply. Cf general-
ly Kiein, “The Ultimate Irony: In Light of the
Passage of President Obama’s Tax Proposal,
State Formulaic Construction Statutes May
Face Their Own Construction Issues ... And
Time for.a Construction Proceeding May be
Running Out,” ABA Real Property Trust and

Estate eReport. It also is possible that a court
might take the view that the state statute
anticipated that there either would be an
estate tax or would not be an estate tax, and
that it simply did not anticipate, and should
not apply to, the situation in which the exis-
tence of the estate tax turns on an election.

19 See 12 Del. Code section 3335; D.C. Code
section 20-1108; Ga. Code section 53-4-75;
{daho Code section 15-1-501; Ind. Code sec-
tion 30-4-2.1-13; Md. Est. & Tr. Code section
11-110; Mich. Rev. Stat. section 700.2723;
Minn, Stat. section 524.2-712; MNeb. Rev.
Stat. section 30-2342,02; N.Y.E.PT.L. secticn
2-1.13; N.C. Gen. Stat. section 36C-1-113; 20
Pa. Stat. sections 2801-2803; S.Dak. Cod.
Laws section 10-404-11; Tenn. Code section
32-3-113; Utah Code section 75-3-917; Va.
Code section 64.1-62.4; Rev. Code of Wash.
section 11.108; Wisc, Stat. section 854.30.
See also Fla. Stat. section 733.1051 and
S.Car. Code section 62-2-612, which allow
the court to construe the intent of the dece-
dent in such situations, but do not create a
presumption regarding the meaning of a ref-
erence 1o an estate taxbased term.

20 Byt ¢f Klein, supra note 18.
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or herself by the manner in which
the election is made.21 It is likely that
this election will become the subject
of extensive litigation in a great
many instances.

HIGHER ESTATE TAX EXEMPTION

AND LOWER RATES

The 2010 Tax Relief Act increases the
basic exclusion amount to $5 mil-
lion, indexed for inflation after
2011.22 The 2010 Tax Relief Act also
reduces the top estate tax rate to
35%, creating a flat 35% estate tax on
estates above the basic exclusion
amount. These rules apply with re-
spect to estates of decedents dying
after 2009 and before 2013.

The increase in the estate tax ba-
sic exclusion amount should also in-
crease the GST exemption, because
the latter is determined with refer-
ence to the former.2s As is discussed
below, this increased GST exemption
appears allocable to transfers made
in 2010 whether or not the estate
elects out of the estate tax regime
and into the carryover basis regime.

GST TAX AND 2010 TRANSFERS

One of the most interesting features
of the 2010 Tax Relief Act is how it
finesses the many GST tax problems
created by EGTRRA’ 2010 rules.2
All estate planning was complicated
in 2010, but generation-skipping
transfer (GST) tax planning is by far
the most difficult element in an es-
tate plan, because of the manner in
which EGTRRA rendered this tax
inapplicable in 2010 and then pro-
posed restoring it in 2011. The net
effect of the EGTRRA machinations

was to make the GST tax clearly in-
applicable to outright transfers to
skip persons in 2010, but otherwise
to leave in somewhat considerable
doubt how the GST tax would apply
after 2010 to transfers in trust that
occurred in 2010.

The Uncertain Scope of Section 2664
GST tax planning in 2010 was com-
plicated by the difficulty of deter-
mining precisely what GST taxes
would be imposed after 2010 on tax-
able distributions from and taxable
terminations of interests in genera-
tion-skipping trusts created by 2010
transfers. The precise scope of the
GST tax after 2010 required careful
examination of both Section 2664
and EGTRRA's sunset rule.

Section 2664 stated that Chapter
13 (which contains virtually all the
GST tax rules) did not apply to “gen-
eration-skipping transfers” after
2005. This simple statement, howev-
et, raised several complicated and
sometimes unanswerable questions.

The basic statement of Section
2664 was itself internally inconsis-
tent. Chapter 13 could not be entirely
inapplicable to generation-skipping
transfers after 2009, both because
Section 2664 was itself part of Chap-
ter 13, and because the only defini-
tion of “generation-skipping trans-
fer” in the tax law is in Chapter 13.
Chapter 13, therefore, must be re-
quired to remain applicable in 2010,
at least to the extent required to de-
fine “generation-skipping transfer.”2s

Section 2664 limited itself to gen-
eration-skipping transfers, and so
appeared to leave Chapter 13 fully
operational with respect to 2010
events that are not generation-skip-
ping transfers, but which have a sig-

21 gee Gans, Blattmachr, and Heilborn, supra
note 17

22 2010 Tax Relief Act section 302{a).

23 Sgetion 2631(c).

24 For a more complate discussion of the GST
tax problems raised by the absence of an
estate tax in 2010, see Zaritsky, Practical
Estate Planning in 2010 {Thomson Reuters/
WG&L), ch. 4.

25 To argue that the definition of generation-
skipping transfer also was eliminated after
2009 by Section 2664 was unsupportable be-
cause it would create an illogical and unwork-
able result. Sea Nixon v. Missouri Mun.

League, 541 LS, 125 {2004), and U.S. v.
American Trucking Ass'ns, 310 U.S. 534
{1940) (the courts will not construe a statute
in a'manner that leads to absurd or futile
results).

26 See Harrington, Kwon, Plaine, and Zaritsky,
Generation-Skipping Transfer Taxes (Thomson
Reuters/WGA&L), 1 2.05[3].

27 id,, 1 2.0512].

2B [¢f, 1 2.05[1].

29 Jq,, 1 2.04[1].

20 Section 2613(bY; Harrington, et al., supre
note 26, | 2.05[2].

nificant impact on the GST tax im-
posed in later years on trusts and
other arrangements created in 2010.

Section 2611(a) defines “genera-
tion-skipping transfer” as including
only (1) a taxable distribution, (2) a
taxable termination, and (3) a direct
skip transfer. Section 2612(b) de-
fines a “taxable distribution” as “any
distribution from a trust to a skip
person (other than a taxable termi-
nation or a direct skip)."26

Section 2612(a) defines a “taxable
termination” as “the termination (by
death, lapse of time, release of pow-
er, or otherwise) of an interest in
property held in a trust unless— (A)
immediately after such termination,
a non-skip person has an interest in
such property, or (B) at no time after
such termination may a distribution
(including distributions on termina-
tion) be made from such trustto a
skip person’27

Section 2612(c) defines a “direct
skip transfer” as a gift during life or a
transfer at death from a transferor
directly to a skip person.2s

Until clarification is re¢eived,
practitioners sheald consider
the possibitity that the GST
exemption will not be dvailable
within the na-nvc;ver bdsis
ragime,

All three of these definitions rely
on the definition of a “skip person.”
Section 2613(a) defines a skip per-
son as “a natural person assigned to a
generation which is 2 or more gener-
ations below the generation assign-
ment of the transferor,” a trust all of
the interests in which are held by
skip persons, or a trust in which no
person holds an interest in the trust
and “at no time after such transfer
may a distribution (including distri-
butions on termination) be made
from such trust to a non-skip per-
son.”2® A “non-skip person” is “any
person who is not a skip person.”se

Section 2664, therefore, clearly
stated that no GST tax was imposed
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on a direct skip transfer, a taxable
distribution, or a taxable termina-
tion occurring in 2010. Beyond that,
however, construction problems
arose,

The solution adopted by the 2010
Tax Relief Act was quite simple. The
2010 Tax Relief Act reinstates the
GST tax for transactions in 2010, to-
gether with a $5 million GST exemp-
tion. Section 2664, which previously
stated that the GST tax rules did not
apply to transfers in 2010, is repealed
retroactively. In addition, the “applic-
able rate” for the GST tax on taxable
transfers in 2010 is zero percent.®

Generation-Skipping Transfers in Trust
and the Generation Move-Down Rule
A direct skip gift made in trust in
2010 was clearly not subject to GST
tax, but post-2010 distributions from
the trust to a skip person and the ter-
mination of the interests of a skip
person could themselves be subject to
the GST tax, because of the inapplica-
bility of the generation move-down
rule of Section 2653(a). That section
states that, if immediately after a gen-
eration-skipping transfer of property
the property is held in trust, then
the determination whether any GST
tax is imposed on subsequent trans-
fers from the trust is made by tyeating
the trust “as if the transferor of such
property were assigned to the first
generation above the highest genera-
tion of any person who has an inter-
est in such trust immediately after the
transfer”s2

Section 2653(a) is part of Chapter
13, however, and Section 2664 stated
that Chapter 13 did not apply to di-
rect skip transfers made in 2010.
Therefore, Section 2664 appeared
to negate the protection afforded by
the generation move-down rule to a
generation-skipping transfer in trust
made in 2010, unless the EGTRRA
sunset rule required a different re-
sult.33 The inapplicability of the gen-
eration move-down rule would mean
that when property was distributed
after 2010 out of a trust created in
2010 for a skip person, a GST tax
would apply.

This problem made it very diffi-
cult to make GST-tax-free gifts to

minor grandchildren in 2010. The
problem was exacerbated by the fact
that, for GST tax purposes, a transfer
to a Uniform Transfers (or Gifts) to
Minors Act custodial account is
treated as a transfer in trust.3 Fur-
thermore, key IRS personnel had
stated in informal conversations that
the Service might well treat a legal
guardianship of a minor as a trust
equivalent, for this purpose. This
made it extraordinarily difficult to
make a significant outright gift toa
minor skip person, and increased
the likelihcod that transfers in 2010
would produce GST tax problems.

On the other hand, one might
have argued that Section 2664 was
meant only to remove the GST tax
on certain events that occur in 2010,
and that it was not intended to gen-
erate additional taxes on trusts cre-
ated in 2010. This argument would
support the notion that the genera-
tion move-down rule of Section
2653(a) should apply after 2010, de-
spite the fact that no GST was tax
imposed on the original creation of
the trust. The Code appeared neither
to preclude nor to support this con-
struction.

The repeal of Section 2664 means
that the generation move-down rule
of Section 2653(a) will protect 2010
generation-skipping transfers in
trust that are treated as skip persons
from imposition of GST tax on post-
2010 distributions to skip persons
occupying the second generation {or
greater) below that of the transferor.

Basis Adjustments for Certain
Taxable Terminations
Section 2654(a)(2) states that the
adjusted basis of property that is the
subject of a taxable termination on
the death of an individual is adjust-
ed in a manner similar to Section
1014(a), which moves the basis of
assets up or down to the estate tax
value of the property.38

Under Section 2664, however, the
taxable termination of a beneficiary’s
interest in a trust occurring in 2010
was exempt from the operation of
the GST tax rules, including the basis
rule for certain taxable terminations.
Furthermore, Section 1014(a) did

not determine the basis of property
received from a decedent who died
in 2010. It appears, therefore, that un-
der EGTRRA, before amendment by
the 2010 Tax Relief Act, no basis in-
crease would occur with respect to
property that is the subject of a tax-
able termination at death in 2010.

