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1. American Taxpayer Relief Act of 2012 Provides Certainty.  On January 2, 2013,
President Obama signed the American Taxpayer Relief Act of 2012 (ATRA) into law, ending
the recent uncertainty involved in gift and estate planning.  ATRA is noteworthy in that it
sets  a  “permanent” estate tax rate and exemption amount without a sunset provision.  The
Tax Act of 2010 had implemented a tax rate of 35 percent with an exemption amount of $5
million for the tax years 2011 and 2012.  ATRA made the following important changes for
estate and gift tax planning: (i) It made permanent the 5 million exemption; (ii) it imposed
a 40 percent tax rate; and (iii) it made permanent the feature of “portability.”  The gift tax
annual exclusion amount for 2013 is $14,000.  Portability does not apply to the generation
skipping tax.

a. Permanent Lifetime Exemption of $5 Million.  The American Taxpayer Relief Act
of 2012 (ATRA) made permanent the lifetime exemption amount of $5 million,
indexed for inflation.  The inflation-adjusted amount for 2013 is $5.25 million. 
ATRA also again unified permanently the gift and estate tax.

b. 40 Percent Tax Rate.  ATRA imposes a 40 percent tax rate on “taxable” estates
(meaning the tax imposed on estates after application of the lifetime exclusion).  The
rate is higher than the 2012 rate of 35 percent, but lower than the 55 percent rate to
which it would otherwise have reverted but for the act.  ATRA also increased the
generation skipping tax (GST) rate from 35 percent to 40 percent.

c. Portability.  As part of the 2010 Tax Act, Congress enacted a statute allowing a
surviving spouse to utilize the unused portion of the predeceasing spouse’s lifetime
gift and estate tax exemption. This option offers protection to spouses who have not
engaged in any estate planning. However, persons with estates large enough to
benefit from the provision would in most cases be remiss in relying solely on the
efficacy of portability as the cornerstone of their estate plan. The problem which
Congress sought to ameliorate would arise where the predeceasing spouse made a
sizeable bequest to the surviving spouse of the entire estate. While this disposition
would succeed in eliminating estate tax at the death of the first spouse by virtue of
the unlimited marital deduction, it would also entirely waste the lifetime exclusion
of the first spouse.

i. “DSUE.”   Before the enactment of the portability statute, spouses who had
not done any estate planning could find themselves in a situation where the
estate of the surviving spouse could needlessly incur estate tax liability if the
estate of the surviving spouse — now augmented by the estate of the
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predeceasing spouse — exceeded the applicable exclusion amount of the
second spouse to die. The concept of “portability” allows the estate of the
surviving spouse to increase the available lifetime exclusion by the unused
portion of the predeceasing spouse’s lifetime exclusion. 

ii. Mechanics of Electing Portability.    Portability is not automatic. To benefit
from portability, the executor must timely file a federal estate tax return. The
act of filing the form 706 will suffice. The election, once made, is
irrevocable. If the executor wishes to forego portability, this can be
accomplished either by not filing Form 706 (if no return is otherwise
necessary) or by stating on the Form 706 that the election is not being made.1 

(1) Form 706 Required Even When Estate Tax Return Not
Otherwise Required.   The statute is quixotic in that a “complete and
properly-prepared” estate tax return must be filed without regard to
whether or not the decedent’s estate plus adjusted taxable gifts
exceeded the exclusion amount at the time of the decedent’s death,
thereby requiring a return. However, if a return is not otherwise
required, the executor may estimate the size of the gross estate to the
nearest $250,000. Similarly, if property qualifies for the marital or
charitable deduction, the executor must only provide information
sufficient to establish the estate’s right to the deduction.

iii. Applicable Exclusion Amount of Surviving Spouse Defined.  IRC
§2010(c) defines the applicable exclusion of the surviving spouse as an
amount equal to the sum of the (i) persons’s own applicable exclusion
amount (adjusted for inflation) and (ii)  the first-to-die spouse’s ported DSUE
amount. 

iv. DSUE Defined.  DSUE equals the lesser of:

(1) the basic exclusion amount2; and

1 If there is no executor, then a “non-appointed executor” may make the election on the
timely filed estate tax return.  A non-appointed executor is any person in possession of
the decedent’s property.

2 The “basic exclusion amount” means the applicable exclusion amount of the last
deceased spouse.
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(2) the difference between 

(a) the applicable exclusion amount of the last deceased spouse,
or

(b) the sum of the taxable estate and adjusted taxable gifts of the
last deceased spouse.  

v. Calculating the DSUE Amount.   Form 706 includes a worksheet on which
the DSUE amount is calculated.  Provided an election is made by filing Form
706 (and not electing out of portability) the applicable exclusion amount of
the surviving spouse equals the lesser of: (1) the basic exclusion amount in
effect in the year of the death, or (2) the excess of –  (i) the applicable
exclusion amount3 of the last such deceased spouse of such surviving spouse
over (ii) the amount of the taxable estate plus adjusted taxable gifts of the
predeceased spouse, which together is the amount on which the tentative tax
on the decedent’s estate is determined under section 2001(b)(1).  

(1) Example 1.   Bob and Carol have been married for many years only
to one another.  Bob has assets of $4 million, and Carol has assets of
$3 million.  Bob dies in 2013 and funds a credit shelter trust with $2
million.  Bob’s DSUE amount is $5.25 million minus $2 million, or
$3.25 million, which can be ported to Carol.  Carol’s applicable
exclusion amount is $5.25 million (the “basic exclusion amount”)
plus her inherited $3.25 million DSUE, or a total of $8.5 million.

(2) Example 2.  Jill and Tom have been married only to each other. 
Each has an estate of $5.25 million.  Jill dies in 2012 leaving her
entire estate to Tom.  Tom’s applicable exclusion amount is $10.5
million, which reflects his own basic exclusion amount plus his
inherited DSUE from Jill of $5.25 million. 

vi. Event of Remarriage of Surviving Spouse.    In the event of remarriage of
the surviving souse, three possibilities exist: The surviving spouse either will
or will not predecease new spouse; or the remarriage may end in divorce. 

3 The applicable exclusion amount of the last such deceased spouse may be greater than $5
million where, for example, the last deceased spouse herself possessed DSUE from a
predeceasing spouse. 
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(1) Surviving Spouse Predeceases.  If the surviving spouse predeceases
new spouse, her DSUE amount (for purposes of her estate) will be the
same as if she had not remarried.  That is, the surviving spouse
includes in her applicable exclusion amount the DSUE amount of her
predeceasing spouse.  

(2) New Spouse Predeceases.  If new spouse predeceases, then the
DSUE amount will be calculated by reference to the estate of new
spouse. This could be significant if prior to his death, new spouse
made significant gifts thereby diminishing or exhausting his lifetime
exclusion amount.  

(3) Remarriage Ends in Divorce: If the remarriage ends in divorce, the
DSUE of the first spouse is used.  

