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Taking a Fresh 
Look at Lifetime Gift 

Planning Opportunities 
identify and implement strategies to take maximum advantage of the two-year increase, 

portability, and unification of the estate and gift tax exemption amounts. 

CAROL G. KROCH, MARY B. HICKOK, DONNA G. BARWICK, AND DONALD P. DICARLO, JR., ATTORNEYS 

he Tax Relief, Unemployment 

Insurance Authorization, and 

Job Creation Act of 2010 (the 

“2010 Act”) provides excep- 

tional opportunities for lifetime gift 

planning during 2011 and 2012, 

even though it has extended the 

uncertainty for long-term estate 

planning. The 2010 Act generally 

extended all of the provisions of 

the Economic Growth and Tax 

Relief Reconciliation Act of 2001 

(EGTRRA) for two years, moving 

EGTRRA’s sunset date from 

12/31/2010 to 12/31/2012. In addi- 

tion, the 2010 Act made changes 

to the estate, generation-skipping 

transfer (GST), and gift taxes. 

The increased exemption is not 

only an opportunity to increase 

family wealth transfer; in many 

instances, the increased exemption 

makes tax effective a technique that 

was inefficient when the exemption 

was limited to $1 million. This arti- 
cle explores the benefits and risks 

of lifetime gifts under the 2010 Act 

and takes a fresh look at some 

strategies that create attractive 

opportunities under the new law. 

2010 Act provisions 

Below is a summary of the relevant 

changes made by the 2010 Act. 

Gift tax provisions. Effective 

1/1/2011, the 2010 Act increased 

the gift tax exemption to $5 mil- 

lion, matching the increased 

exemption of $5 million that 

became effective in 2010 for the 

estate and GST exemption.1 Also, 

effective 1/1/2012, all three exemp- 
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tions are indexed for inflation, from 

a baseline of 2010.2 The gift tax max- 

imum rate of 35%, which applied in 

2010, is extended through 2012, and 

is now the same rate as the estate 

and GST taxes.3 For the first time 

since EGTRRA was enacted, the 

transfer tax system is unified. 

Importantly, the full increased 

exemption is also available to tax- 

payers who had previously made 

taxable gifts, whether they were 

above or below the $1 million ex- 

emption. The 2010 Act amends Sec- 

tion 2505(a) to provide that the cal- 

culation of the gift tax credit for 

prior gifts is based on the rates in 

effect for the current calendar year, 

rather than the calendar year when 

the gifts were made, so that the 

full unused exemption is available 

regardless of the exemption amounts 

and rates applicable when prior gifts 

were made. 

GST tax provisions. As noted 

above, the 2010 Act increased the 

GST tax exemption to $5 million
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and reinstated the entire GST sys- 

tem for all of 2010, although tem- 

porarily providing for a 0% rate in 

2010 only.4 The GST tax rate for 

2011 and 2012 isa flat rate of 35%. 

The 2010 Act also deferred by two 

years EGTRRA’s sunset provision, 

which states that “The Internal 

Revenue Code ... shall be applied 

and administered to years, estates, 

gifts, and transfers as if the provi- 

sions and amendments ... [of 

EGTRRA] had never been enact- 

ed.”5 The “never been enacted” lan- 

guage creates some technical issues 

for GST planning, as it is not clear 

what the impact of EGTRRA sec- 

tion 901 (i.e., the sunset provision) 

would be on future distributions 

after the sunset date from GST 

trusts that were created and fund- 

ed in reliance on exemption 

amounts and other GST provisions 

enacted under EGTRRA.6 

Portability of the estate and gift 

exemptions. One of the reforms 

ushered in by the 2010 Act is the 

“portability” of the estate tax 

exemption. Effective 1/1/2011, the 

unused exemption amount of a pre- 

deceased spouse may be used by the 

surviving spouse.? Like all other 

provisions of the 2010 Act, how- 

ever, new Section 2010(c)(4) is 

scheduled to expire on 12/31/2012. 