A conflict of interest may arise
where the executor’s decision to
elect out of the estate tax very

directly reduces thejexecutor’s
interest in an esta

The repeal of Section 2664 and
the reinstatement of the estate tax
and the estate tax value basis rules
should give a certain basis increase
for the taxable termination of a ben-
eficiary’s interest in a trust occurring
on account of death in 2010. Thisisa
very favorable tax treatment, partic-
ularly when viewed together with
the zero percent GST applicable rate
on 2010 transfers.

Lack of a GST Exemption in 2010

Section 2664 rendered the GST tax
rules inapplicable only to genera-
tion-skipping "transfers that oc-
curred in 2010, which includes only
direct skip transfers, taxable distrib-
utions, and taxable terminations.
The GST rules continued to apply to
a 2010 transfer to a generation-skip-
ping trust the interests in which were
held by both skip persons andnon-
skip persons. Such trusts are not
themselves skip persons, because an

31 2010 Tax Relief Act section 301{al repeals
“[elach provision of law amended by subtitle
A or E of title V of" EGTRRA, Section 2664
was added by subtitle A of title V of EGTRRA.

32 gee Harrington et al., supra note 26, 9 5.05.

33 EGTRRA section 901{b} provides, in part, that
after 2010 the Code is to be applied as
though EGTRRA—including Section 2664—
had never been enacted, which could mean
that after 2010 the "move down” rule of
Section 2653(a) does apply.

34 Reg. 26.2652-1{b){2}, Exarmple 1.

35 See Harrington et al., supra note 26, 1 5.08[5].
Normally, the adjusted basis of property to
which a taxsble termination occurs is adjust-
ed, but not above FMV, 1o reflect the GST tax
pakd. Ses Secticn 2654(al{2).
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interest in the trust is held by a non-
skip person and a transfer to such a
trust is not a “generation-skipping
transfet.”36

One usually could minimize or
avoid the GST tax on future distrib-
utions from and terminations of in-
terests'in such trusts by allocating
to the transfer some of the transfer-
or’s GST exemption. Unfortunately,
EGTRRA tied the amount of the
GST exemption to the amountof the
estate tax basic exclusion amount.3
Thus, the absence of a federal estate
tax in 2010 produced a basic exclu-
sion amount of zero and, conse-
quently, a GST exemption of zero,38
A transferor, therefore, had no GST
exemption under EGTRRA to allo-
cate to 2010 transfers to avoid future
imposition of the GST tax on taxable
terminations and taxable distribu-
tions from such trusts.

T

- Repeal means that the move-
§ dovin rule will protect 2010
gegeration-skipping transters in

trust that are freated ag skip
persens fmn; impositioh of GST
tax on distrijutions.

The retroactive restoration of the
estate and GST taxes to 2010, albeit
with a GST “applicable rate”3® of
zero, also gives a donor or decedent
a $5 million GST exemption that can
apparently be allocated to GST
transfers in 2010. The Staff of the
Joint Committee on Taxation states
explicitly that the exemption is avail-
able even to a 2010 decedent’s estate
that elects not’to be subject to estate

taxes, although it is difficult to find
support in the text of the statute.4¢

Identifying the Transferor of

a 2010 Testamentary Transfer
Generation-skipping trusts created
at the death of an individual in 2010;
whether or not the trust itself was a
skip person, arguably were exempt
from the GST tax even with respect
to distributions and terminations of
interests that occurred in later years.
This protection from GST tax was
based on the absence of an estate tax
in 2010, rather than the absence of a
GST tax.

As discussed above, the defini-
tions of “direct skip transfer;“taxable
termination,” and “taxable distribu-
tion” require that there be a transfer
to or for the benefit of a skip person
or that, after the termination of inter-
ests, one or more skip persons have
interests in the trust. There can be no
taxable distribution or taxable termi-
nation unless an interest in the trust
is held by a skip person.

A “skip person” is defined in Sec-
tion 2613(a) as either “a natural per-
son assigned to a generation which
is 2 or more generations below the
generation assignment of the trans-
feror” a trust all of the interests in
which are held by skip persons, or a
trust in which there is no person
holding an intetest in the trust and
“at no time after such transfer maya
distribution (including distributions
on termination) be made from such
trust to a non-skip person.” A “non-
skip person” is defined by Section
2613(b) as “any person who is not a
skip person.”

The definitions of “taxable termi-
nation” and “taxable distribution,”
therefore, ultimately depend on the
existence of a “transferor.” Identify-

ing the transferor is essential be-
cause the generation assignments of
the transferees are based on their re-
lationship to the transferor. If there
were no transferor, there could be no
generation-skipping transfer.

The transferor is the individual
with respect to whom property was
most recently subject to federal es-
tate or gift tax.41 A transfer on ac-
count of the death of a decedent in
2010 to a trust that had as beneficia-
ries both skip persons and nonskip
persons was not subject to either gift
or estate tax. It was arguable, there-
fore, that there was no transferor for
such a trust, and thus no skip per-
sons, and thus no taxable distribu-
tions or taxable terminations.

The IRS, of course, could have ar-
gued under EGTRRA’s sunset rule
that the statys of the transferor must
be redetermined after 2010 as if
EGTRRA had not been enacted, and
therefore the transferor of a testa-
mentary transfer should be treated
as if he or she had paid a federal es-
tate tax on the transfer. This argu-
ment, however, would have ignored
the very fundamental absence of an
estate tax on transfers in 2010, Of
course, this argument is now acade-
mic, because the 2010 Tax Relief Act
states that, whether or not the estate
of 2 2010 decedent elects out of es-
tate taxation and into carryover ba-
sis, the decedent is the‘transferor for
GST tax purposes.s?

2010 Gifts to Section 2642(c)

Annual Exclusion Trasts

Section 2642(c)(1) states that a di-
rect skip transfer that is not a tax-
able gift, because it qualifies for the
gift tax annual exclusion or unlim-
ited exclusion for direct payment of
medical or-educational expenses,

Choves

36 These terms reqquire that there be a transfer-
or. Tnerefore, they are applicable to lifetime
gifts in 2010 because the gift tax continued to
apply in 2010. {t was arguable that they did
not apply to testamentary transfers in 2070,
because thera was no estate tax in 2010,

87 Section 2631(c).

38 Sgction 2010(c).

38 The “applicable rate” is the effective rate of
GST tax. It is expressed as a decimal and
multiplied by the amount of the GST transfer
1o determine the tax due. The applicable rate
is defined as the product of the inclusion

ratio and the highest stated estate tax rate
{expressed as a decimal) in effect at the time
of the transfer; see Section 2641(g). The
inclusion ratio is 1 minus the "applicable frac-
tion" under Section 2642(a){1). The applicable
fractign is a fraction the numerator of which
is the amount of GST exemption allocated to
the trust and the denominator of which is the
value of the property transferred to the trust
{reduced by the sum cf federal estate tax or
state death tax recovered from the trust and
the amount of any gift ar estate tax charitable
deduction allowed with respect to the trans-
ferred property); see Section 2642(a)(2}).

40 See note 12, supra. This statement is wel-
come, but it does not find much support in
the Code or the language of the 2010 Tax
Relief Act. The election to have no estate tax
apply should render the estate tax basic
exclusion amount, with respect te the elect-
ing estate, zero. This should produce a simi-
lar lack of GST exemnption. Nonetheless, such
statements by the Joint Committes Staff
usually may be relied on.

41 Sgction 2652(a)(1). See also Harrington et al.,
supra note 26, 1 2.02.

42 2010 Tax Relief Act section 301(c).
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will not be subject to the GST tax
and will have an inclusion ratio of
zero for GST tax purposes.43 Sec-
tion 2642(c)(2) limits this rule,
however, by stating that a direct
skip transfer in trust will have an
inclusion ratio of zero under this
rule only if both of the following
conditions are met:

1. During the life of the individ-
ual transferee, no portion of the cor-
pus or income of the trust may be
distributed to (or for the benefit of)
any person other than such individ-
ual, and

2.1If the trust does not terminate
before the individual dies, the assets
of such trust will be includable in
the gross estate of such individual.

This creates what is sometimes
referred to as the GST annual exclu-
sion, under which a gift to a trust for
the benefit of a grandchild or other
skip person has an inclusion ratio of
zéto without allocation of GST ex-
emption if the gift qualifies for the
gift tax annual exclusion, no distrib-
utions can be made to anyone other
than the transferee, and the undis-
tributed trust fund must be included
in the transferee’s gross estate if he
or she diés duting thetryst term.4

A 2010 transfer to a Section
2642(c) trust created the problem

- discussed above with respect to oth-
er direct skip transfers in trust. The
transfer was not itself taxable, be-
cause even though it was a genera-
tion-skipping transfer in 2010, no
portion of Chapter 13 arguably ap-
plied to protect the trust from fu-
ture GST taxes. Distributions from
the trust after 2010 could be taxable
distributions or taxable termina-
tions, because Section 2653(a)’s
generation move-down rule ar-
guably would not apply to genera-
tion-skipping transfers made in
2010.

It also could be argued that the
zero inclusion ratio rule of Section
2642(c) would not apply to direct
skip transfers in 2010. This would
further bolster the argument that
post-2010 distributions from the
trust or terminations of interests in
the trust would be subject to GST tax.
This appears to be a particularly

harsh interpretation of Section 2664,
and it may be countered by noting
that the GST tax must be applied to
transfers after 2010 as if EGTRRA
had never been enacted. Had EGTR-
RA not been enacted, both the zero
inclusion ratio under Section 2642(c)
and the transferor move-down rule
under Sgction 2653(a) would have
applied, and the distributions from or
terminations of interests in this trust
would have been protected from sub-
sequent GST taxes.

Under EGTRRA, a transteror had
no GST exemption to aljocate to
2010 transfers o avoid Juture
imposition of the GST tax on
taxable terminations and taxable
distributions.

The retroactive repeal of Section
2664 also clarifies that 2010 gifts to
Section 2642(c) annual exclusion
trusts will create a zero inclusion ra-
tio for the trust as that is exactly
what the section states and the sec-
tion retroactively cameback into ef-
fect. Therefore, no GST tax will be
imposed on any subsequent distrib-
utions to the donee skip-person.

Estate Tax Inelusion Perieds in 2010

Under Section 2642, special rules
apply when the transferred property
would be included in the transferor’s
gross estate for federal estate tax
purposes if the transferor were to die
immediately after the transfer (other
than by reason of the transfer within
three years of death rule of Section
2035). Section 2642(f) states that de-
termination of the inclusion ratio is
not made until the end of the estate
tax inclusion period (ETIP). An allo-
cation of GST exemption can be ef-
fective no earlier than the end of the
ETIP.

Section 2642(f)(3) states that an

"ETIP ends on the earliest of:

1. The first date on which the val-
ue of the property involved in such
transfer would not be includable in
the gross estate of the transferor for

federal estate tax purposes if the
transferor died.