(4) Impact on Marital Planning.  Portability should be considered in
drafting prenuptial or post-nuptial agreements in second or third
marriage situations.    

(5) Example 3.  Bob and Carol were married only to each other.  Bob
dies in July 2012 with a taxable estate of $3 million, having made no
lifetime gifts. Bob’s DSUE amount is $2 million, which Carol
inherits provided an estate tax return is filed by Bob’s estate.  Carol’s
applicable exclusion amount is increased from $5 million to $7
million.  Carol remarries Ted in 2013, and unfortunately dies in 2014
with an estate of $2 million, having made $2 million in lifetime gifts.
Carol’s estate files a form 706 electing portability.  Carol’s DSUE
amount (which Ted will inherit) is the lesser of (i) $5.25 million or
(ii) $3 million (i.e., 7 million minus $4 million.)  The applicable
exclusion amount of Ted is increased by $3 million.   

vii. “Last Deceased Spouse” Defined.  The last deceased spouse is the most
recently deceased person who was married to the surviving spouse at the time
of that person’s death.  The identity of the last deceased spouse is determined
as of the date a taxable gift is made and is not affected by whether the
decedent’s estate elected portability or whether the last deceased spouse had
any DSUE amount available. 

(1) Example 4.  Jane and Scott have been married only to one another. 
Jane has a $10 million estate and Scott, $2 million.  Scott dies and
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leaves his estate to his child.  Scott’s DSUE amount is $3.25 million,
which Jane inherits, increasing her applicable exclusion amount to
$8.25 million.  Jane remarries Paul, who has an estate of $5 million. 
Paul dies later in the year, leaving his entire estate to his children
from his first marriage.  Since Paul is Jane’s “last surviving spouse,”
Jane’s inherited DSUE is calculated by reference to Paul.  Since Paul
utilized $5 million of his applicable exclusion amount of $5.25
million, only $250,000 is ported to Jane.  If Jane dies a few years later
with the same estate of $10 million, her applicable exclusion amount
will be only $5.5 million. This is because she has lost the DSUE
ported from her first husband, Scott.  In the same example, if Jane
predeceased Paul, then her applicable exclusion amount would be
remain at $8.25 million.

viii. Effect of Multiple Spouses.  A special rule permits a spouse in a multiple
spouse situation to utilize the DSUE amount of her previous deceased spouse
in the context of lifetime gifts.  This rule makes it important in successive
marriage situations to utilize existing DSUE or risk forfeiting that DSUE if
the new spouse predeceases having exhausted his or her lifetime exclusion..

(1) Example 5.  Assume the same facts as in Example 4.  Recall that
Jane inherited Scott’s DSUE of $3.25 million, leaving her with an
applicable exclusion amount of $8.25 at the time she married Paul. 
Suppose that Jane makes a gift of $3.25 million to her children in the
first year of her marriage to Paul.  Paul then dies later in the year. 
Here, Jane is permitted to use Scott’s “ported” DSUE of $3.25
million since, at the time of Jane’s gift, Scott was still Jane’s “last
surviving spouse.”  When Paul dies, Jane will still have an applicable
exclusion amount of $5.5 million, as in Example 4.

ix. Order of Application of DSUE and Applicable Exclusion Amount.  When
a taxable gift is made, the DSUE amount received from the last deceased
spouse is applied before the surviving spouse’s own basic exclusion amount. 

(1) Surviving Spouse with More than one Predeceased Spouse.  A
surviving spouse with more than one predeceased spouse is not
precluded from using the DSUE amount of each spouse in succession. 
However, a surviving spouse may not use the sum of DSUE amounts
from multiple predeceased spouses at one time nor may the DSUE
amount of a predeceased spouse be applied after the death of a
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subsequent spouse.

(2) Caution Regarding Remaining DSUE Amounts.  Any remaining
DSUE from a predeceased spouse cannot be applied against tax
arising from lifetime gifts if that spouse is not the most recently
deceased spouse on the date of the gift.  This rule applies even if the
last deceased spouse had no DSUE amount or made no valid
portability election, or if the DSUE amount from the last deceased
spouse has been fully applied to gifts in previous periods.

x. IRS May Later Audit DSUE Amount Claimed.  At the death of a surviving
spouse whose estate tax return claims a DSUE amount, the IRS may examine
the earlier estate tax return of the predeceased spouse for the purpose of
adjusting the DSUE amount calculated on that return. However, if the
three-year statute of limitations on assessment has run on the return, no
changes to the estate tax liability of the predeceasing spouse may be made.
IRC §  2010(c)(5)(B).

xi. Disadvantages of Portability.   If the surviving spouse is young, then future
appreciation in inherited assets will not escape the estate tax, as they would
if a credit shelter trust had been employed at the death of the first spouse.
This is because the assets will be included in the estate of the surviving
spouse at her death. It has been suggested that this problem can be mitigated
by surviving spouse gifting the DSUE amount to a defective grantor trust.
This gift would presumably solve the problem of future appreciation and
would have the benefit of enabling the surviving spouse to pick up the annual
income tax tab of the trust without incurring gift tax liability. The assets in
the trust would grow without the yearly imposition of income taxes. 

(1) Defect in Approach.  The problem with this approach is that if the
estate tax disappears in 10 or 20 years, as some expect, the IRS will
likely concentrate its compliance efforts on increasing revenue from
income tax. The IRS already appears to be moving in this direction.

(a) Illustration.  Assume that in 10 or 20 years the surviving
spouse dies at a time when there is no estate tax. Assume
further that Congress or the IRS decides that a realization
event for federal income tax purposes occurs when the grantor
of a defective grantor trust dies. In that case, immense
amounts of appreciation will become subject to capital gains
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tax at the death of the grantor. In essence, the taxpayer would
be incurring the risk of a substantial income tax event to
avoid the risk of a distant and perhaps remote estate tax
problem. In the case of a young spouse whose death may not
occur until after the estate tax is repealed, electing portability
rather than creating a credit shelter trust may not be prudent. 
If a credit shelter trust is employed, full use of both exclusions
could be assured.

(2) Portability Inapplicable With Respect to GST Tax.  Although
Congress provided for portability of the estate tax exemption, and the
provision is coordinated with lifetime gifts, Congress did not elect to
include in the concept of portability the generation skipping tax
(GST) exemption. This could be a significant drawback in some large
estates. 

(a) Solution to GST Problem.  If assets are left in a QTIP trust,
a “reverse QTIP” election can be made by the estate of the
surviving spouse.  This will result in saving the GST tax
exemption.  At the same time, since the assets left to the
surviving spouse qualified for the marital deduction, the
DSUE amount of the first spouse would be $5.25 million.

(3) Portability Election May Cause Discord.  A catch 22 may arise
where an estate tax return is necessary only to calculate the DSUE
amount for the surviving spouse. The executor may not wish to incur
the cost of filing the estate tax return, since only the surviving spouse
will benefit from the filing. If discord exists between the surviving
spouse and the children of the deceased spouse, and one of the
children is executor, he might decide not to incur the expense of
preparing an estate tax return. Although there was hope that the IRS
would provide a “short form” 706, this has not happened. It is unclear
what remedy, if any, the surviving spouse would have in this
situation.  It is clear that if no estate tax return is filed, the deceased
spousal unused exclusion amount will be unavailable to the estate of
the surviving spouse.