It is well beyond the scope of this 

article to discuss the impact of the 

new portability rules on estate plan- 

ning generally. In the context of 

lifetime gift planning, however, the 

new portability rules have two 

important aspects: 

1. Any unused exemption of a 

predeceased spouse, defined as 

the deceased spousal unused 

exclusion amount (DSUEA),8 

may be used by a surviving 

spouse for lifetime gifts, as 

well as for testamentary trans- 

fers. For a surviving spouse of 

a decedent who dies in 2011 

or 2012, the portability provi- 

sion may significantly increase 

the available lifetime gift 

exemption. Note that the com- 

putation of the DSUEA can be 

complex in the case of multi- 

ple marriages. In particular, in 

March 2011 the Joint Com- 

mittee on Taxation suggested 

that a technical correction to 

the 2010 Act might be 

required in order to compute 

the DSUEA as provided in an 

illustration in the Committee 

Report to the 2010 Act.9 

2. The GST tax exemption has no 

analogous portability provi- 

sion, so any unused GST tax 

exemption of a deceased spouse 

will “disappear” permanently 

as it did under prior law. 

Sunset provisions. Absent further 

congressional action, the changes 

made by the 2010 Act will sunset 

on 12/31/2012, with all three 

exemptions scheduled to revert to 

the law in effect before enactment 

of EGTRRA. While Congress is 

highly likely to act before the end 

of 2012 to avoid a reversion to pre- 

EGTRRA law, the congressional 

inaction at the end of 2009 and the 

late adoption of the 2010 Act are 

reminders of the impossibility of 

predicting when and how Congress 

will act to avoid the reinstatement 

of pre-EGTRRA law. Thus, 2011 

and 2012 provide a true “window 

of opportunity” for individuals and 
  

1 Sections 2505(a), 2010(c), and 2631(c). 

2 Sections 2010(c)(3)(B), 2505(a), and 2631(c). 

3 Sections 2641(a), 2502(a), and 2001(c). 

4 2010 Act section 302(c). 

5 EGTRRA section 901. 

§ See McCaffrey and Schneider, “The Gener- 

ation-Skipping Transfer Tax: Time Traveling 

with the GST Tax in 2011 and Beyond,” 150 

Tr. & Est. 30 (Feb. 2011); Worthington and 

Mielnicki, “Planning for Multi-generational 

Trusts,” 150 Tr. & Est. 34 (May 2011). 

7 Section 2010(c)(4). 

§ Section 2010(c)(4)(B)(ii). 

couples with the means to make 

substantial lifetime gifts. 

Administration's budget proposals 

On 2/14/2011, the Administration 

released its 2012 revenue propos- 

als,10 several of which would sig- 

nificantly affect planning strate- 

gies for federal estate, gift, and GST 

taxes. While these are only propos- 

als and must be enacted by Congress 

in order to take effect, they pro- 

vide insight into the Administration’s 

position on a variety of tax issues. 

Return to 2009 rates and exemp- 

tion. The baseline revenue assump- 

tions for the budget assume that 

the 2009 estate tax exemption of 

$3.5 million and rate of 45% 

would be permanently extended 

starting in 2013.11 

Portability rules made permanent. 

A proposal would make permanent 

the portability rules discussed 

above, which are currently effec- 

tive for 2011 and 2012 only.12 

Limit GST exemption to 90-year 

period. A proposal would affect 

long-term or perpetual trusts, such 

as a Delaware Dynasty Trust, dis- 

cussed below, by limiting the dura- 

tion of the GST exemption, so that 

distributions from the trust after 

90 years would be subject to the 

GST tax. This provision would 

apply to trusts that were funded 

after the date of enactment, and 

to contributions after the date of 
    

9 General Explanation of Tax Legislation Enact- 
ed in the 117th Congress,” Joint Commit- 
tee on Taxation, 3/23/2011. The Committee 
Report illustration suggests that the DSUE 
of a husband surviving a deceased wife who 
herself had DSUE from a deceased husband 
includes all of such unused exemption, a 
result that does not appear to follow from the 
language of Section 2010(c)(4). 