2. The date on which there is a
generation-skipping transfer with
respect to such property.

3. The date of the transferor’s
death.

If there were no federal estate tax
with respect to any decedent who
dies in 2010, all ETTPs from all trusts
the transferors of which were alive
on 1/1/10 arguably should terminate
on that date-

There was, of course, no GST ex-
emption available to allocate to such
trusts in 2010, before the 2010 Tax
Relief Act, so all such trusts as to
which an ETIP terminated in 2010
could be fully GST nonexempt, even
if GST exemption had not been pre-
viously allocated to the transfer. An
earlier allocation would seem literal-
ly to be deemed to become effective
on 1/1/10, when the trust fund also
would arguably no longer be includ-
able in the gross estate of a deceased
transferor.4 :

One of the few GST problems
created by EGTRRA and not re-
solved by the 2010 Tax Relief Act is
whether the retroactively repealed
estate tax repeal for 2010, or-the ex-
ecutor’s ability to elect out of the es-
tate tax, terminates all existing
ETIPs. It is not clear whether an
ETIP that literally seemed to have
terminated on 1/1/10—because the
law then in effect provided there was
no estate tax—was reinstated by the
retroactive reinstatemént of the es-
tate tax. Furthermore, it is not clear
whether the mere fact that a dece-
dent’s executor could have elected to
render the estate tax inapplicable
suffices to create a date on which the
transferred property would not have

| noves

43 An inclusion 1atio of zero means there is no
GST tax imposed because the applicable
(effective) GST tax rate is equal to the inclu-
sion ratio imes the highest rate of estate tax
in effact when the generation-skipping trans-
fer ocours.

44 See Hamington et al., supra note 26, 1 5.02.

45 See Reg. 26.2642-1(b)(2) for rules on alloca-
tion of GST exemption during an ETIR
Section 2210 provides, in general, that no
part of Chapter 11 applies to anyone dying
after 2009. Certainly, that means there would
be no estate tax imposed on those who died
in 2010 but it still might be arguable that prop-
ety is included in the decedent’s estate.
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been includable in the decedent’s
gross estate whether or not the
transferor did not die during 2010. It
is also unclear whether an actual
death and election out of the estate
tax regime would be required to
cause the ETIP to terminate, partic-
ularly since death automatically ter-
minates an ETIP under Section
2642(£)(3)(B).

This issue is not merely of aca-
demic interest, becanse the donor’s
allocation of GST exemption is not
effective until the ETIP ends. A
donor who believes that an ETIP ina
transfer has terminated in 2010,
therefore, should consider either fil-
ing a timely gift tax return and allo-
cating GST exemption to shelter the
transfer from'future GST taxes, or
making an election out of automatic
allocation, if an allocation of exemp-
tion is not desired. If GST exemption
had previously been allocated but
suspended in taking effect on ac-
count of the ETIP rule, it seems the
donor could take the position the
ETIP ended on 1/1/10, and therefore
the allocation of GST exemption be-
came effective.

2010 GST Applicakle Rate is Zero

The 2010 Tax Relief Act states that
2010 generation-skipping transfers
have an “applicable rate” of zero.48
This means that a 2010 direct skip
transfer, taxable distribution, or tax-
able termination would not produce
a current GST tax obligation, despite
the retroactive re-enactment of the
GST tax, and without allocation of
GST exemption to the transfer.

The 2010 Tax Relief Act states
only that the applicable rate is zero.
This raises a question whether the
new law also creates a zero inclusion
ratio for all 2010 transfers in trust,
protecting them from future GST

46 2010 Tax Relief Act section 302{c}.

47 Section 2641(a).

48 |ndeed, it seems that the estate tax rate in
effect for 2010, whether or not an estate tax
applies, is 35%. in fact, it is 35% whether or
not the transferor has died. In other words,
the applicable rate (of GST tax) is determined
by the estate tax rate when the tax is
imposed whether or not the transferor has
died.

49 See note 12, supra, page 50.

taxes on distributions to, and termi-
nations of interests in favor of, bene-
ficiaries assigned to more remote
generations. A careful analysis does
not lead to a clear conclusion.

mferor is
essential because the genetation
assignments of the fransferees
are based on their r¢lationship to
the transferor.

The “applicable rate” is normally
determined by multiplying the max-
Imum estate tax rate by the inclusion
ratio.4? The maximum federal estate
tax rate in 2010 is 35%, except if a
2010 decedent’s executor elects not
to have estate tax apply, in which
event the maximum estate tax rate
arguably is zero. Certainly, if the
election out of estate tax is not
made, the rate is 35% and, at least in
that instance, it suggests that the in-
clusion ratio is zero.% This analysis
would be that, the only way the ap-
plicable rate could be zero is if the
estate tax rate wére zero, the inclu-
sion ratio were zero, or both the es-
tate tax rate and the inclusion ratio
were zero, The estate tax rate for
2010 is 35%, so it logically follows
that the inclusion ratio must be zero.
Thus, a trust created by a 2010 life-
time generation-skipping transfer in
trust, such as a gift to a trust for
grandchildren and more remote de-
scendants, arguably is permanently
exempt from the GST tax,

On the other hand, the applicable
rate simply could be zero without re-
gard to the usual computations to
get there. Maybe there is no effect on
the applicable fraction or the inclu-
sion ratio without an allocation of
GST exemption. The inclusion ratio
could remain at 1, and superseding
all normal computational rules, the
applicable rate is simply zero for
2010. The Joint Committee Staff
states only that the “generation skip-
ping transfer tax rate for transfers
made during 2010 is zero percent.”®
This suggests that Congress might

not have intended that a trust creat-
ed in 2010 have an inclusion ratio of
zero without allocation of GST ex-
emption to the trust,

Furthermore, Section 2632(b)(1)
states that there is automatic alloca-
tion of GST exemption to a direct
skip to the extent necessary to make
the inclusion ratio zero. If setting the
applicable rate to zero for 2010 has
no effect on the inclusion ratio, the
automatic allocation rules could
produce a zero tax rate and a full au-
tomatic allocation at the same time.
Donors who transferred property in
2010 to a trust that is itself a skip
person may want to elect out of the
automatic allocation rules, unless
the trust is likely to continue for the
benefit of one or more generations
beyond the highest generation of
trust beneficiaries.

As it is unclear whether these
transfers have an automatic inclu-
sion ratio of zero, without allocation
of GST exemption, practical estate
planners should advise their clients
of both the risks of making distribu-
tions from these trusts as if they had
an inclusion ratio of zero, and the
existence of a legitimate argument
that all distributions from these
trusts are exempt from the GST tax.
Ultimately, the trustee of these trusts
must make the choice of how to re-
port subsequent distributions and
terminations of interests.

Postponed Application of
EGTRRA's Sunset Rule
EGTRRA section 901 contains its
sunset rule. Section 901(a) states, in
applicable part, that the GST tax
changes made by EGTRRA do not
apply to “generation skipping trans-
fers ... after December 31,2010 The
2010 Tax Relief Act merely extends
this date from 12/31/10 to 12/31/12.
Section 901(b) provides the
greater problem, stating that the tax
laws are applied and administered “to
... transfers described in subsection
{a) [those after 2009] as if the provi-
sions and amendments described in
subsection (a) had never been enact-
ed” There is much debate and uncer-
tainty regarding the meaning of the
statement that the GST tax must be
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administered with respect to trans-
fers after 2012 as if EGTRRA “had
never been enacted.”

The GST tax, to a far greater ex-
tent than the estate and gift taxes, in-
cludes many rules by which transac-
tions and elections made in one year
affect the tax treatment of events in
subsequent years. Thus, the precise
application of the sunset rule to the
GST tax is often difficult or impossi-
ble to determine.

Unfortunately, while the 2010 Tax
Relief Act postpones these issues, it
does not really resolve them, because
the sunset rulés continue to operate
effective 1/1/13.

EGTRRA’s sunset rule, as amend-
ed by the 2010 Tax Relief Act, states
that the tax laws, including Chapter
13, apply to transfers after 2012 as if
EGTRRA had never been enacted.
EGTRRA and the 2010 Tax Relief Act
raised the (GST exemption from $1
million (indexed for inflation) to $5
million. Section 901(b) of EGTRRA,
as amended by the 2010 Tax Relief
Act, however, states that the GST
tax must be applied and adminis-
tered “to ... transfers described in
subsection (a) [those after 2012] as if
the provisions and amendments de-
scribed in subsection {a) had never
been enacted.” On January 1, 2013,
absent additional legislation, the GST
exemption appears poised to drop to
$1 million, adjusted for inflation.

The sunset rule requirement that
the GST tax be applied after 2012 as
if EGTRRA had never been enacted
could force the recalculation of post-
2012 inclusion ratios. The numera-
tor of the applicable fraction of such
redetermined inclusion ratio ar-
guably would be the lesser of the
amount of GST exemption that the
transferor allocated to the transfer
or trust and the GST exemption that
would have been available had
EGTRRA not been enacted.

EGTRRA, as amended by the 2010
Tax Relief Act, provides that a donor’s
GST exemption is automatically allo-
cated to lifetime transfers that are not
direct skips but that are instead made
to generation-skipping trusts. These
transfers are referred to as “indirect
skips’s0 It remains unclear whether
the IRS and the courts, after-2012,

will respect automatic allocations
made under EGTRRAS rules between
2001 and 2013, because the GST tax
rules are to be applied as if EGTRRA
had never been enacted. This might
be seen as requiring that transferors
make late allocations of GST exemp-
tion in 2013 to transfers made be-
tween 2001 and 2013,

Presumably, late allocations
would be based on the values of the
transferred assets on the date of the
late allocation, which could be sub-
stantially different (either higher or
lower) than the value on the date of
the original transfer.51 Therefore, if
the automatic allocations are void
because the law is construed as if
EGTRRA were never enacted, and
the transferors have not made actual
individual allocations of GST ex-
emption, they may be forced to make
late allocations at much , higher
values, if the transferred property
has appreciated. In addition, if the
EGTRRA changes are allowed to
sunset, the GST exemption available
for allocation would drop to $1 mil-
libn, indexed for inflation after 1997,
which for 2011, would be $1,360,000.
Were automatic allocations suddenly
declared void ab initio, the transfer-
ors might not have sufficient GST ex-
emption to allocate and produce a
zero inclusion ratio.

This view, however, appears to be
an unreasonable interpretation of
the sunset rules. Nevertheless, until
there is further clarification, practi-
cal estate planners should be cau-
tious about recommending volun-
tary taxable distributions after 2012
from trusts that are exempt from the
GST tax because of 2001-2012 auto-
matic allocations.

EGTRRA-created rules for quali-
fied severances under which the sev-
erance of a single trust into multiple
trusts is recognized for GST tax pur-
poses, and the resulting separate
trusts are treated as independent
trusts for GST tax purposes, are to
sunset on 1/1/13.52 The manner in
which EGTRRA’s sunset rules apply
to qualified severances that tran-
spired between 2001 and 2013 is,
however, unclear. It is not known
whether the Service, after 2012, will
respect as separate trusts, for GST

tax purposes, trusts that were divid-
ed by qualified severances between
2001 and 2013.