(4) QTIP May Wreak Havoc With Portability. Assume naive spouse
enters into a second marriage with children from a previous marriage. 
She asks her attorney to draft a will with a QTIP to benefit her
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children. She then dies a few years later.  Her second husband inherits
her DSUE, and then proceeds to gift what is left of his estate and
what he inherited from her estate, thereby exhausting his lifetime
exemption amount and his inherited DSUE.  Upon his death, the
children of naive spouse will inherit the QTIP.  The QTIP will be
included in the estate of second husband and will generate estate tax
liability.  The children of naive spouse will be responsible for the
payment of estate tax attributable to the QTIP.  If the exclusion plus
the inherited DSUE is exhausted, the imposition of estate tax liability
of the estate could be thrust upon the beneficiaries of the QTIP.

(a) Compare: Credit Shelter Trust Used.  If, on the other hand,
a credit shelter trust had been utilized at the death of naive
spouse, the children would have benefitted from the
applicable exclusion amount available to her estate, and
would incur no estate tax liability.

(5) Audit Risk with Portability.  The credit shelter trust may also be
preferable to portability with respect to the issue of IRS audits. Since
the IRS is less likely to audit an estate that will produce no estate tax
revenue, assets funding a credit shelter trust would appear less likely
to attract an IRS audit. On the other hand, the IRS would be free to
audit the estate of the second spouse where portability had been
elected.

(6) Loss of Asset Protection.  Assets left outright to a surviving spouse
will not be protected.  Assets left in a credit shelter trust will be
imparted with a good measure of asset protection.

xii. Advantages of Portability Versus Credit Shelter Trust.  The most
disadvantageous aspect of using a credit shelter trust instead of portability
relates to the basis trade off with the use of a credit shelter trust. While
portability will ensure that all of the assets included in the estate of the
second spouse will receive a step up in basis, the assets funding a credit
shelter trust will continue to appreciate and will not receive a basis step up
when the second spouse dies. 

 
(1) Surviving Spouse Unable to Have Full Access to Credit Shelter

Assets.   Although a credit shelter trust may provide the surviving
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spouse with assets based upon a “HEMS4” standard, or an
ascertainable standard, the rights of the surviving spouse in the credit
shelter trust cannot approach those of a general power of
appointment.  The reason is that if the spouse has an unfettered ability
to appoint the assets – whether to herself or to her estate – then the
assets will be included in her estate, and the purpose of the credit
shelter trust will be negated.  

(2) Gifting to Avoid New York State Gift Tax.  If portability is
utilized, the surviving spouse can make gifts to beneficiaries which
will reduce the size of the second estate, thereby resulting in a
diminished estate for federal and state estate tax purposes.  

2. Summary of Other Tax Changes Under 2012 ATRA Act.

a. Ordinary Income.         Beginning in the 2013 taxable year, single taxpayers with
ordinary income over $400,000 and married taxpayers filing jointly whose income
exceeds $450,000 will be subject to a new higher 39.6 percent tax rate.5

(1) Capital Gains.       The maximum rate on long term capital gains and
qualifying dividends will remain at 15 percent for most taxpayers, but
will increase to 20 percent, again for single taxpayers whose income
exceeds $400,000, and married filing jointly taxpayers whose income
exceeds $450,000. [These thresholds will be adjusted for inflation.]

(2) New Medicare Tax.      A new 3.8 percent Medicare tax will be
imposed on all or a portion of “net investment income” when
modified adjusted gross income exceeds $200,000 for single, and
$250,000 for married filing jointly taxpayers.6 Net investment income
includes income from the following sources: (i) capital gains, (ii)
dividends, (iii) interest, (iv) retirement income, (v) rental income, and
(vi) other passive income.  Proposed Regulations provide that “to the

4

The HEMS standard relates to an ascertainable standard providing distributions for the
“health, education, maintenance and support” of the beneficiary.  Trust distributions limited
by a HEMS standard will generally pose no estate tax problems.

5 These thresholds will be adjusted for inflation.

6 IRC § 1411



© 2013 LAW OFFICES OF DAVID L. SILVERMAN

Lake Success, New York (516) 466-5900

-10-

extent gain from a like-kind exchange is not recognized for income
tax purposes under Section 1031, it is not recognized for purposes of
determining net investment income under Section 1411.” Prop. Regs.
§1.1411-5(C)(i)(2)(ii).

(a) “Investment Income”.    Investment income includes “Net
Gain”.  IRC §1402(C)(1)(A)(iii) provides that the 3.8 percent
Medicare Tax includes “net gain” attributable to the
disposition of property that qualifies as a capital asset under
IRC §1221, as well as gains from ordinary income that do not
qualify as capital assets.  

(3) Reinstatement of Phase-Out on Itemized Deductions.

Beginning in 2013, itemized deductions will again be phased out.
Three factors determine the phaseout: First, the “threshold” amount
which, for single filers, is $250,000 and $300,000 for joint filers.
[The thresholds will be adjusted for inflation.]7 Second, the
percentage limitation, which is 3 percent for all taxpayers, regardless
of filing status. Third, the taxpayer’s adjusted gross income (AGI).
The reduction in itemized deductions equals three percent of the
difference between AGI and the threshold amount.8 To illustrate, 
single taxpayer has AGI of $750,000 and $100,000 in itemized
deductions. The difference between AGI and the threshold amount is
$500,000, three percent of which equals $15,000. Taxpayer’s
itemized deductions would be limited to $85,000.

(4) Reinstatement of Phase-Out on Personal Exemptions.       In a
manner similar to that which determines the phaseout of itemized
deductions, Congress has imposed the same “thresholds” for
determining the phaseout of personal exemptions. For single
taxpayers, the threshold is $250,000.9  Again, the difference between
the taxpayer’s AGI and the threshold amount is the starting point for
determining the phaseout.  The taxpayer will forfeit 2 percent of the

7 The threshold is $150,000 for married taxpayers filing separately.  

8 No more than 80 percent of the taxpayer’s itemized deductions may be phased out. 

9 The threshold amount for joint filers is $300,000; and $150,000 for married taxpayers
filing separately.  The thresholds will be adjusted for inflation.
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allowable exemption for every $2,500 of that difference.  For
example, assume the single taxpayer’s AGI is $250,000.  The
phaseout will not apply.  However, if single taxpayer’s AGI is
$450,000, the difference between AGI and the threshold amount is
$200,000.  Personal exemptions are phased out to the extent of 2
percent of every incremental $2,500 “difference” between AGI and
the threshold amount.  $200,000 divided by $2,500 equals 80. 
Therefore, the taxpayer would lose all of his personal exemptions.  A
difference between AGI and a threshold amount of $125,000 or more
will extinguish all of the taxpayer’s personal exemptions (i.e., $2,500
x 50). [Fifty increments of 2 percent equals 100 percent.]