10 General Explanations of the Administration's 
Fiscal Year 2012 Revenue Proposals, Depart- 
ment of the Treasury, February 2011 (“Green- 
book” 2012), 

11 Greenbook 2012, Table 2, page 149. 

12 Greenbook 2012, page 123. 
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EXHIBIT 1 
Benefits of Dynasty Trust in a Non-Clawback Scenario 
  

  

$5 million of assets 
contributed to 
dynasty trust; $15 million of 
$10 million assets retained 

of assets retained outside of 
outside the trust a dynasty trust 
  

Gross estate after 

  

excluded from estate tax 

64,378,061 
25 years (6% rate of return) Ste ee a $ 

Value of dynasty trust after 
25 years (6% rate of return), $21,459,354 $0 

  

Estate tax (assuming a 55% 
maximum rate and $1 million 
exemption, but no clawback 
of prior gift) 

($23,964,489) ($35,062,133) 

  

Net transfer to heirs (i.e., full 
value of dynasty trust plus 
after-tax estate value)     $40,413,572 $29,315,927     
  

enactment to trusts formed before 

enactment.13 

Modify valuation discount rules 

for family-controlled entities. As 

proposed last year,'4 this proposal 

would create a category of “disre- 

garded restrictions,” to be devel- 

oped by regulation, that would not 

result in valuation discounts. The 

proposal would apply to transfers, 

after the date of enactment, of prop- 

erty subject to restrictions created 

after 10/8/1990.15 

Modify GRAT requirements. Also 

proposed last year,'6 a ten-year term 

would be required for grantor 

remainder annuity trusts (GRATs). 

Furthermore, the value of the 

GRAT remainder interest would 

need to exceed $0, and decreasing 

annuity payments would be pro- 

hibited. These requirements would 

apply to trusts created after the date 

of enactment.17 These GRAT 

restrictions were passed by the 

House three times during 2010, but 

were never adopted by the Senate.18 

This proposal, along with the 

possibility of an increased Section 

7520 valuation rate, should encour- 

age the formation of short-term 

GRATs sooner rather than later. 

While GRATs are not considered 

in this article, as they are not typ- 

ically a strategy to use increased 

exemption, nevertheless this is an 

important proposal to watch, as 

GRATs are an important part of 

estate and gift planning, particu- 

larly when the client has assets 

whose values may be very volatile. 

Require consistency for transfer 

and income tax valuation. This 

proposal requires consistency in 

valuing property received by inher- 

itance or gift for income, estate, 

and gift tax purposes.19 This pro- 

vision would be effective on the 

date of enactment.20 

Benefits of making gifts 

Clients who are financially able 

to take advantage of the increased 

exemption can achieve many ben- 

efits by making gifts during the 

two-year window. 

Use increased exemption. With the 

gift and GST exemptions scheduled 
to drop dramatically in 2013, a 

gift allows clients to remove assets 

from their estates. As discussed 

below, a potential risk exists that an 

estate will lose the benefit of the larg- 

er gift tax exemption if there is a 

“clawback” of the exemption at 

death. Using the current gift exemp- 

tion, rather than relying on porta- 

bility, however, makes sense for a 

variety of reasons. Most impor- 

tantly, portability is scheduled to 

expire in two years. Furthermore, 

the ability to use a deceased spouse’s 

unused exemption depends on mul- 
tiple factors, including the surviv- 

ing spouse’s subsequent remarriage. 

Remove future appreciation from 

the estate. Regardless of whether 

the clawback applies, a lifetime gift 

permits clients to remove future 

appreciation of assets from their 

estates, a benefit that can signifi- 
cantly multiply the estate tax sav- 

ings over and above the tax savings 

from the initial gift. 

Take advantage of valuation dis- 

counts. With the possibility of future 

change to the valuation rules for 

family-controlled entities, lifetime 

gifts today can maximize the advan- 

tages of the current exemption 

through gifts of family limited part- 

nership (FLP) or limited liability 

company (LLC) interests that are 

appropriately valued considering 

lack of control and marketability. 
  