If the EGTRRA sunset provisions
mean that the GST tax rules are to be
administered after 2012 as if EGTR-
RA had never been enacted, and
without EGTRRA qualified sever-
ances would not have been permit-
ted, no qualified severance would be
deemed to have taken place. This
construction of the sunset rule
would require trusts that were divid-
ed in a qualified severance to be
treated as a single unit, and their in-
clusion ratios be recalculated ac-
cordingly {that is, back to what they
were before the qualified severance).
This appears to be an unreasonable
requirement, but until there is fur-
ther clarification, practical estate
planners should be cautious about
making voluntary post-2012 taxable
distributions from trusts that were
divided in a qualified severance be-
tween 2001 and 2013.

Unresolved is whether the
 retroactively repealed gstate tax
repeal for 2010, or the executor’s
ahility te elect eut of t
tax, terminates all existing
ETIPs.

estate

EGTRRA added Section 2632(d),
which allows a transferor to make a
retroactive allocation of GST exemp-
tion to a transfer in trust if a benefi-
ciary of the trust is a non-skip person,
is a lineal descendant of the transfer-
or’s grandparent or of a grandparent
of the transferor’s spouse, is assigned
to a generation below the generation
of the transferor, and predeceases the
transferor. It is not clear whether the
Service, after 2012, will respect the in-
clusion ratio created by such a
retroactive allocation that was made
under this rule during the years 2001
through 2012,

[ nowEs ]
50 EGTRRA section 561(a); Section 2632{c).

51 gection 2642(b)H3).

52 EGTRRA section 562; Section 2642{a}(3).
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Arguably, the requirement that the
IRS administer the GST taxes as if
EGTRRA (including this special rule)
had never been enacted should re-
quire distributions from and termi-
nations of interests in such trusts to
be taxed as if no retroactive alloca-
tion could ever have been made. This
interpretation might compel trusts to
recalculate their inclusion ratios after
2012 to treat such retroactive alloca-
tions as having been late allocations,
rather than timely allocations. This
would increase the inclusion ratio if
the trust funds had grown in value
between the date of the original
transfer and the date of the retroac-
tive allocation, even if the trust assets
had dropped in value thereafter. One
could certainly argue that this type of
retroactive change in inclusion ratio
would be unreasonable and was un-
intended, but, until there is further
clarification, practical estate planners
should be cautious about recom-
mending voluntary post-2012 distri-
butions from trusts that were the sub-
ject of such retroactive allocations
between 2001 and 2013.

TIME TO COMPLY WITH 2010

REPORTING AND OTHER REQUIREMENTS
The 2010 Tax Relief Act extends the
time for filing an estate tax return
with respect to the estate of a dece-
dent dying after 2009 and before the
date of enactment, including any
elections on such returns and any
disclaimers of intérests in such es-
tates, until at least nine months after
the date of enactment.53 Specifically,
this extension applies to:

+ Filing a federal estate tax return.

+ Filing any election required to be

made on that return.
+ Paying the estate tax,
+ Disclaiming any interest in prop-

53 2010 Tax Relief Act section 301(d).

54 Section 2518{cH3). See also Reg. 25.2518-
ety (& disclaimer may be quealified even
though invalid under state law}.

55 2010 Tax Relief Act section 302(b). This provi-
sion amends Section 2505(a)(1) to provide
that the gift tax exemption will be “the applic-
able credit amount in effect [for gift tax pur-
poses] under section 2010(c) [the estate tax
pravision] which would apply if the donor
died as of the end of the calendar year...."

erty passing by reason of the
death of a decedent who dies af-
ter 2009 and before the date of
enactment of the 2010 Tax Relief
Act,

+ Filing any return to report a gen-
eration-skipping transfer made
after 2009 and before the date of
enactment of the 2010 Tax Relief
Act.

+ Making any election required to
be made on the generation-skip-
ping transfer tax return.

The provision that extends the
time within which to file a tax return
reporting any generation-skipping
transfer made after 2009 and before
the date of enactment is particularly
helpful for inter vivos transfers in
2010, because it gives the transferor
additional time to determine the
best allocation of GST exemption.
The GST reporting for a 2010 testa-
mentary transfer would be made on
the estate tax return, the filing date
of which also is extended until nine
months after the date of enactment.

The extension of time within
which to make disclaimers may be a
two-edged sword. It gives the dis-
claimant a significant time within
which to determine the tax effects of
the disclaimer, but it also gives the
disclaimant substantial time within
which to do something that could be
perceived as accepting the bequest,
and thus disqualify the disclaimer.
Practical estate planners must take
special care to assure that clients
who may wish to file a disclaither do
nothing that would constitute accep-
tance of the bequest before they
make their disclaimer.

Also, state laws do not always al-
low more than the original nine
months within which to make a dis-
claimer. Using this extended time
within which to make a disclaimer
that is effective for federal tax pur-
poses will probably require that the
property be validly transferred to the
persons who would have received it
had the disclaimer been valid.5

Oddly, the 2010 Tax Relief Act
does not extend the time for filing a
return reporting the modified carry-
over basis of assets passing through
a decedent’s estate. Act section 301

(d)(1) states, in relevant part, that it
extends the date due for: “(A) filing
any return under section 6018 of the
Internal Revenue Code of 1986 (in-
cluding any election required to be
made on such a return) as such sec-
tion is in effect after the date of the
enactment of this Act without regard
to the election under subsection (c).”
{Emphasis added.)

Arguably, a trust crdated by a
2010 lifetime generation-
skipping fransfer in trust is
permanently exempt from the
GST tax.

This appears to extend the time
for filing the federal estate tax return,
which is required by Section 6018
after the enactment of the 2010 Tax
Relief Act, but not the Large Trans-
fers at Death Return required under
that section prior to the enactment of
the 2010 Tax Relief Act. Therefore, if
the election out of the estate tax
regime is required to be filed on the
return reporting the modified carry-
over basis of the decedent’s assets,
that election will need to be made by
4/15/11—the date for filing the dece-
dent’s final income tax return, unless
an extension is obtained.

REUNIFICATION OF THE

ESTATE AND GIFT TAXES

The 2010 Tax Relief Act reunifies the
estate and gift tax exemptions after
2010.55 This means that, for gifts
made in 2010, the gift tax lifetime
exemption was $1 million, but for
gifts made after 2010 and before
2013 it is $5 million.

This increased exemption will free
some clients from the need to rely on
annual exclusion gifts to make many
of their lifetime nontaxable transfers.
Grantors who are skeptical of their
ability to control the actions of bene-
ficiaries may choose-not to include
Crummey powers in irrevocable
trusts, and rely instead on their newly
enlarged lifetime exemption to avoid

78 W
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paying gift taxes on periodic gifts.
The continued use of Crummey pow-
ers, however, still appears to be an ap-
propriate first step for permanent gift
and estate tax reduction, because the
benefit of using the enhanced $5 mil-
lion gift tax exemption for 2011 and
2012 may be recaptured when signif-
icant lifetime gifts or death occurs
thereafter (if the exemption has then
been reduced).56

The 2010 Tax Relief Act also
changes the law regarding the com-
putation of gift and estate taxes
where a donor has made lifetime
taxable gifts. Before the 2010 Tax Re-
lief Act, the gift tax on taxable trans-
fers is determined by computing a
tentative tax on the cumulative value
of current-year transfers and all gifts
made by the same donor after 1976,
and then subtracting from the tenta-
tive tax the amount of gift tax that
would have been paid by the donor
on taxable gifts after 1976 if the cur-
rent year’s tax rate schedule had
been in effect in each year in which
gifts were made. A similar approach
is taken to computing the estate tax,
by adding in the lifetime taxable
gifts made after 1976 and crediting
against the estate tax the gift taxes
that would have been paid on those
transfers had the gift tax rate been
the same as it is on the date of
death.5? Under the 2010 Tax Relief
Act, for purposes of determining the
amount of gift tax that would have
been paid on one or more prior year
gifts, the estate or gift tax rates in ef-
fect under Section 2001(c) at the
time of the decedent’s death are used
to compute both the gift tax im-
posed with respect to such gifts, and
the unified credit allowed against
such gifts.58

This change makes it certain that
the credit against the estate tax for
gift tax payable under Section
2001(b) is determined using consis-
tent tax rates, regardless of what the
rates actually were when the gifts
were made.59 For example, consider
a donor who made, as her first life-
time taxable gift, a $2 million taxable
gift in 2009, The donor would have
paid a gift tax of $435,000. If that
donor dies in 2011, the credit against
the estate tax for the gift tax payable

would only be $350,000 under the
amendment, because the credit is
based on the 35% tax rate in effect at
the date of death (i.e., the tax on the
amount of the taxable gitt in excess
of the $1 million gift tax exemption
in effect in 2009).

To accomplish this result, Section

2001(g) now provides that (1) the’

gift tax credit is determined by using
the rate in effect at death, i.e., 35%,
rather than the higher rates that were
in effect in 2009, and (2) the unified
credit taken into account in calculat-
ing the gift tax payable is $350,000
(using the 35% rate produces a uni-
fied credit of this amount given the
$1 million exemption), rather than
the greater unified credit that would
result if the higher rates in effect at
the time of the gift were used in
making this calculation.

The precise applicati;: of the
sunset rule to the GST tax is
cften difficutt or impossihle to
determine. While the 2010 Act
postpones these issued, it does
not really resolve them

The temporary nature of the 2010
Tax Relief Act should incline many
clients who are willing to make gifts
to accelerate their gratuitous trans-
fers to take full advantage of their $5
million gift tax exemption before
2013. There remain many in Con-
gress who would like to see the $5
million exemption rolled back to
$3.5 million, and it is reasonable to
assume that no additional tax will be

assessed in such cases on gifts made
while the exemption level is $5 mil-
lion. The advantage, notwithstand-
ing potential recapture, is the time
value of money as recapture may nof
occur for many, many years, if at all,
and future appreciation would es-
cape transfer tax without the impo-
sition of current gift tax.

PORTABILITY OF A DECEASED
SPOUSE'S UNUSED EXCLUSICN

One of the most important changes
under the new law is the addition of
the portability of the first deceased
spouse’s unused basic exclusion
amount, referred to now as the “de-
ceased spousal unused exclusion
amount.”60 The 2010 Tax Relief Act
amends Section 2010(c)(4) to pro-
vide that an executor can elect to al-
low the decedent’s surviving spouse
(but no other beneficiary) to take
advantage of the deceased spousal
unused exclusion amount, for the
spouse’s estate and gift tax purposes.
This rule applies with respect to es-
tates of decedents dying after 2010.

. This election must be made ona
timely estate tax return that com-
putes the amount of the unused basic
exclusion amount and that affirma-
tively elects for the surviving spouse
to receive this deceased spousal un-
used exclusion amount. The election,
once made, is irrevocable.1

The IRS can examine a deceased
first spouse’s estate tax return to ad-
just the amount of the deceased
spousal unused exclusion amount
passing to the surviving spouse,
without any limitations period on
the examination.82 Therefore, if one
spouse’s executor elects in 2011 to

56 As indicated by the next following paragraph
in the text of this article, Section 2001(b}
requires that adjusted taxable gifts be includ-
ed in determining the estate tax on a dece-
dent’s taxable estate but using only the
estate tax exemption in effect when the
decedent dies. If that exemption is smaller
than the amount of exemption used in 2011
or 2012 for lifetime gifts, the benefit of the
use of that gift tax exemption over the estate
tax exemption in effect when the donor dies
appears to be recaptured (although not with
respect to growth or income earned after the
gift was made).