(a) Note: The $125,000 differential (resulting in the loss of all
personal exemptions) is constant regardless of whether the
taxpayer files singly, files jointly, or separately. Although the
threshold amounts are higher for married filers, a difference
of $125,000 or more will cause a loss of all personal
exemptions.  So too, a difference of $125,000 or more will
cause the loss of all personal exemptions for a single filer as
well. 

(5) Payroll Tax Increases.     The employee portion of payroll tax has
already been increased from 4.2 to 6.2 percent on all earned income
up to $113,700.  This change affects 77 percent of taxpayers.  This
change restores the rate of payroll tax to that which existed before the
two year amnesty on this 2 percent amount. Under the 2012
legislation, a new 0.9 percent Medicare tax will also be imposed on
wages and other compensation in excess of $250,000.

(6) Alternative Minimum Tax Changes.     The Alternative Minimum
Tax exemption amounts have been increased beginning in 2013, and
are now indexed for inflation.10

3. Review of Existing Documents

a. Importance of Will.         If a person dies intestate (without a will), then the rules of
intestacy found in EPTL 4-1.1 will apply in determining who receives the decedent's
property.  The estate of a person who dies intestate also needs to be administered, and

10 The exemption amounts for 2013 are increased to $50,600 for single taxpayers, $78,750
for jointly filing taxpayers, and $39,375 for separately filing married taxpayers.
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administration can be more complicated in situations where no will exists.  

i. Bonding Requirements.      Often, a will provides for a waiver of bond
otherwise imposed on the executor.  If there is no will, there can be no waiver
of bond with respect to the administrator.  In that case, the Surrogate may
require the administrator to post a bond.

ii. Intestacy Formula for Distribution.      Under EPTL 4-1.1, the spouse of
a person who dies intestate receives one-half (plus $50,000) of the decedent's
estate.  The right of election found in EPTL 5-1.1A provides that a spouse
who is bequeathed less than 1/3 of the predeceasing spouse's estate, may elect
against the estate and take 1/3 of the estate.  Taken in combination, these
provisions create the situation whereby a spouse who wishes to leave less
than one-half of his estate to his spouse needs a will to accomplish this.

iii. Unintended Tax Consequences.  Wills should be reviewed to determine
whether they will result in unintended tax consequences.  If the residuary
clause provides that all tax is to be avoided at the death of the first spouse, in
a very large estate with elderly individuals, this could result in the potential
for a large federal estate tax at the death of the second spouse.  It may at times
be prudent to pay some New York estate tax if this means reducing the size
of the taxable estate of the surviving spouse if the life expectance of the
surviving spouse is not long.

4. Avoiding Step Down in Basis .     Some assets today will have a fair market value less than
the adjusted basis.  Since under IRC §1014 a basis adjustment is made at death to fair market
value, this means that a loss of basis could occur in many situations.  Various strategies may
be considered to reduce the likelihood of this issue:

a. Losses may be recognized on sales to unrelated parties.  IRC § 1001(a).  

i. Caution:   Losses on sales to related parties cannot be recognized. However,
that low basis is carried over to related party and will be available to offset
gain in the event of a later sale by the related party.   IRC §267.

b. Transfers between spouses (gift or sales) are considered gifts.  Therefore, the
transferee spouse takes a carryover basis.  IRC § 1041; Treas. Reg. § 1.1041-1T(d),
Q&A 11. 

i. No Gift Tax Liability.   Since the gift qualifies for the marital deduction, no
gift tax liability will arise.  IRC §2523.
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c. Gifts to Non-Spouses May be Beneficial.     Gifts of property with a realized loss
to related parties who are non-spouses may have some benefits, if the property
increases in value.  While the basis for determining later loss is the lower basis at the
time of the gift under IRC § 1015(a), if the asset recoups its value, the basis for
determining later gain is the original basis, increased by any gift tax paid.  IRC
§1015(d)(6).      

5. Section 2053 Final Regulations.        Final regulations limiting the estate tax deduction for
unpaid claims and expenses are now in effect. With respect to decedents dying on or after
October 20, 2009, an estate may deduct an expenditure only if the claim or debt is actually
paid. Under the regulations, the amount of claim or expense may be determined by (i) court
decree; (ii) consent decree; or (iii) settlement. No deduction is allowed to the extent a claim
or expense is or could be reimbursed by insurance. Notice 2009-84.  

a. Exceptions.    Nevertheless, several exceptions exist to the rule requiring actual
payment. If a potential for reimbursement exists, the claim may still be deductible if
the executor provides a “reasonable explanation” of why the burden of collection
would outweigh the anticipated benefits of collection. Another exception provides
that a claim or expense may be deducted by the estate if the amount to be paid is
ascertainable with “reasonable certainty.” No deduction may be claimed for claims
that are contested or contingent.

6. New York State Estate Tax

a. Usefulness of Gifts to Avoid New York Estate Tax.   New York continues to
impose an estate tax on taxable estates in excess of $1 million.  Therefore, it may be
prudent for a New York testator to leave at least that amount outright or to a credit
shelter trust to make use of the $1 million New York exemption amount.  The rate
of tax imposed ranges from about 10 percent for taxable estates of $1 million to 16
percent for estates over $10 million.

i. Note that federal estate tax exemption is $5.25  million, $4.25 million more
than the exemption for the New York estate tax.  Therefore, making lifetime 
gifts to avoid the inclusion of assets in the estate for New York estate tax
purposes may make sense for testators with large estates.  Making such gifts
now will be neutral for federal purposes (since the applicable exclusion
amount applies equally to lifetime and testamentary transfers) but will reduce
New York State estate tax by up to16 percent of the amount of the gift.

b. Source of Estate Tax Payments.      New York estate tax can be paid out of either
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the marital trust or the credit shelter trust.  

i. No Difference for Federal Purposes.   Since estate tax imposed by New
York qualifies as a deduction for federal estate tax purposes, it is
inconsequential for federal estate tax purposes whether New York estate
taxes are paid out of the marital share or the credit shelter share.  However,
New York estate tax liability will differ depending on the source of the
payment.  

ii. New York Estate Tax Liability Will Differ Depending on Source

(1) Payment from Credit Shelter Share.   If payment is made from the
credit shelter share, the amount that can ultimately pass free from
federal estate tax will be reduced.  This could result in greater
exposure to future federal estate tax. 

(2) Payment from Marital Share.  If New York estate taxes are paid out
of the marital share, a loss of the marital deduction will cause an
immediate increase in New York estate tax.  However, the credit
shelter share will not be reduced.

c. Nonresidents

i. Pro Rata Estate Tax.    New York imposes estate tax on a pro rata basis to
nonresident decedents whose property is subject to New York estate tax. 