13 Greenbook 2012, page 129. 

14 General Explanations of the Administration's 
Fiscal Year 2011 Revenue Proposals, Depari- 
ment of the Treasury, February 2010 (“Green- 
book 2011”), page 124. 

15 Greenbook 2012, page 127. 

16 Greenbook 2011, page 126. 

17 Greenbook 2012, page 128. 

18 “Small Business and Infrastructure Jobs Tax 
Act of 2010” (H.R. 4849) passed 3/25/2010; 

“Small Business Jobs Tax Relief Act of 2010” 
(H.R. 5486) passed 6/15/2010; and supple- 
mental appropriations bill (H.R. 4849) passed 
7/1/2010. 

19 Greenbook 2011, page 122. 

20 Greenbook 2012, pages 125-126. 
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EXHIBIT 2 

Benefits of Dynasty Trust in a Clawback Scenario 
  

  

$5 million of assets 

of assets retained 
outside the trust 

contributed to 
dynasty trust; 
$10 million 

$15 million of 
assets retained 

outside of 
| a dynasty trust 

  

Gross estate after 

  

excluded from estate tax 

42,918,707 “$64,378,061 
25 years (6% rate of return) $2272 pe 

Value of dynasty trust after 

25 years (6% rate of return), $21,459,354 $0 

  

Estate tax (assuming a 55% 
maximum rate and $1 million 
exemption, and clawback of 
prior gift) 

($26,009,489) ($35,062,133) 

  

Net transfer to heirs (i.e., full 
value of dynasty trust plus 
after-tax estate value)     $38,368,572 $29,315,927       

Take advantage of current GST 

exemption. As noted above, the 

Administration’s revenue propos- 

als would limit the duration of 

the GST exemption to 90 years, but 

would not apply to trusts created 

or contributions made before enact- 

ment. Because the GST exemp- 

tion is not portable, a surviving 

spouse cannot rely on portability 

of the GST exemption for testa- 

mentary planning. 

State estate tax benefits. With the 

federal exemption substantially 

increased, lifetime gifts using the 

exemption also provide a state estate 

tax savings opportunity in most 

states. Only Connecticut, Tennessee, 

and Puerto Rico impose a gift tax.21 

Some states also impose a GST tax, 

but the applicability of these taxes 

is beyond the scope of this article. 

Risks of making lifetime gifts 

While lifetime gifts can be a very 

efficient strategy for transfer tax 

purposes, the risks of making life- 

time gifts also need to be carefully 

considered with clients. 

Can donor afford it? The most 

important planning question, of 

course, is whether the donor can 

afford to lose the benefit of the 

income and the principal of the 

property given as a lifetime gift. As 

discussed below, some gift strate- 

gies can provide income for the 

donor or spouse, but at the end of 

the day, the donor must be able to 

afford to make the gift. 

Will the asset make good use of the 

exemption? Assets for lifetime gifts 

must be carefully selected. While 

appreciated assets leverage use of 

the exemption, gifts of assets that 

end up losing value waste the 

exemption. 

Consider the basis consequences. 

Lifetime gifts lose the potential ben- 

efit of the basis step up at death, so 

it is important to assess the estate 

tax savings from the gift relative to 

the income tax cost of the future 

capital gains on the gifted assets 

that have a carryover basis. 

Potential clawback. The scheduled 

decrease of all three exemptions to 

$1 million (indexed for inflation in 

the case of the GST) in 2013 pres- 

ents the possibility that a decedent 

could die in a year in which the 

estate tax exemption is lower than 

the gift tax exemption used for an 

earlier gift. This possible reduction 

in the exemption, coupled with the 

wording of the Form 706 instruc- 

tions on the calculation of the estate 

tax, has raised the question of 

whether the benefits of the earlier 

larger gift exemption would be 

“clawed back” by virtue of the 

estate tax computation required in 

the year of death. 