57 Sections 2001{b)(2} and 2502(a).

58 2010 Tax Relief Act section 302(d); Secticns
2001{b)2} and I(g). This is different from
applying the new law retroactively. For exarm-
ple, if $5 milion of prior gifts were made,
although the donor will be treated as having
paid less gift tax than the donor actually paid,
the donor still may use the enhanced exclu-
sion to shield current additional gifts.

59 See note 12, supra, page 50, fn. 52.
60 2010 Tax Relief Act section 303{a).

61 Saction 2010ic)(5HA). Apparently the alection
cannot be revoked even with the Service's
consent.

82 gection 2010(C)(B)(B).
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pass the deceased spousal unused
exclusion amount to the surviving
spouse, the Service can audit the
first deceased spouse’s estate even if
the surviving spouse dies decades
later, but only in order to determine
the deceased spousal unused exclu-
sion amount and the correctness of
the election.

The deceased spousal unused ex-
clusion amount can be used by the
surviving spouse to offset gift or es-
tate taxes, but it does not increase
the surviving spouse’s GST exemp-
tion.83 This means that anyone
wanting to take full advantage of
both spouses’ GST exemptions must
have the first spouse to die create a
nonmarital trust or a reverse QTIP
marital trust to take advantage of his
or her GST exemption.

The increased basic exclusion
amount also does not change the
base amount on which the obligation
to file an estate tax return is set.84
The estate of a surviving spouse who
has a combined applicable exclusion
amount of $10 million, including a
deceased spousal unused exclusion
amount of $5 million and a basic ex-
clusicn amount of $5 million, still
would be required to file an estate tax
return if the gross estate were over $5
million.

The deceased spousal unused ex-
clusion amount received by the sur-
viving spouse is not indexed for in-
flation. Only the surviving spouse’s
basic exclusion amount benefits
from future adjustments to the
amount of the exemption to reflect
inflation.6s

Remarriage Problems
The surviving spouse cannot take
advantage of a deceased spousal un-

63 2010 Tax Relief Act sections 303(bi(1),
303{b}2). Section 302(b){1) amends the gift
tax rules to create a gift tax exempticn equal
to “the applicable credit amount in effact {for
gift tax purposes] under section 2010(c) [the
estate tax provision] which would apply if the
donor died as of the end of tha calendar
year...” Portability of the gift tax exemption is
derivad from the phrase “which would apply
if the donor died as of the end of the calen-
dar year”

64 2010 Tax Relief Act section 303(b)(3); Section
6018(a}{1).
65 Saction 2010{cH{3NB).

used exclusion amount from more
than one predeceasing spouse. Only
the deceased spousal unused exclu-
sion amount of “the last such de-
ceased spouse of such surviving
spouse” can be used.®s

ExampLE: Harold and Wanda are

-married, and both are U.S. citizens.

On 1/1/11, Wanda makes $5 million
of gifts to trusts for their children,
using up all of her basic exclusion
amount. Harold dies in 2012, leaving
his entire estate outright to Wanda,
who now has a $5 million deceased
spousal unused exclusion amount.
Wanda then marries Hugo, and dies
leaving her entire estate outright to
Hugo. Hugo cannot receive any of
Wanda’s deceased spousal unused
exclusion amount, because Hugo is
not Harold's surviving spouse.
Therefore, Hugo has his own basic
exclusion amount, but Wanda’s $5
million deceased spousal unused ex-
clusion amount is wasted.7

The extension of tinje tofile a
retumr.mgﬂtg:m generation-
skippingarapsfer is particularly
helpful far inter vivds transfers in
0.

This rule creates several interest-
ing tax and social issues. The Staff of
the Joint Committee on Taxation has
included in its Technical Explana-
tion an example that strongly sug-
gests that, when a surviving §pousé
dies, he or she first uses up any de-
ceased spousal unused exclusion
amount, before using his or her own

B8 Sectipn 2010(c)4)B).

67 RBead literally, the statute appears to call for
this result, because it provides that a spouse
may only inherit his/her predeceased
spouse’s unused basic exemption, not the
exemption that the predeceased spouse had
inherited from his or her prior spouse. As a
policy matter, however, this is troubling. If
Harold, in this exampie, had used his exemp-
tion in funding the trusts for their children,
Wanda would have retained her full $5 mil-
lion exemption and she could have passed it
along to Hugo. It seems problematic to
permit the amount of the exemption that

basic exclusion amount. This often
will mean that there is more basic
exclusion amount remaining to pass
to a subsequent surviving spouse.s8

ExampLE: Harold dies in 2011, hav-
ing made lifetime taxable transfers of
$3 million and leaving his entire es-
tate to his wife, Wanda. Harold has no
taxable estate, because the bequests
to Wanda qualify for the estate tax
marital deduction. Harold’s execu-
tor files a timely estate tax return
and elects to permit Wanda to use
Harold’s deceased spousal unused ex-
clusion amount. As of Harold’s death,
Wanda has made no taxable gifts.
Thereafter, Wanda’s combined exclu-
sion amount is $7 million (her $5
million basic exclusion amount plus

§2 million deceased spousal unused

exclusion amount from Harold).
Wanda may use this combined exclu-
sion amount for lifetime gifts or for
transfers at death.s?

ExampLE: The facts are the same as
in the preceding example, except that
‘Wanda later marries William. William
also predeceases Wanda, leaving $4
million of his estate to his children,
and the rest to Wanda. William owes
no estate tax, because his $5 million
basic exclusion amount exceeds the
bequests he is making to his children,
and the bequest to Wanda qualifies
for the estate tax marital deduction.
William's executor files a timely estate
tax return electing to permit Wanda
to use Willianr’s $1 million deceased
spousal unused exclusion amount.
Although the combined amount
of wunused exclusion of Harold and
William is $3 million ($2 million for
Harold and $1 million for William),
only William’s $1 million unused ex-
clusion is available for use by Wan-

Hugo can inherit from Wanda to turn on
whose exemption was used in funding the
trust. Indeed, one could argue that Example
3 in the Joint Committee Explanation (supra
note 12) could be read as suggesting that
Congress intgnded to permit someone in
Hugo's position to inhérit a $5 million exernp-
tion from Wanda. The ultimate resolution of
this issue will depend on the Regulations or
perhaps an aiteration in_the statutory lan-
guage.

68 See note 12, supra, pages 52-63.

89 14, page 62.
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da, because the deceased spousal un-
used exclusion amount is limited to
the lesser of the basic exclusion
amount ($5 million) or the unused
-exclusion of the last deceased spouse
of the surviving spouse (here,
William’s $1 million unused exclu-
sion). Thereafter, Wanda’s basic ex-
clusion amount is $6 million (her $5
million basic exclusion amount plus
$1 million deceased spousal unused
exclusion amount from William),
which she may use for lifetime gifts
or for transfers at death.70

Exampre: The facts are the same as
in the preceding example, except
that Wanda predeceases William.
Following Harold’s death, Wanda’s
basic exclusion amount was $7 mil-
lion (her $5 million basic exclusion
amount plus $2 million deceased
spousal unused exclusion amount
from Harold). Wanda made no tax-
able transfers and had a taxable es-
tate of $3 million. Wanda’s executor
files a timely estate tax return and
elects to permit William to use her
deceased spousal unused exclusion
amount, which is $4 million (Wan-
da’s $7 million combined exclusion
amount less her $3 million taxable
estate). William’s applicable exclu-
sion amount is increased by $4 mil-
lion—the amount of Wanda’s de-
ceased spousal unused exclusion
amount.™

The Code contains no ordering
rule, and the example in the Joint
Committee’s Technical Explanation
does not expressly state that there is
an ordering rule, though the last ex-
amplé above is difficult to explain
without such a rule. Furthermore,
the example involves only testamen-
tary dispositions, and any ordering
rule might not necessarily have to
apply uniformly to testamentary and
lifetime uses of a deceased spousal
unused exclusion amount. One
hopes that this will be clarified by ei-
ther technical corrections legislation
or Regulations.

A surviving spouse’s remarriage
to someone who uses all of his or her
own basic exclusion amount to leave
property to others and who also pre-
deceases the surviving spouse will
deprive the surviving spouse of the

basic exclusion amount received
from the first deceased spouse. This
might become a bargaining point in

premarital agreement negotiations.”2.

The determination of the last pre-
deceased spouse of a surviving
spouse can be made only when the
second (or later) spouse has died.
Therefore, it secems likely that the sur-
viving spouse can make gifts using
the basic exclusion amount received
from the first deceased spouse, if they
are made while the second spouse is
still alive. The language is not ab-
solutely clear, but it does not appear
to require that the surviving spouse
surrender the first deceased’s spouse’s
unused basic exclusion amount until
it is determined whether or not the
surviving spouse survives his or her
next spouse, so the use of this exclu-
sion for lifetime gifts should be per-
missible.

Drder of Death lssues

The statute does not address the is-
sue of death of spouses in a common
disaster. Regulations will have to
clarify how portability will work in
this context.

ExampLE: Harold and Wanda, a mar-
ried couple, die in a common disas-
ter under circumstances in which it
is not possible to determine who
died first. Wanda has $10 million in
assets and Harold has no assets. Un-
der the Uniform Simultaneous Death
Act, each spouse is presumed to have
survived as to his or her separate
assets, and those assets pass to the
next persons named in the deceased
spouse’s governing instruments or
under the laws of intestacy.”™ There-
fore, Wanda’s $10 million estate pass-
es to her alternative beneficiaries.

If Wanda can inherit Harold’s un-
used exemption, there will be no tax
liability for either estate, but if she
cannot, then her estate will owe
$1,750,000 in estate taxes. Until clar-
ification is provided, it is possible
that the inability to establish that
Wanda survived Harold will pre-
clude Wanda’s estate from using
Harold’s exemption.

Thus, pending clarification, in
this situation Wanda should include
a common disaster clause in her es-

tate planning documents that con-
clusively presumes that Harold sur-
vives her, in any situation in which it
cannot be established which of them
actually survived. Under current law,
such a presumption would be re-
spected.7¢ If, as a result, $5 million
passes to Harold, each spouse would
be able to fully use the exemption
and thereby fully elimjnate the tax li-
ability.

Estate planners must take
special care to assure that -
clients who may wish to file a
disclaimer de nothing to accept
the bequest before they disclaim.

A situation also might arise
where death occurs in a clear order,
but very close together. In such cas-
es, the positive effects of portability
could be forfeited in the absence of
sound drafting.

ExaMPLE: The facts are the same as
in the immediately preceding exam-
ple, except that Harold actually sur-
vives Wanda by a few hours. Wanda’s

70 g, page 53.
71 id. page 54.