  
(1) Intangibles.  New York imposes no estate tax on nonresidents’

intangibles. TSB-M-92 provides that “New York has long maintained
a tax policy that encourages nonresidents to keep their money,
securities and other intangible property in New York State.” 
TSB-A-85(1) further provides that shares of stock of a New York
corporation held by a nonresident are not subject to New York estate
tax since shares of stock are considered intangible personal property.

(a) Caution.       TSB-A-08(1)M, provides that an interest of a
nonresident in an S Corporation which owns a condominium
in New York is an intangible asset provided the S Corporation
has a legitimate business purpose. Presumably, if the S
Corporation had only a single shareholder, and its only
purpose was to hold real estate, New York could attempt to
“pierce the veil” of the S Corporation and subject the
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condominium to New York estate tax in the estate of the
nonresident.

(2) Real Estate.       Real property is generally taxed in the state where
it is situated. Since LLC or partnership interests are intangibles, they
would not be subject to New York estate tax. Therefore, nonresidents
who own New York real property might consider converting the real
property to personal property by contributing the real property to an
LLC and taking back membership interests.   

7. New York State Income Tax

a. Divesting New York of Trust Jurisdiction.    Planning to divest New York of
jurisdiction to impose fiduciary income tax on undistributed trust assets can produce
income tax savings.  Tax Law §605(b)(3) taxes trusts created by New York settlors.
However, a resident trust is not subject to tax if (i) all trustees are domiciled in a state
other than New York; (ii) all property, both real and intangible, is located outside of
New York; and (iii) all income and gains of the trust are derived from sources outside
of New York. Therefore, New York will not tax a trust that has no New York trustees
and no New York assets or income.  

i. Illustration.    A trust created by a New York resident and administered in
New York must pay $68,200 of New York State tax on a capital gain of $1
million. However, if the trust were domiciled (or redomiciled) in Delaware,
this tax might be avoided, as Delaware imposes no income tax on capital
gains incurred by an irrevocable nongrantor trust provided that no remainder
beneficiary lives in Delaware. Del. Code Ann., §§ 1101-1243.

ii. Planning Technique.   The creation of a non-grantor trust by a New York
resident with no trustees in New York, no assets in New York, and no New
York source income, will not be subject to New York tax.  

8. Planning for Married Persons

a. QTIP as a Estate and Gift Tax Planning Tool Before ATRA.  Before portability
was made permanent by ATRA, the QTIP trust was often used as an estate and gift
tax planning tool to balance assets between spouses to preserve the use of the estate
tax exemption of the predeceased spouse, effectively shielding the estate of the
surviving spouse from potential estate tax liability.  If all of the assets were left
outright to the surviving spouse, those assets were included in the estate of the
surviving spouse.  A QTIP marital trust grants the surviving spouse a lifetime income
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interest, and perhaps a discretionary right to trust principal.  The decedent retains the
right to designate ultimate trust beneficiaries, but no beneficiary other than the
surviving spouse can have any interest in QTIP trust assets during the life of the
surviving spouse.  For estate tax purposes, the IRS requires that the estate of the
surviving spouse include the fair market value of the assets in the QTIP trust at her
death.  For income tax purposes, two basis step ups occur: The first at the death of
the decedent, and the next basis step up at the death of the surviving spouse. 

b. Outright Bequest May be Inferior to QTIP Bequest.    Although portability
renders the balancing of assets via a QTIP marital trust unnecessary for the purpose
of preserving the federal  exemption of the predeceased spouse, a QTIP trust may still
be preferable to an outright bequest due to its ability to provide a significant degree
of asset protection compared to an outright bequest.  A QTIP could also be structured
to protect against a subsequent marriage by the surviving spouse.  By inserting a
disclaimer provision in the will, the surviving spouse may decide whether to disclaim
amounts not needed for the $5.25 million exclusion. 

c. Separate New York State QTIP Election.     One New York State estate tax
problem in connection with generously funding a QTIP was resolved by the
Department of Taxation and Finance in a manner beneficial to New York residents. 
Previously, New York had not recognized a “state-only” QTIP election. That is, if no
QTIP election were made on the 706, no separate New York QTIP election was
possible.  Therefore, amounts left to a trust that would otherwise also qualify for
QTIP treatment at the state level was not possible by virtue of the fact that no QTIP
election was made at the federal level.

i. Separate NYS QTIP Election Now Possible.    TSB-M-10(1)M, issued in
February, 2010, now provides that a QTIP Election may be made for New
York State purposes when no federal return is required.  

(1) Explanation of TSB-M-10(1)M.       “In certain cases, an estate is
required to file a return for New York State estate tax but is not
required to file a federal return. This may occur if there is no federal
estate tax in effect on the decedent’s date of death or if the decedent
died while the federal estate tax was in effect but the value of his or
her gross estate was too low to require the filing of a federal estate tax
return. In either instance, and if applicable, the estate may still elect
to take a marital deduction for Qualified Terminal Interest Property
(QTIP) on a pro-forma federal estate tax return that is attached to the
New York State estate tax return.”  
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(a) Election Made on Pro-Forma Federal Estate Tax Return. 
For dates of death on or after February 1, 2000, the New York
State estate tax conforms to the federal Internal Revenue
Code of 1986 (IRC) including all amendments enacted on or
before July 22, 1998. Because the IRC in effect on July 22,
1998, permitted a QTIP election to be made for qualifying life
estates for a surviving spouse (see IRC § 2056(b)(7)), that
election may be made for purposes of a decedent’s New York
State estate tax return even if a federal return is not required
to be filed. If no federal return is required, the election must
be made on the pro-forma federal estate tax return attached to
the New York State return. As provided in IRC § 2056(b)(7),
once made, this election is irrevocable. In addition, the value
of the QTIP property for which the election is made must be
included in the estate of the surviving spouse. See IRC § 2044
and New York Tax Law § 954.  

(i) Procedure for Making Election.    The QTIP
election is made for New York State estate tax
purposes in the same manner as the election would
have been made for federal estate tax purposes. Enter
the amount of the deduction in Part A on Schedule M
of federal Form 706, United States Estate (and
Generation-Skipping Transfer) Tax Return, for the
applicable date of death and complete the rest of the
schedule.    

d. QTIP Disposition May Make Gifting More Costly.   One peculiar disadvantage
to funding the QTIP trust with all of the estate assets, rather than leaving assets
directly to the children, is that the surviving spouse will incur taxable gifts if lifetime
transfers to children are desired. The surviving spouse may not wish to wait until her
will takes effect to transfer wealth to children.  Recall that the unified estate and gift
tax exemption is $5.25 million in 2013.  Although New York State has no gift tax, 
the rate of tax once the lifetime exemption has been exhausted (either during life or
at death) has been increased from 35 percent to 40 percent.  Therefore, it is especially
important to consider the detriment of leaving too much to the surviving spouse
outright or in a QTIP.