A detailed consideration of the 

clawback issue is beyond the scope 

of this article. While it is important 

to advise clients contemplating 

gifts of the uncertainty of the claw- 

back, there are several reasons to 

believe that this uncertainty will 

be resolved favorably. First, the 

ambiguity is created by instruc- 

tions that were written prior to the 

enactment of the 2010 Act. Sec- 

ond, congressional staff have indi- 

cated that the clawback was not 

intended and have even suggested 

the possibility of a technical cor- 

rection to the 2010 Act.z2 

Even if the clawback does apply, 

the gift will still have successfully 
removed from the taxable estate 

any appreciation in the value of the 

gifted assets from the time of the 

gift until the decedent’s death. A 

clawback could, however, produce 

liquidity issues with regard to the 

estate tax, and in some extreme 

cases, if the decedent had given 

away the bulk of his or her assets, 

the estate might not have sufficient 

resources to pay the tax. Some 

21 Conn. Gen. Stat. § 12-640; Tenn. Code Ann. 

§ 67-8-101; P.R. Laws Ann. tit. 13, § 883. 

22 Akers, “Estate Planning Effects and Strate- 
gies under the “Tax Relief ... Act of 2010” 
(Feb. 2011), Texas Tax Lawyer (Winter 2011) 
page 34. 
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EXHIBIT 3 
Seed Money Gift Followed by Installment Sale 
  

Assumptions: 

Amount of loan: $45 million. 
Amount of gift: $5 million. 
Applicable federal rate: 4.05%. 

Total rate of return: 6.00%. 
Number of years of loan: 20. 

Interest is computed semi-annually. 

  

Beginning 
Year amount 

1 $50,000,000 

2 $51,159,047 

3 $ 52,387,637 

4 $53,689,943 

5 $55,070,386 

6 $ 56,533,657 

7 $58,084,723 

8 $59,728,854 

9 $61,471,632 

10 $63,318,977 

11 $65,277,163 

12 $ 67,352,840 

13 $69,553,058 

14 $71,885,289 

15 $74,357,453 

16 $ 76,977,947 

17 $79,755,671 

18 $ 82,700,059 

19 $85,821,110 

20 $89,129,423 

Investment Interest 
return expense 

$3,000,000 —$ 1,840,953 

$3,069,543 —$ 1,840,953 

$3,143,258 —$ 1,840,953 

$3,221,397 —$ 1,840,953 

$3,304,223 —$ 1,840,953 

$3,392,019 —$ 1,840,953 

$3,485,083 -—$ 1,840,953 

$3,583,731 —$ 1,840,953 

$3,688,298 —$ 1,840,953 

$3,799,139 —$ 1,840,953 

$ 3,916,630 —$ 1,840,953 

$4,041,170 —$ 1,840,953 

$4,173,183 —$ 1,840,953 

$4,313,117 —$ 1,840,953 

$4,461,447 —$ 1,840,953 

$ 4,618,677 —$ 1,840,953 

$ 4,785,340 —$ 1,840,953 

$ 4,962,004 —$ 1,840,953 

$5,149,267 —$ 1,840,953 

$5,347,765 —$ 1,840,953 

commentators have suggested that 

a gift agreement may bea possible 

solution, but such agreements may 

also result in estate tax inclusion 

of the amount subject to reim- 

bursement. In some states, appor- 

tionment statutes may address the 

issue of donee liability, but many 

states do not have legislative or 

judicial guidance.23 

Despite the ongoing uncertain- 

ty, for donors with substantial net 

worth holding assets likely to 

appreciate, the benefits of making 

large lifetime gifts would appear to 

outweigh the uncertainties created 

by the clawback possibility. Most 

importantly, the gift will remove 

all future appreciation from the 

estate, and in the worst case, will 

create additional tax equal only 

to what the estate would have owed 

if the gift were not made and had 

not increased in value. Most clients 

are unlikely to make such sub- 

stantial gifts relative to their total 

net worth as to create the likeli- 

hood of leaving the estate unable 

to pay any estate tax due. 