72 |t seems unlikely, however, that portabifity
would actually convince a surviving spouse
to marry another individual just because the
potential new spouse Is relatively poar, in
order to obtain the new spouse’s unused
basic exclusion amount.

73 The Uniform Simultanecus Death Act (1993)
and its predecessor, the Uniform Simuitaneous
Death Act (1940}, have been adopted in 48 juris-
dictions, including the District of Columbia.
Parts of the USDA are also incomporated into the
Uniform Probate Code {Revised 1890}, section
1-107.

74 See Estate of Gordon, 70 TC 404 (1978) (facts
in a murdessuicide showed that spouse who
was shot first did not necessarlly die first,
leaving presumption in deceased murderer’s
will to control and resulting in allowance of
the estate tax marital deduction). On problems
of simultanecus death generally, see also
Arcuri, “Does Simultaneous Really Mean
Simultaneous? Interpreting the Uniform Simul-
taneous Death Act’ 17 Quinnipiac Prob. L.J.
338361 (2004); Pagano, “Simul et Semel:
Estate Planning Principles and the Uniform
Simultaneous Death Act’s Corresponding Tax
Consequances;” 14 Quinnipiac Prob. L.J. 449
483 (2000); Pozzuoclo and Lassoff, “Use Wills to
Maxirnize Family Protection and Minimize Tax,"
73 Practical Tax Strategies 81 (August 2004).
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will states that no beneficiary is
deemed to have survived her unless
he or she is alive 120 hours after the
date of Wanda's death. Harold would
be deemed to have predeceased Wan-
da for state law purposes and her es-
tate would pass entirely to her next
designated beneficiaries. As a re-
sult, none of Wandd’s assets pass to
Harold or his estate, and Harold’s un-
used estate tax exemption is wasted.
Wanda's estate cannot use Harold’s
exemption because Harold actually
survived Wanda.

To prevent this outcome, Wanda’s
document should rebut the pre-
sumption to allow half of Wanda’s
estate to pass to Harold, Harold’s es-
tate would then be able to use his ex-
clusion amount fully, which would
result in the elimination of the cou-
ple’s estate tax liability.

Therefore, while at first blush it
might appear that portability elimi-
nates the need to take the common
disaster into account in drafting,
there js in fact a continuing need to
draft for this contingency.

Portability vs. Nonmarital Trust

Relying on portability could result
in a reduction of the aggregate avail-
able shelter from tax, if the exclusion
amounts are subsequently reduced.
This is specifically contemplated in
the statute, which creates a ceiling on
portability equal to the basic exclu-
sion amount available at the second
death.

Portability will convince a large
number of clients that they do not
need significant estate tax planning
and, for some clients, this will be
true. Clients whose total estates are
between $5 million and $10 million
can avoid all estate taxes on both
estates, but using simple wills and
trusts will have several important

5 Most of these calculations are rounded to the
nearast $1,000 for purposes of illustrative
clarity,

76 But ses Gans, Blattmachr, and Zeydel,
“Supercharged Credit Shelter Trusts™” 21
Probate & Property 52 (July/August 2007),
suggesting a method so that the simulation
of a “step-up” in basis for a credit-shelter
trust can occur essentially at the death of the
surviving spouse even though that trust is
not included in the gross estate of the sur-
viving spouse.

deficiencies in comparison with an
arrangement that creates a non-
marital trust at the first spouse’s
death.

The deceased spousal unused ex-
clusion amount is not adjusted to re-
flect the appreciation of, or income
generated by, specific assets. Cou-
pled with the lack of indexing for the
deceased spousal unused exclusion
amount, the ability of a nonmarital
trust to shelter future growth strong-
ly favors its use.

A couple whose total estate is
only slightly over $5 million may
find this point immaterial, but a cou-
ple whose total estate is close enough
to $10 million {two basic exemption
amounts) that it may exceed that
figure before the surviving spouse
dies, should very seriously consider
using a nonmarital trust at the first
spouse’s death to protect a greater
sum from ultimate estate taxes.

ExampLE: Harold dies in 2012, hav-
ing made no lifetime or testamen-
tary taxable transfers. He leaves his
entire estate to his wife, Wanda.
Harold’s adjusted gross estate is $10
million, but he has no taxable estate,
because the bequests to Wanda qual-
ify for the estate tax marital deduc-
tion. Harold’s executor files a timely
estate tax return and elects to permit
Wanda to use Harold’s deceased
spousal unused exclusion amount.
Thereafter, Wanda’s combined exclu-
sion amount is $10 million (her $5
million basic exclusion amount plus
$5 million deceased spousal unused
exclusion amount from Harold).
Wanda dies in 2020, not having
remarried. Assume that the 2010 Tax
Relief Act portability rules were con-
tinued after 2012 and the EGTRRA
sunset rules were not permitted to
apply to the portability rule or the
basic exclusion amounts. Wanda has
lived off of the income of her assets,
but the corpus of her investments
has appreciated by 4% per annum
over eight years. Wanda dies with a
total estate of $13,686,000 ($10 mil-
lion increased by 4% for eight years).
Wanda’s basic exclusion amount,
but not her deceased spousal unused
exclusion amount, will have been in-
dexed for inflation. Assuming that the

entire 4% growth in the value of Wan-
da’s assets was the same percentage as
the rate of inflation, Wanda will have a
total of $11,843,000 of combined ex-
clusion amount ($5 million deceased
spousal unused exclusion amount
plus $6,843,000 of inflation-adjusted
basic exclusion amount). Therefore,
Wanda will owe $645,050 of estate
taxes ($13,686,000 adjusted gross es-
tate — $11,843,000 of combined exclu-
sion amount = $1,843,000; 35% x
$1,843,000 = $645,050).75

Second, any married couple
wanting to take advantage of both $5
million GST exemptions will need to
create a nonmarital GST-exempt
trust at the first spouse’s death. Por-
tability does not apply with respect
to the GST exemption. Couples with
estates of $8 to $10 million often ap-
preciate the value of avoiding estate
taxes for several successive genera-
tions, and portability will not really
do much to simplify the estate plan-
ning for these clients.

Unlike a nonmarital trust, merely
leaving one’s estate outright to the
surviving spouse or to the surviving
spouse’s revocable trust will not pro-
vide many of the other nontax bene-
fits associated with good estate plan-
ning, including protection from the
claims of creditors of the surviving
spouse, protection from the claims of
a new spouse, diversion of the assets
from the first spouse’s family to a new
family created on remarriage of the
surviving spouse, and professional
asset management. Some of these
benefits can be achieved with an es-
tate plan that leaves the entire estate
in trust for the surviving spouse, but
they cannot all be achieved through
an outright marital gift ora giftto a
surviving spouse’s revocable trust.

Unlike a nonmarital trust, the
portable annual exclusion would
give the surviving spouse a full step-
up in basis at death.76

This is a distinct advantage of the
portable basic exclusion amount
over a nonmarital trust, because the
nonmarital trust does not receive
such a second step-up in basis. On
the other hand, the nonmarital trust
takes a full basis increase on the first
$5 million of assets passing at the
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first spouse’s deatﬁ, and avoids estate
taxes on the balance. For taxable es-
tates, this should almost always be a
superior tax result to that produced
by an outright gift to the surviving
spouse coupled with use of the de-
ceased spousal unused exclusion
amount. For estates that are under
the $10 million tax-free level, the ba-
sis adjustment strongly favors use of
the deceased spousal unused exemp-
tion amount.

ExaMpLE: Harold has an estate of $5
million and his wife, Wanda, has a
separate estate of $1 million. Harold
dies in 2012 and leaves his entire es-
tate outright to Wanda. Harold has
no estate tax because the gift to Wan-
da qualifies for the estate tax marital
deduction. Harold’s assets largely
congsisted of highly appreciated secu-
rities, with an aggregate basis on the
date of his death of only $2 million.
Wanda inherits these assets with a
full basis step-up to $5 million.
Wanda dies in 2020, not having
remarried. Assume that the 2010 Tax
Relief Act portability rules were con-
tinued after 2012 and the EGTRRA
sunset rules were not permitted to
apply to the portability rule or the
basic exclusion amounts. Wanda’s $6
million estate has grown by 5% per
annum during the eight years be-
tween Harold’s death and Wanda’s
death. The $5 million of securities
she inherited from Harold is now
worth $7,387,000. The $1 million
that Wanda already had is now
worth $1,477,000. Wanda’s total
estate is now worth $8,864,000
($7,387,000 + $1,477,000). Wanda’s
estate owes no estate tax, because she
had both her own $5 million basic
exclusion amount and Harold’s $5
million deceased spousal unused ex-
clusion amount. Also, Wanda takes a
new basis in all of the assets equal to

their estate tax values, which elimi-
nates the income tax on both her
own appreciated assets, and also the
$2,387,000 ($7,387,000 - $5 millicn)
in appreciation in the assets she in-
herited from Harold.?7

ExamprE: The facts are the same as
in the preceding example, except that
Harold had an estate of $7 million
and Wanda had a separate estate of
$3 million. Wanda dies in 2020, with
an estate of $14,775,000 ($7 million
+ $3 million = $10 millien; $10 mil-
lion plus 5% per annum for eight
years = $14,775,000). Assume that
Wanda’s basic exemption amount
has been indexed for inflation at a
rate of 4% per annum, producing a
$6,843,000 basic exemption amount
on the date of her death. Therefore,
Wanda owes $1,026,200 in estate tax-
es ($14,775,000 - $6,843,000 basic
exemption amount - $5 million
deceased spousal unused exemption
amount = $2,932,000; 35% x
$2,932,000 = $1,026,200).

On the other hand, Wanda avoids
capital gains taxes on her own estate
(which would get a basis step-up un-
der any estate plan) and also on the
$3,342,000 growth in the value of
the property she inherited from
Harold ($7 million plus 5% for eight
years = $10,342,000; $10,342,000 -
$7 million = $3,342,000 growth).
It seems unlikely, however, that the
capital gains tax on $3,342,000
would exceed the $1,026,200 estate
tax on Wanda’s estate.??

ExaMPLE: The facts are the same as
in the preceding example, except
that Harold left $5 million of his $7
million estate to a nonmarital trust
for Wanda’s benefit. When Wanda
dies in 2020, her gross estate in-
cludes her own $3 million, the ap-
preciation in her own assets at a pre-
sumed 5% per annum for eight years

77 See note 75, supra.
78 i

7% Sep Conn. Stat. section 12-391 ($3.5 million
exemption); D.C, Code sections 47-3701 and
47-3702 {$71 million exemption); 35 II. C.S.
section 405/2(b} ($2 million exempticn); Me.
Rev, Stat., tit, 36, section 4087 et seq. (51
million exemption); Md. Tax Code sections 7-
304 and 7-309 ($1 million exempticn); Mass.
Gen. Stat. tit. 65C, section 2Ada) {$1 million

exemption); Minn. Stat. section 281.005 {$1
million exernpticnl; N.J. Stat. section 54:38-1
($675,000 exemption); N.Y, Tax Law section
957 1$1 million exemption); Chio Stat. sec-
tion 5731.02 ($338,333 exsmption); Ore.
Stat. section 118.010 {$1 millicn exemption};
R.l. Stat. section 44-22-1.1 {$850,000 exemp-
tion); V1. Stat. tit. 32, sections 7402(8}, 7442a,
and 7475 ($2 million exemption); Wash, Stat.
section 83.100.040 {$2 million exempticn).