e. Problem with Disclaimers.     Although disclaimers enhance post-mortem
flexibility, a peculiar disadvantage to disclaimers is that the surviving spouse must
actually disclaim.  More than a few surviving spouses may not disclaim, even if
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sensible from a tax and economic standpoint. 

i. Possible Solution.          If there is a concern that the surviving spouse will
not disclaim, granting the surviving spouse more rights and powers over
assets funding a credit shelter trust may alleviate the problem, since the
spouse will have less incentive not to disclaim.  The suviving spouse might
be accorded some or all of the following rights without those rights causing
inclusion in the estate of the surviving spouse:

(1) the spouse might be named co-trustee of the trust; 
(2) the spouse might be given a testamentary limited power of

appointment over the credit shelter trust; 
(3) the trustee might be directed to make greater distributions to the

surviving spouse; or 
(4) the trustee or "trust protector" might be given authority to make

discretionary distributions to the spouse of as much of the income or
principal of the trust as the trustee or trust protector believes is in the
best interest of the spouse. The credit shelter trust could also provide
that the spouse would no longer be a beneficiary if the spouse were
to remarry. 

f. Effect of Surviving Spouse Leaving NYS.      Assume a valid QTIP election is
made on a New York estate tax return, but the surviving spouse is no longer a
resident of New York at her death and the trust has no nexus to New York. Will New
York seek to “recoup” the estate tax deduction claimed on the first spouse to die in
a manner similar to the way in which California’s “clawback” tax recoups deferred
tax in a like-kind exchange if out-of-state replacement property is later sold?
Apparently not, provided the surviving spouse is a bona fide nonresident of New
York at her death.  Would the state in which the surviving spouse dies have a right
to tax the assets in the QTIP trust? Also, probably not. Generally, a QTIP trust is not
includible under IRC §2036 in the estate of the surviving spouse if no QTIP election
is made. Although in this situation a QTIP election would have been made in New
York, no QTIP election would have been made in the state in which the surviving
spouse had died. Therefore, that state would appear to have no basis to impose estate
tax on the assets in the QTIP trust.  

i. Inheritance Tax Issue.     Note, however, that if the state in which the
surviving spouse dies imposes an inheritance tax (such as that imposed by
Pennsylvania) then this tax would not be avoided, since an inheritance tax is
imposed on the transferee, rather than on the estate.
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9. Gift Tax Planning in 2013.

a. Unified Gift and Estate Tax Exemption.     Estate and gift taxes are now again
unified. Thus, whether the decedent makes a lifetime gift or a testamentary bequest
will have no effect on transfer taxes.  Lifetime gifts to a single person exceeding the
annual gift tax exclusion amount must be reported.  Gifts in excess of the annual
exclusion amount will result in a reduction of the lifetime exclusion which is $5.25
million in 2013.

i. Annual Exclusion Now Indexed for Inflation. The gift tax annual
exclusion is indexed for inflation in $1,000 increments.  The annual gift tax
exclusion for 2013 is $14,000.  A considerable amount of wealth can be
transferred without gift or estate tax consequences by prudent use of annual
exclusion gifts, either outright or in trusts providing Crummey powers. 

b. Obama Administration May Seek to Curtail Valuation Discounts.  Although the
IRS has been successful in challenging gift and estate valuation discounts with
arguments premised on IRC §2036, IRC §2704(b)(2)11 has rarely been of benefit to
the IRS in the twenty years since its enactment.  The Obama administration had
sought to curtail valuation discounts. However, the 2014 Obama administration
budget proposal, and the companion Treasury Department General Explanations of
the Administration's Fiscal Year 2014 Revenue Proposals ("the Greenbook")
contained no proposal to disregard valuation discounts applicable to certain
restrictions on transfers of interests in family-controlled entitites.  

c. Will Treasury Move Independently if Congress Fails to Act?  Since 2003, the
Treasury-IRS Priority Business Plan has proposed new regulations to expand the
scope of IRC §2704(b), thereby limiting valuation discounts.  The absence of such
a proposal in the 2014 Greenbook is noteworthy.  Nevertheless, the IRS may move
independently of Congress, pursuant to its statutory authority to promulgate

11

IRC §2704(b)(1) provides:  "If (A) there is a transfer of an interest in a corporation or partnership
to a member of the transferor's family, and (B) the transferor or members of the transferor's family hold,
immediately before the transfer, control of the entity, any applicable restriction shall be disregarded in
determining the value of the transferred interest."  

IRC §2704(b)(2) defines "applicable restriction" as "any restriction which effectively limits the
ability of the corporation or partnership to liquidate."

IRC §2704(b)(3) excepts from the definition of applicable restrictions "any restriction imposed, or
required to be imposed, by any Federal or State law."
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regulations with respect to restrictions that have the effect of reducing the value of
a transferred interest for tax purposes. 

i. New Regs Would Create New Class of "Disregarded Restrictions".    
Section 2704(b)(2) ignores in valuing an interest in a closely held entity any
"applicable restriction" on liquidation that would lapse or could be removed
after the transfer. Restrictions in governing agreements, if not ignored,
increase estate and gift tax discounts. Under the proposal, a new category of
"disregarded restrictions" would be ignored under §2704(b). Disregarded
restrictions would include limitations on the owner's right to liquidate the
interest if the limitations are more restrictive than a standard identified in the
regulations, even if they are no more restrictive than those imposed by state
law.  Most states have enacted statutes which take advantage of the "no more
restrictive than state law" language in §2704(b).  This has made it possible
for estate planners to avoid the application of the statute.

ii. Valuation Discounts for Co-Tenants.   If new regulations are promulgated
restricting the ability of taxpayers to claim valuation discounts when making
gifts of interests in family entities, there may be a trend to capitalize on
discounts available for undivided interests in real estate.  Thus, if co-tenants
by the entirety possess rights under state law to partition property, the IRS
may recognize discounts of fifteen percent or possibly more.  See Estate of
Barge v. Com'r, T.C. Memo 1997-188 (26 percent discount recognized for
undivided interest in timber).

iii. Discounts for Undivided Interests in Tangible Personal Property
Problematic.  Estate of Stone, 103 AFTR2d 2009-1379 (9th Cir. 2009)
allowed only a 5 percent discount for an undivided fifty percent  interest in
an art collection.  

d. Capital Accounts.      When interests in discounted family entities are gifted, the gift
tax value will be less than the net asset value of the property transferred. 
Nevertheless, the capital account of the donor under IRC § 704(b) is transferred to
the donee.  When interests in discounted family entities are sold, the fair market
value for purposes of computing the (discounted) selling price will be less than the
net asset value.  In this case, the seller's capital account under IRC §704(b) will be
transferred to the purchaser.

e. Lifetime Gifts Reduce NYS Estate Tax.     Since New York imposes estate tax, but
no gift tax, large gifts of cash or unappreciated assets by a person gravely ill may
result in considerable New York State estate tax savings.  While gifts of highly
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appreciated assets will also result in New York estate tax savings, such gifts will
result in the forfeiture of the basis step up that would otherwise occur at death. 