Balloon 
payment 

Ending 
balance 

$51,159,047 

$ 52,387,637 

$53,689,943 

$55,070,386 

$56,533,657 

$ 58,084,723 

$59,728,854 

$61,471,632 

$63,318,977 

$65,277,163 

$67,352,840 

$69,553,058 

$71,885,289 

$74,357,453 

$ 76,977,947 

$79,755,671 

$82,700,059 

$ 85,821,110 

$89,129,423 

—$ 45,000,000 $ 47,636,236 

Could distributions from exempt 

GST trusts be subject to tax if pre- 

EGTRRA law returns? By deferring 

EGTRRA section 901 for two years, 

the 2010 Act defers, but does not 

eliminate, the uncertainty on the 

future applicability of GST distri- 

butions from many GST trusts that 

to date are fully exempt. The range 
of issues raised by section 901’s 

“never been enacted” rule is well 

beyond the scope of this article. If 

section 901 becomes effective in 
  

23 Id. at pages 31 and 36. 
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2013 or at a later date, it could affect 

not only trusts funded in 2011 and 

2012, but all GST trusts funded 

under the increased exemption pro- 

vided under EGTRRA. Further, 

trusts that had relied on a variety 

of provisions permitting qualified 
severances, late allocations, and 

automatic allocations, might also 

need to recalculate their inclusion 

ratios.24 The planning issues relat- 

ed to funding new trusts are con- 

sidered briefly below in the context 

of funding a dynasty trust. 

Establishing a perpetual 
or dynasty trust. 

Perhaps the most attractive use of 

the enhanced exemption, for fam- 

ilies who can afford to make such 

a gift, is to use the exemption to 

fund a perpetual or dynasty trust 

primarily for the benefit of grand- 

children and future generations. 

Many states now permit perpetual 

trusts, but for purposes of this 

example, we will refer to the ben- 

efits of establishing a dynasty trust 

in Delaware. Of particular signif- 

icance in planning for a large life- 

time gift of such long duration, is 

that a dynasty trust in Delaware 

can take advantage of state law pro- 

visions that permit a trust to be 

established with advisors who may 

advise the trustee regarding both 

investment of and distributions 

from the trust.25 Further, the trustee 

and advisors may be given guide- 

lines in the trust as to the types of 

expenditures that the donors would 

expect to be considered. Because 

the trustee, which is usually a cor- 

poration, may be expected to get 

to know the family well, if in the 

future advisors are no longer serv- 

ing, the trustee will have guidance 

  

24 See McCaffrey and Schneider, supra note 6. 

25 Del. Code Ann. tit. 12, § 3313. 

26 See Worthington and Mielnicki, supra note 6. 
See also McCaffrey and Schneider, supra 
note 6. 

27 Greenbook 2012, page 129. 

and experience in distributing 

money from the dynasty trust. 

A married couple who has not 

yet used any of the $5 million per 

spouse gift exemption can fund 

such a trust with $10 million in 

2011 or 2012. In addition, in order 

to maximize the benefits for future 

generations, the full GST exemp- 

tion of $5 million per spouse may 

be allocated to the trust. Because 

future growth of the trust is not 

subject to estate, gift, or GST tax, 

subject to the risk of future GST 

tax discussed below, the trust can 

in effect become a “family endow- 

ment fund” for future generations. 

Over time, the estate tax savings 

from establishment of a dynasty 

trust can be substantial. 

Exhibits 1 and 2 show the bene- 

fits of establishing a $5 million 

dynasty trust by a married couple 

with a total net worth of $15 mil- 

lion, assuming an annual growth rate 

of 6%. The exhibits illustrate dif- 

ferent scenarios regarding the appli- 

cability of a clawback provision: 

e Exhibit 1 assumes that the 

estate tax reverts to the pre- 

EGTRRA maximum rate of 

55%, with a $1 million exemp- 

tion, and further assumes no 

clawback of the earlier gift in 

computing the estate tax. 

e Exhibit 2 also assumes that 

the estate tax rate reverts 

to a maximum rate of 55%, 

with a $1 million exemption, 

but assumes that the addition- 

al gift above the $1 million 

exemption is fully clawed 

back, although for the reasons 

noted above, we believe this is 

an unlikely scenario. 