($1,432,000), the $2 million she in-
herited free of trust from Harold,
and the $955,000 appreciation in the
value of the assets she inherited
from Harold, Her total estate is
$7,387,000. The $2,387,000 growth
in the value of the nonmarital trust,
however, is not included in Wanda’s
gross estate. Therefore, Wanda’s es-
tate tax will be only $190,000
($7,387,000 estate - $6,843,000 in-
dexed basic exemption amount =
$544,000; 35% x $544,000 =
$190,000). The nonmarital trust,
however, still will owe capital gains
taxes on the $2,387,000 in apprecia-
tion in the value of its assets. Of
course, these taxes will not be due
until the assets themselves are sold,
whereas estate taxes are due nine
months after the date of death.

Clients who are willing to make
gifts may accelerate their
gratuitous transfers to take full
advantage of their $5 million gift
tax exemption hefore 2013.

Impact of state estate taxes. A non-
marital trust will be important in any
state that still has a state estate tax
with an exemption different from the
federal basic exclusion amount, if it is
anticipated that the estate of the sur-
viving spouse also will be subject to
that state’s death tax. There are, as of
this writing, 13 states with separate
estate taxes and exemptions that are
lower than the $5 million basic ex-
emption amount.? In such states, a
nonmarital trust is important to take
full advantage of both spouses’ ex-
emptions and minimize state estate
taxes on the surviving spouse’s es-
tate. These taxes are often imposed at
rates of up to 16%, and avoiding
them is not immaterial.

The planner must consider care-
fully the amount of nonmarital trust
that should be used in a state that has
a state estate tax exemption lower
than the federal exemption amount.
Creating a nonmarital trust in the
amount of the lower state exemption

84 N
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figure will avoid all state estate taxes
at the first spouse’s death, but it will
waste part of the federal exemption
amount. Creating a $5 million non-
marital trust in the amount of the
federal exemption amount will make
the fullest use of the federal exemp-
tion, but it will generate a state estate
tax.

One solution is to create two non-
marital trusts, one of which can
qualify as a QTIP. The executor
would then elect to deduct the QTIP-
style nonmarital trust on the federal
estate tax return, while not electing
to deduct it on the state estate tax re-
turn. Some states expressly authorize
inconsistent QTIP elections,80 while
others expressly deny the right.st

Some practitioners have suggest-
ed that, even where state law does
not permit a state-only QTIP elec-
tion, one can be created through the
auspices of Rey. Proc. 2001-38, 2001~
2 CB 1335, In that Procedure, the
Service provided relief for surviving
spouses and their estates in situa-
tions where a predeceased spouse’s
estate made an unnecessary QTIP
election that did not reduce the es-
tate tax liability of the estate. The
IRS explained that a QTIP election
would produce no tax benefit for the
electing estate where, for example, it
was made with respect to an estate
that would owe no tax because of the
applicable exclusion amount, with-
out regard to the deductibility of the
qualifying income interest. Similarly,
the Service observed that an estate
would obtain no benefit from a
QTIP election where the personal
representative elected to deduct
what was intended to be a nonmari-
tal trust.

Practice Notes

One of the few GST problems created by EGTRRA and not resolved by
the 2010 Tax Relief Act is whether the retroactively repealed estate tax
repeal for 2010, or the executor’s ability to elect put of the estate tax,
terminates all existing ETIPs. It is not clear whether an ETIP that liter-
ally seemed to have terminated on 1/1/10—because the law then in ef-
fect provided there was no estate tax—was reinstated by the retroac-
tive reinstatement of the estate tax. Furthermore, it is not clgar
whether the mere fact that a decedent’s executor could have elected to
render the estate tax inapplicable suffices to create a date on which the
transferred property would not have been includable in the decedent’s
gross estate whether or not the transferor did not die during 2010. It is
also unclear whether an actual death and election out of the estate tax
regime would be required to cause the ETIP to terminate, particularly
since death automatically terminates an ETIP under Section
2642(f)(3)(B).

This issue is not merely of academic interest, because the donor
cannot allocate GST exemption during an ETIP. A donor who believes
that an ETIP in a transfer has terminated in 2010, therefore, should
consider either filing a timely gift tax return and allocating GST ex-
emption to shelter the transfer from future GST taxes, or making an
electioh out of automatic allocation, if an allocation of exemption is
not désired. If GST exemption had previously been allocated but sus-
pended in taking effect on account of the ETIP rule, it seems the donor
could take the position the ETIP ended on 1/1/ 10, and therefore the al-

location of GST exemption became effeétive.

The IRS stated that it will disze-
gard the QTIP election if the taxpay-
er produces sufficient.evidence that
the election did not benefit the elect-
ing estate. Such evidence would in
clude, for-example, a copy.of the
decedent’s estate tax return showing
that the election was unnecessary to
reduce the estate tax to zero. The
taxpayer seeking to void a QTIP
election should make the request on
the surviving spouse’s estate tax re-
turn, or in a private ruling request.

It has been suggested that a dece-
dent’s will or revocable trust should

create a separate staté-only QTIP,
equal to the difference between the
decedent’s remaining basic exclusion
amount and spousal unused exclu-
sion amount, and the state estate tax
exemption. The executor could then
make the QTIP election for both
federal and state purposes with re-
spect to this separate trust. The elec-
tion for federal estate tax purposés
would be ignored by the IRS under
Rev. Proc. 2001-38.82

This approach appears to be
sound, though a state tax agency
may view a federal QTIP election

l:m_

80 Sge authority for a state-only QTIP electicn in
Conn. Gen. Stat. section 12-391; Hawali Info.
Rel, 201009 (10/6/10); 35 Ill. C.S. section
405/2{b-1); Ind. Admin. Code, rule 4.1-3-5{c);
Ky. Rev. Stat. section 140.080(1)(a); 36 Ma.
Rev. Stat. section 4062(2-B}); Md. Code, Tax-
General section 7-309(b}(5)ii}; 830 Mass.
Admin. Code section 65C.1.1; Ohio Stat. sec-
tion §731.16(B); N.Y. TSB-M-10(1}M {3/16/10)
{New York Office of Tax Policy Analysis,
Taxpayer Guidance Division permits a sepa-
rate state QTIP election when no federal
estate tax return” is required to be filed
because the estate is under the basic exclu-
sion amount, but otherwise a federal QTIP
election is required in order ta make a N.Y.

QOTIP slection); Ohio Stat, section 6731.15(B);
Ore. Admin. Regs. section 160-118.010(7); 72
Pa. Stat. Ann. section 9113(a); R.l. Tax Div.
Rul. Request No. 2003-03; Tenn. Code sec-
tion 67-8-315{a){(8}); Wash. Rev. Code section
11.108.025(4); Wash. Excise Tax Advisory No.
2013.57015 {5/19/03).

8t See lowa Code section 450.3; Minn. Stat.
section 291.03(1){b) {permitting a state-only
QTIP but not allowing it to reduce the taxable
estate to less than $3.5 million); N.J. Admin.
Coda sections 18:26-3A.8, 19; 18:26-1113
(7/21/08). New Jersey does, howsver, permit
a state-only QTIP election if no federal estate
tax return is required to be filed. See 39 New
Jersey State Tax News #4 (12/1/10).

82 5ee Gans and Blattmachr, “Quadpartite Will:
Decoupling and the Next Generation of
Instruments,” 32 Estate Planning No. 4 (April
2005), page 3, and Graham, Gans, and
Blattmachr, “Quadpartite Will Redux: Coping
With the Effects of Decoupling.” 32 Estate
Planning No. 10 (Qctober 2005}, page 15. As
discussed in these articles, a surviving
spouse's executor might decide not to cause
the QTIP election to be disregarded, if the
basis adjustment under Section 1014 in the
QTIP trust assets would save an amount of
income taxes that is greater than the addi-
tional state or federa! estate taxes imposed
by including the QTIP assets in the surviving
spousa’s gross estate.
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that is certain to be ignored by the
IRS, if the surviving spouse’s execu-
tor so requests, as a nullity for state
estate tax purposes. A state taking
this position would deem a state
QTIP election as dependent on there
being a federal QTIP election that
the surviving spouse’s estate cannot
cause to be ignored. State statutes
and administrative pronouncements
requiring a consistent election may
not necessarily support this analysis,
though each state statute will have to
be considered independently.

Portability actually may make it
easier for some estates to cope with
state estate tax exemptions that are
lower than the federal exemption.
The first spouse’s estate could create
a nonmarital trust sufficient to take
advantage of the lower state exemp-
tion, and then leave the balance of
the estate in a marital share. The sur-
viving spouse could count on the
portability of the unused exclusion
amount from the first estate to shel-
ter the surviving spouse’s estate tax-
es, though as discussed above, this
reliance on the deceased spousal un-
used exclusion amount will not pro-
vide protection from tax for income
and appreciation in the assets inher-
ited from the first spouse.

Optimal Portability Problems
The optimal planning for clients
with estates of under $7 million may
be to leave the entire, estate in a
QTIP marital trust for the surviving
spouse. This provides several dis-
tinct advantages:
+ Itis a very simple estate plan that
the family can understand.
+ It defers all estate taxes until the
surviving spouse’s death.
+ It eliminates all estate tax on
hoth estates, to the extent shel-
tered by an indexed $5 million
applicable exclusion amount of
the surviving spouse and an
unindexed $5 million applicable

83 2010 Tax Relief Act section 301(a).

84 EGTRRA section 511(e); Section 25611{c)
before amendment by section 411{g){1) of
the Job Creation and Worker Assistance Act
of 2002 (PL. 107-147, 3/9/02).

85 See note 84, supra.

exclusion amount of the first
spouse.

* Because the entire trust fund is
included in the surviving
spouse’s estate under Section
2044, the entire trust fund should
take an estate-tax-vatue basis at
the surviving spouse’s death,

+ It offers asset protection plan-
ning, the traditional disability as-
set management and professional
investment benefits of a trust.

Some commentators have suggest-
ed that one cannot make a QTIP elec-
tion for a trust unless it is needed to
reduce estate taxes, citing Rev. Proc.
2001-38, discussed above. This Pro-
cedure does not apply, however, to
partial QTIP elections. Rather, it ap-
plies only when an election is made
for an entire trust and there would be
no estate tax were no election made.
Therefore, an individual with an es-
tate of more than $5 million should
be able to leave the entire estate to a
QTTIP for the surviving spouse, with-
out application of Rev. Proc. 2001-38.