i. Gifts by Power of Attorney.     Lifetime gifts by those gravely ill pose
unique problems.  Gifts made pursuant to a power of attorney under New
York's revised law may lessen those problems.  A power of attorney is
invaluable should the principal later become incapacitated. This is because
the appointment of a legal guardian, who can also make those decisions,
requires involved and often unpleasant Surrogate Court proceedings.  A
power of attorney grants an agent appointed by the principal the authority to
make legally binding decisions on the principal’s behalf. 

ii. Lifetime Gifts Under Revised GOL §5-1501.   Although gravely ill persons
may not have the mental capacity to make large gifts, another avenue for the
effectuation of such large gifts opened on September 1, 2009.12  Effective
9/1/09, NY General Obligations Law §5-1501, which governs the content and
execution of powers of attorney, was revised and amended to provide for the
ability of the power holder to make substantial gifts.

iii. Operation of Revised GOL §5-1501.    Under the revised law, the power of
attorney must be signed, dated and acknowledged not only by the principal,
but also by the agent. Under the new law, a power of attorney is durable (i.e.,
not affected by later incapacity) unless it specifically provides otherwise. If
a guardian is later appointed, the agent will account to the guardian rather
than to the principal. The new POA contains an optional provision whereby
the principal can appoint a “monitor” who may request records of
transactions by the agent. The statute also provides for a special proceeding
to compel an agent to produce records of receipts. Provisions relating to
health care billing should allow the agent access to health care records in
accordance with HIPPA privacy requirements.

(1) Statutory Major Gifts Rider.    A new “Statutory Major Gifts
Rider” (SMGR), if executed simultaneously with the power of
attorney, authorizes the agent to make legally binding substantial gifts
on behalf of the principal. The SMGR must be executed
simultaneously with the power of attorney, and with the same
formalities governing the execution of a Will. The SMGR may also
authorize the agent to “create, amend, revoke, or terminate an inter

12 Powers executed prior this date remain valid, but are subject to the amended statute. 
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vivos trust.” The authority of the agent to create joint accounts or to
modify a “Totten Trust” may also be included in the SMGR. Small
gifts ($500 or less) in a calendar year may be made by the agent
without a SMGR. The SMGR may be modified to supplement or
eliminate the default provisions provided by new law, provided they
are not inconsistent with the default SMGR provisions. A conveyance
of real property to a bona fide purchaser for less than adequate
consideration would require a SMGR, since the conveyance would be
in part a gift.

(2) Banks Must Now Accept Short Form Power of Attorney.     Under
GOL §5-1504, acceptance of the statutory “short form” POA by
banks and other third parties is now mandatory. A third party may not
refuse to honor the power or SMGR without reasonable cause. The
statute provides that it is unreasonable for a third party or bank to
require its own form, or to object to the form because of the lapse of
time between execution and acknowledgment. (Banks had sometimes
insisted that their own powers be used, which created a problem
where the principal had become incapacitated.) An attorney may
certify that a photocopy of a duly executed power is a true copy, and
banks must now accept that copy.

(3) Statute Clarifies Fiduciary Obligation.    The statute requires that
the agent, a fiduciary, observe a “prudent person standard of care,”
and imposes liability for breaches of fiduciary duty. Fiduciary duties
are imposed on agents appointed under all powers of attorney,
including those executed prior to the effective date of the new law.
The agent must maintain records and must make those records
available within 15 days to a monitor, co-agent, certain governmental
entities, a court evaluator, a guardian, or a representative of the
principal’s estate. The statute expressly provides that the agent is
entitled to compensation for his work. A mechanism is provided by
which the agent may resign.

f. Treasury Proposes that Taxpayers be Bound by Gift or Estate Tax Values.    
Treasury has also proposed that taxpayers who receive property by gift or by bequest
from a decedent must use the gift or estate tax value for future income tax purposes,
even if they disagree with that value. Thus, a taxpayer who receives property from
a decedent would be required to use as his basis that reported for estate tax purposes.
Similarly, a taxpayer receiving property by gift would be required to use the donor's
basis as reported for gift tax purposes.
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g. New Actuarial Tables.   Treasury announced new actuarial tables to reflect
increased longevity. The new tables increase the value of lifetime interests and
decrease the value of remainders or reversionary interests. T.D. 9448.

10. GST Tax in 2013.     As of January 1, 2013, the GST tax will be imposed with a $5.25
million exemption and a tax rate of 40 percent.  The $5.25 million exemption will be indexed
for inflation.  The indexed exclusion amount for 2013 is $5.25 million.  The tax rate and
exemption amount match the unified estate and gift tax amount; however, portability does
not apply to the GST exemption

a. Overview of Generation Skipping Transfer Tax.  The Generation Skipping
Transfer (GST) tax impedes multigenerational transfers of wealth by imposing a
transfer tax “toll” at each generational level.  GST tax is imposed all transfers to
"skip persons," whether made directly or indirectly.  A skip person is a person who
is two or more generations below the generation of the transferor.  A trust can also
be a skip person, if all of the interests are held by skip persons.  IRC §2613(a) 

i. Rationale for GST Tax.  Prior to its enactment, beneficiaries of
multigenerational trusts were granted lifetime interests of income or
principal, or use of trust assets, which lifetime interests never rose to the level
of ownership. Thus, it was possible for the trust to avoid imposition of gift
or estate tax indefinitely.  The GST tax, imposed at rates comparable to the
estate tax, operates for the most part independently of the gift and estate tax.
Therefore, a bequest (i.e., transfer) subject to both estate and GST tax could
conceivably require nearly three dollars for each dollar of bequest. The
importance of GST planning becomes evident.  Generation Skipping transfers
are taxed at the highest estate tax rate imposed under IRC § 2001.

ii. GST Tax Applies to Three Types of Transfer.     Under IRC §2611(a),
three transfers are subject to the GST: (i) "direct skips"; (ii) "taxable
distributions;" and "taxable terminations."

b. GST Exemption.       IRC §2631 allows every transferor a GST exemption that may
be allocated to transfers made by the transferor either during the transferor’s life or
at death.  Affirmative allocations of GST exemption are generally made on Form
709. Under IRC §2642(b)(1), if a transferor allocates GST exemption on a timely
filed gift tax return, the transferor may allocate an amount of the GST exemption
equal to the value of the property on the date of the transfer to reduce the "inclusion
ratio" to zero.  Automatic allocations of GST exemption are made under IRC §2632
to certain transfers made during life that are direct skips, so that the inclusion ratio
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for such transfers may be reduced to zero even without any affirmative allocation of
GST exemption.

i. Reverse QTIP Election.   Where a QTIP election is made by the executor,
the donor's estate is entitled to a marital deduction.  Normally, the surviving
spouse is considered to be the transferor for GST tax purposes.  However, the
executor of the donor spouse may make a second election to treat the donor
spouse as the transferor for GST tax purposes.  IRC § 2652(a)(3).  

ii. Pre-Deceased Parent Rule.   In some situations, bequests to "skip" persons
may not be motivated by tax reasons.  Where a child of the transferor has
predeceased the transferor, leaving a grandchild, the "predeceased parent
rule" treats the grandchild as the child for purpoess of the GST tax, by
reassigning the grandchild to the generation of his deceased parent.  IRC
§2651(e).

c. Calculation of GST Tax.     The GST tax imposed on a transfer equals the amount
transferred multiplied by the “applicable rate.”  IRC § 2602.  

i. "Applicable Rate".  The applicable rate equals the maximum federal estate
tax rate multiplied by the “inclusion ratio.” IRC §2641 [MINIMIZE]

(1) "Inclusion Ratio".  The inclusion ration is one minus the “applicable
fraction.” [MINIMIZE]

(a) "Applicable Fraction"  [MAXIMIZE]

(i) Numerator.   The amount of the  GST tax exemption
allocated to the transfer (or trust). [MAXIMIZE]

(ii) Denominator.   FMV of assets transferred (or held in
trust).