Could future distributions be sub- 

ject to the GST tax? One of the most 

attractive features of the dynasty 

trust has been that future distribu- 

tions are not subject to the GST tax, 

provided that the amount funding 

the trust was fully covered by GST 

exemption at the time of funding so 

that the trust had an inclusion ratio 

of zero. As noted above, EGTRRA 

section 901 creates a risk that future 

distributions from a trust that was 

fully exempt when funded, could 

nevertheless be subject to the GST 

tax if distributions are made at a 

time when section 901 is in effect 

and is interpreted literally. Among 

other consequences, it is possible 

that section 901 could be interpreted 

to require a recalculation of the 

trust’s inclusion ratio based on the 

exemption in effect at the time of 

distribution. 

Some commentators have sug- 

gested a conservative planning 

approach to mitigate this risk. 

Rather than funding a single 

dynasty trust, instead three trusts 

could be created, funded respec- 

tively with $1 million, $2.5 million, 

and $1.5 million. The multiple 

trusts would provide more flexi- 

bility if in the future, the GST 

exemption amount is reduced, and 

there is no protection for amounts 

funded during the period of high- 

er exemptions.26 The second and 

third trusts might give beneficiar- 

ies a general power of appointment, 

under certain circumstances, so 

as to avoid distributions subject to 

the GST tax. 

In addition, as previously dis- 

cussed, the Administration’s revenue 

proposals would limit the dura- 

tion of the GST exemption to 90 

years. At that time, the GST exclu- 

sion allocated to the trust would 

end, increasing the inclusion ratio 

under Section 2642 to one,?7 so that 

distributions after 90 years would 

be fully taxable. This proposal is yet 

another reason to consider acting 

sooner rather than later to fund a 

Delaware dynasty trust with the 

expanded $5 million exemption 

available for 2011 and 2012. 
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Grantor trust planning with a 

dynasty trust. Another significant 

advantage of establishing a Dela- 

ware dynasty trust is that the trust 

may be drafted as a “grantor trust” 

for federal income tax purposes, so 

that the donor is required to pay 

the trust’s federal income tax lia- 

bility. Grantor trust status is often 

accomplished by providing that the 

donor may substitute assets in the 

trust for other assets of equiva- 

lent value,28 or sometimes by giv- 

ing a third party the ability to add 

a charitable beneficiary.22 The 

donor’s payment of the tax is not 

treated as a taxable gift to the trust 

each year,30 and since the trust will 

not pay any income or capital gains 

taxes, the trust can continue to 

grow income-tax free until the 

donor’s death. 

If a dynasty trust is structured 

as a grantor trust, it may also be an 

effective vehicle for a freeze trans- 

action. Through this transaction, 

often referred to as a sale to an 

intentionally defective grantor trust 

(IDGT), the donor makes a gift of 

seed money to the trust, followed 

by a sale of assets to the trust, tak- 

ing back an installment note. Gen- 

erally the trust is funded with a seed 

money gift of at least 10% of the 

total sale so as to assure that the 

note is respected as bona fide debt.3' 

Because of the grantor trust status, 

the sale is not treated as such for 

federal income tax purposes and, 

therefore, no capital gain tax will 

be due.*2 This technique freezes the 

value of the assets for estate plan- 

ning purposes, so the only asset 

taxed in the donor’s estate is any 

outstanding value of the note. The 

appreciation on the assets trans- 

ferred escapes taxation in the 

donor’s estate. 

The increased exemption makes 

possible very large sales, because 

the seed money gift may now be 

increased to $5 million without 

incurring any gift tax. In addition 

the increased exemption may pro- 

vide an opportunity to address out- 

standing installment notes. For 

example, if as part of a sale to an 

IDGT some years ago, guarantees 

were used to provide more equity 

around the seed gift, the donor 

could make an additional gift to 

the trust with the newly increased 

exemption, in order to terminate 

the guarantee agreements. 

| A proposal would 
affect long-term 
or perpetual 
trusts, such asa 
Delaware Dynasty 
Trust, by limiting 
the duration of the 
GST exemption. 