An individual with an estate of un-
der $5 million arguably might be un-
able to use this approach, because no
election was required to reduce the
estate tax to zero, although Rev. Proc.
2001-38 suggests otherwise. In that
situation, the individual might create
a trust for the spouse or the spouse
and other family members, but give
the surviving spouse a power to ap-
point the remainder of the trust to his
or her estate, exercisable only with the
consent of an independent co-trustee.
The primary disadvantage of this
arrangement is that it may limit the
asset protection benefits of the trust,
to the extent that state law would per-
mit & creditor of the spouse to compel
the co-trustee to consent to the exer-
cise of the power of appointment in
favor of the spouse’s estate.

The $7 million figure was selected
in this situation because it leaves suf-
ficient room for the estate to grow
between the deaths of the first and
second spouse without exceeding the
combined basic exclusion amounts.
Older clients who can expect a short-
er time between the deaths of the two
spouses may adopt this approach for

.an estate of $8 million or $9 million.

Clients who have large families and
anticipate making substantial annual
exclusion gifts (including gifts of tu-
ition and medical expenses) also
may select a relatively high threshold
for adopting this estate plan.

Impermanence of Portability

Under the law as it is written, porta-
bility disappears after 2012. Hence,
either both spouses must die before
2013 or at least one must die and the
other make a significant taxable gift
by the end of 2012 in order for
portability to be effective. Practical
estate planners likely will be hesitant
to recommend that their married
clients base their estate plans on
portability unless and until Con-
gress makes portability permanent,

REPEAL OF SECTION 2511(c)

The 2010 Tax Relief Act repeals Sec-
tion 2511(c), retroactively.23 EGTR-
RA had added Section 2511(c),
which stated that, after the repeal of
the federal estate and GST taxes, and
except to the extent provided other-
wise in Regulations, “a transfer in
trust shall be treated as a taxable gift
under section 2503, unless the trust
is treated as wholly owned by the
donor or the donor’s spouse under”
the grantor trust rules.ss

The deceased spousal unused
exclusion amount received by the
surviving spouseq is not indexed
for inflation.

Section 2511(c) was probably in-
tended to avoid the situation where a
transfer might be incomplete for gift
tax purposes but complete for in-
come tax purposes, thereby shifting
taxable income without incurring a
gift tax. The scope of this rule, how-
ever, was quite unclear. The statute
did not explain whether a transfer to
a nongrantor trust that was still an
incomplete gift before 2010 would
become a completed taxable gift on
1/1/10. The 2002 amendmentss clar-
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ified that amounts transferred in
trust would be treated as transfers of
property by gift, despite the fact that
they otherwise would have been in-
complete under the law in effect be-
fore 2010. The 2002 legislation re-
placed the phrase “taxable gift under
section 2503” with the phrase “trans-
fer of property by gift,” thereby clari-
fying that the gift tax annual exclu-
sion and the gift tax marital and
charitable deductions may apply to
these transfers.28

In Notice 2010-19, 2010-7 IRB
404, the Service attempted to clarify
the scope of Section 2511(c). The
Notice stated that further clarifica-
tion would be issued, but that it
was inaccurate to interpret Section
2511(¢) as excluding from the gift
tax transfers to a trust treated as a
wholly owned grantor trust. The No-
tice also stated that Section 2511(c)
broadened the types of transfers
subject to the gift tax to include cet-
tain transfers to trusts that, before
2010, would have been considered
incomplete, and thus not subject to
the gift tax. Section 2511(c), the IRS
stated, has no bearing on transfers to
wholly owned grantor trusts, or to
transfers that otherwise would have
been completed gifts.

There still were several types of
situations in which the application
of Section 2511(c) was unclear.
Thanks to the 2010 Tax Relief Act,

however, these are now a matter of
historic importance only.

2010 TAX RELIEF ACT

IN 2013 AND BEYOND

The 2010 Tax Relief Act reinstates
the EGTRRA sunset rule for the
changes made by the 2010 Tax Relief
Act.®7 Therefore, if Congress does
not make any further changes in the
law, on 1/1/13 the estate tax basic ex-
clusion amount and gift tax exemp-
tion will return to $1 million, the
GST exemption will return to $1
million indexed for inflation after
1997, the top estate tax rate will re-
turn to 55% (with a 5% surtax on
certain very large estates), the top
gift tax rate will return to 55%, the
GST tax rate will return to 55%, and
portability will disappear.

Other Technical Changes
The other EGTRRA changes in the
estate tax law—apart from the rates
and exemptions—will be preserved
at least through 2012 by the 2010
Tax Relief Act. These changes in-
clude:

1.Repeal of the state death tax
credit (but the allowance under Sec-
tion 2058 of a federal estate tax de-
duction for state death tax paid).

2. Bxpansion of the rules for the
estate tax deduction of conservation
easements.

3. Allowing automatic allocation
of a donor’s GST exemption to life-
time transfers that are not direct
skips.

4, Allowing a transferor to make a
retroactive allocation of GST exemp-
tion to a transfer in trust, if a benefi-
ciary of the trust is a non-skip per-
son and a lineal descendant of the
transferor’s grandparent or a grand-
parent of the transferot’s spouse, as-
signed to a generation younger than
the generation of the transferor, and
if that beneficiary dies before the
transferor.

5. Allowing the qualified sever-
ance of a trust into multiple trusts
for GST tax purposes.

6.Providing that the value of
property for purposes of determin-
ing the GST inclusion ratio, in con-
nection with timely and automatic
allocations of GST exemption,
would be its value as finally deter-
mined for gift or estate tax purposes.

7. Directing the Secretary to grant
extensions of time to allocate GST
exemption and to grant exceptions
to the time requirement, considering
all relevant circumstances, including
evidence of intent contained in the
trisst instrument or instrument of

86 See Staff of the Joint Committee on Taxation,
Technical Explanation of tha Job Creation anc
Worker Assistance Act of 2002 {Cormnm. Print,
2002), page 38.

87 2010 Tax Relief Act section 304.
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transfer and such other factors as the
Secretary deems relevant.

8. Providing that substantial com-
pliance with the statutory and regu-
latory requirements for allocating
GST tax exemption establishes that
GST tax exemptions were allocated
to a particular transfer or a particu-
lar trust,

9. Expanding the rules governing
deferred payment of estate taxes at-
tributable to closely held business in-
terests under Section 6166, by (a) al-
lowing Section 6166 deferral for
interests in qualifying lending and fi-
nancing businesses, but limiting such
deferral to five years, and (b) raising
from 15 to 45 the number of partners
of a partnership or shareholders of a
corporation that will be eligible for
deferral under Section 6166.

Other Changes Under the 2010 Act

The 2010 Tax Relief Act also includes
two other miscellaneous changes in
the law that are of interest to estate
planners. These are both extensions
of tax benefits that were initially des-
ignated temporary.

Charitable payments from an IRA.
The 2010 Tax Relief Act extends
through 2011 Section 408(d){8)(F),
which allows an individual to pay up
to $100,000 per year from his or her
IRA directly to a qualified charity.88
The Pension Protection Act of 200689
excludes from the gross income of an
IRA participant who has already
reached 70'/z years of age, annual dis-
tributions of up to $100,000 from a
regular or Roth IRA to a qualified
charity. This rule does not apply to
distributions from a simplified em-
ployee pension, a simplified retire-
ment account, or any qualified pen-
sion or profit sharing plan.se

This rule applies only to distribu-
tions made directly to public charities
and private foundations, the contri-
butions to which are deductible sub-
ject to the 50%-of-AGI limitation. No

88 2010 Tax Relief Act sectlon 725,
89 P, 109-280, 8/17/08.

80 Sections 408(d)(B)A), (B), and (F),
9 Section 408(dH8)(B).

92 gection 408(d}(8) (D).

93 2010 Tax Relief Act section 726.

exclusion is allowed for distributions
to certain donor-advised funds and
supporting organizations.9?

Qualified charitable distributions
from an IRA count towards the min-
imum distribution requirements.
Thus, by way of example, a partici-
pant who was required to withdraw
4% of plan assets under a program
of substantially equal periodic pay-
ments over the participant’s lifetime
can instead distribute 3% of the plan
assets to a qualifying charity and
withdraw 1% personally.92

The 2010 Tax Relief Act extends
this rule for another year, and also
allows the taxpayer to elect to treat
any such qualified charitable distrib-
ution made in January 2011 as if it
were made on 12/31/10. This elec-
tion appears to be intended to give
taxpayers time to effect the distribu-
tions, which sometimes take several
weeks to implement.

Certain mutual funds held by
NRAs. The 2010 Tax Relief Act also
extends through 2011 Section 2105
(d), under which a proportionate
share of the stock in a regulated in-
vestment company owned by a non-
resident alien decedent is treated as
non-U.S. property for estate tax pur-
poses.?® This section excludes from
U.S. situs-that proportionate share of
the property of the regulated invest-
ment company which, at the end of
the quarter of the company’s tax year
immediately preceding the date of
the decedent’s death (or at such other
time as may be designated in Regula-
tions), the company’s “qualifying as-
sets” bears to all of its assets. For this
purpose, qualifying assets include as-
sets that, if owned by the decedent
directly on the date of death, would
have been excludable bank deposits
or other debt obligations, or other
non-U.S. situs property.

CONCLUSION

The 2010 Tax Relief Act changes will

be good news for most clients, but

less welcome by most estate planners.
Very wealthy clients should imme-

diately take advantage of the $5 mil-

lion gift tax exemption to make sub-

stantial taxable gifts. Even if the ex-
emption is ultimately reduced back to
$3.5 million—or even $1 million—
the donor will not likely be required
to make up the difference for the tax
on gifts made in 2011 or 2012.

The largest problem with the
2010 Tax Relief Act is that its provi-
sions are temporary. All tax planning
involves a certain degree of forecast
and projection, but estate planning
is virtually entirely long-term plan-
ning. Estate planners often are creat-
ing structures that will last for gen-
erations. We cannot expect to know
now the tax laws that will apply in 20
years, but we should be able to rea-
sonably anticipate that the laws will
remain stable for at least more than
WO years.

Especially if they become perma-
nent, portability and the increased
applicable exclusion amount are like-
Iy to result in a substantial reduction
in the number of clients who seek so-
phisticated estate tax planning. There
may be many reasons for estate plan-
ning, but a large percentage of so-
phisticated planning tends to be
prompted by fear of estdte taxes.

If the gift tax remains in effect, a
client who wishes to transfer sub-
stantial family wealth in a manner
that permits current enjoyment will
continue to require estate planning
structures to accomplish these ob-
jectives, particularly if the family
wealth involves interests in one or
more family businesses,

Some clients who do sec an estate
planner are likely to find appealing
the many advantages of an estate
plan that uses one or more trusts.
For estates that are large enough that
an indexed basic exclusion amount
and an unindexed deceased spousal
unused exclusion amount will pro-
tect' the surviving spouse’s estate
from tax (perhaps no more than $7
million to $8 million), a traditional
estate plan with a nonmarital trust, a
GST-exempt trust, a marital trust,
and possibly a state-only marital
trust, still will be desirable. For the
very wealthy client, the enlarged gift
tax exemption may prompt more
lifetime gifts.

The problem will be getting the
client in the door in the first place. W
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