1) Result.  If more of the GST tax exemption is
allocated to the transfer, the applicable
fraction will be greater, the inclusion ratio will
be less, and the GST tax imposed will be less.

ii. Expressed as a Formula:

GST Tax Imposed on Transfer = Amount Transferred x Applicable Rate [MINIMIZE]
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Applicable Rate = Maximum Federal Estate or Gift Tax Rate x Inclusion Ratio

Inclusion Ratio = 1 - Applicable Fraction [MAXIMIZE]

Applicable Fraction = Amount of GST Exemption Allocated to Transfer [MAXIMIZE]
Fair Market Value of Assets Transferred

iii. Illustration Where Gift is More than Exemption Amount.     On January
1, 2014, father gives $10.5 million cash to grandson on his 21st birthday.  All
of father's $5.25 million GST tax exemption is automatically allocated to the
transfer.  The applicable fraction is ½ (1 -½).  The inclusion ratio is ½.  The
applicable rate is 0.2 ( 0.5 x. 0.4).  GST tax imposed on the transfer is $2.1
million (i.e., $10.5 million x .2).

(1) Illustration Where Gift is Less than Exemption Amount.  If the
father had given $1 million cash to his grandson, $1 million of the
GST exemption would have been allocated to the transfer, resulting
in an applicable fraction of 1, and an inclusion ratio of 0.  This would
cause the applicable rate to be 0.  No GST tax would be imposed on
the transfer.  Father would have $4.25 million of the GST exemption
remaining to apply to future transfers during life or at death.

iv. Inclusion Ratio for Trusts.      The GST tax exemption may be applied to
a trust.  In such a case, the rate of tax applied to a taxable distribution from
the trust or a taxable termination will also be determined by the inclusion
ratio.  An inclusion ratio of zero will mean that no GST tax will be imposed
on the trust.  For the inclusion ratio to be zero, the amount of the GST
exemption allocation made must equal the value of the trust when the
allocation is effective.  A timely allocation is effective on the date of the gift.
A late allocation is effective on the date the gift tax return is filed.   

v. ETIP Period.    Any GST exemption allocation made during a period in
which the property would be included in the transferor's gross estate, i.e., the
"ETIP" period, will not be effective.  IRC §2642(f)(1).  Nevertheless, if a
GST exemption is allocated to an ETIP period, the allocation cannot be
revoked. The allocation will become effective when the ETIP period
terminates.     



© 2013 LAW OFFICES OF DAVID L. SILVERMAN

Lake Success, New York (516) 466-5900

-26-

d. Technical Operation of GST Tax.     The GST tax is imposed on "generation
skipping taxable transfers" under IRC § 2611(a) of which there are three types:

i. Direct Skips.     A direct skip under IRC  § 2612(c) is an outright transfer or
a transfer in trust for the benefit of a person which skips a generational level,
and is subject to the gift or estate tax.  A grandparent's outright gift (in excess
of the annual exclusion amount) or gift to a trust for the benefit of a
grandchild would constitute a direct skip.  Tax liability for a direct skip is
imposed on the transferor in an outright direct skip, and on the trustee in the
case of a transfer in trust.  IRC § 2603(a).  The amount subject to tax is the
amount actually received by the transferee. 

  
(1) Trusts as “Skip” Persons.  A trust is a skip person only if all trust

beneficiaries are skip persons.  Therefore, a trust which provides for
distributions to children and grandchildren would not be a skip
person.  However, a trust which provides only for distributions to
grandchildren would be a skip person.  

ii. Taxable Distributions.      A taxable distribution under IRC § 2612(b) is a
transfer from a trust to a skip person.  An example would be a discretionary
distribution by a trustee to a grandchild of income or principal from a trust
being held for the grantor's child.  Payment of this tax is the obligation of the
distributee.  IRC § 2603(a).  The amount subject to tax is the amount received
by the distributee.  IRC § 2621.  If the trust pays the tax on behalf of the
beneficiary, this will result in an additional distribution subject to the GST
tax.  

(1) Distributions for Medical Care or Tuition.   Payments made
directly to the provider for medical care or tuition are not subject to
the GST tax. IRC § 2611(b)(1).

iii. Taxable Terminations.       The third type of taxable transfer is a taxable
termination under IRC § 2612(a). A taxable termination is the termination of
any present interest of any nonskip person in a trust by death, lapse, exercise
or nonexercise, where no nonskip person has an interest in the trust, and a
skip person could benefit from the trust.  Payment of this tax is the obligation
of the trustee.  IRC § 2603(a).  

(1) Exceptions.     There are two exceptions, the first being that there is
no taxable termination if immediately after the termination, a non-
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skip person has a present interest in the property that is more than
nominal.  

(a) Illustration of First Exception.   A trust is created for a
child, and upon the child's death, to the grandchild.  While the
death of the child would constitute a taxable termination, the
death of the grandchild during the child's life would not.  

(b) Illustration of Second Exception.    The second exception
provides there will be no taxable termination if "at no time
after such termination may a distribution . . . be made from
such trust to a skip person."  Therefore, in the example, if
upon the child's death a charity were to receive the trust
property, there would be no taxable termination.  The amount
subject to tax is the amount subject to termination.

e. Generation Move Down Rule.   This rule prevents the GST tax from applying more
than once by reassigning the transferor to one generation below his former
generation.  For example, assume that a transfer to a trust is a direct skip because the
only beneficiaries are grandchildren.  The rule prevents a distribution to a grandchild
from causing a second taxable transfer.

f. Direct Skips Result in Fewest Taxes.      Of this troika of GST taxable events,
lifetime “direct skips” result in the fewest GST taxes, since the tax is calculated on
the value of the property that the skip person receives.  In contrast, taxable
terminations and taxable distributions of trusts which occur at death result in much
higher GST tax liability, since an estate tax, which could nearly halve the estate, is
imposed first, followed by the GST tax, which exacts another like amount. Taxable
terminations and taxable distributions from trusts at death should be avoided
wherever possible. 
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