  

Such a freeze technique is par- 

ticularly powerful because the only 

GST exemption needed is to cover 

the seed money; no allocation is 

made to the value of the assets that 

are sold to the trust, and as noted 

above, all future distributions to the 

beneficiaries of the trust should be 

gift, estate, and GST tax free, sub- 

ject to the caveats discussed above 

regarding the potential GST impact 

of EGTRRA section 901 and the 

Administration’s proposal to tax dis- 

tributions from dynasty trusts after 

90 years. Clients should also be 

warned of a less theoretical risk, 

namely, that these sales are not 

specifically permitted by statute, 

unlike GRATs, for example, and 

therefore can entail more risk of 

challenge on audit. Market valua- 

tion of the assets and market terms 

for the installment note are very 

important to avoid gift taxation. 

Exhibit 3 provides an illustra- 

tion of an installment sale, taking 

advantage of the full $5 million 

exemption as seed money for a 

$50 million transfer. 

Establishing lifetime credit 
shelter trust for spouse 

Although a Delaware dynasty trust 

is highly tax-efficient, many clients 

cannot afford to lose the benefit of 

$5 million or $10 million (for a 

married couple) in assets during 
lifetime. In the current environ- 

ment, with the federal exemption 

scheduled to decrease, and most 

state estate tax exemptions sub- 

stantially below the federal level, 

establishing a lifetime credit shel- 

ter trust to take advantage of the 

increased exemption may be an 

attractive alternative. 

A lifetime credit shelter trust 

could be structured with provisions 

similar to a more typical testa- 

mentary credit shelter trust. Such 

a trust could allow the trustee var- 

ious levels of discretionary pay- 

ments to or on behalf of the spouse. 

Because no marital deduction 

would be elected, the asset trans- 

fer would be a completed gift, using 

some or all of the increased $5 mil- 

lion exemption available in 2011 

and 2012. A lifetime credit shel- 

ter trust could be very attractive to 

a married couple since the donor’s 

spouse could serve as trustee, be 

one of the discretionary benefici- 

aries (along with the donor’s issue, 

if desired), and could hold a limit- 

ed power of appointment. 

The limited power could even be 

drafted broadly enough to allow the 

donor to be a discretionary bene- 

ficiary if the donor survived the 

donee spouse. To avoid the possi- 

ble argument by the IRS that the 

donor has retained the possession 

or enjoyment of, or the right to 

the income from the property, 

resulting in inclusion in the origi- 

  

   

28 Section 675(4)(c). 

29 Section 675(c). See Ltr. Rul. 200747001. 

30 Rev. Rul. 2004-64, 2004-2 CB 7. 

31 Ltr. Rul. 9535026. 

32 Section 677(a); Rev. Rul. 85-13, 1985-1 CB 

184; Rev. Rul. 2004-64, supra note 30. 

33 Section 2036(a)(1). 
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nal donor’s estate, the conservative 

approach might instead be to pur- 

chase life insurance in an irrevo- 

cable life insurance trust to cover 

the assets lost on an early death of 

the donee spouse. Another advan- 

tage of a lifetime credit shelter trust 

is that it may be drafted to pro- 

vide that the definition of “spouse” 

includes any person to whom the 

donor is married, from time to time, 

for the rest of his or her life. 

Because few states have a gift 

tax, removing assets from the 

donor’s estate in 2011 and 2012, 

while providing benefits for the 

marital unit, should successfully 

protect the assets from state estate 

tax, which may have a much lower 

exemption amount than the fed- 

eral exemption at the time of the 

donor’s death. 

If the donor is concerned that 

the donee spouse might exercise the 

power of appointment in a manner 

that is inconsistent with the donor’s 

overall plan, the trust could pro- 

vide that the exercise requires the 

consent of a non-adverse third 

party, such as the donor’s sibling. 

Under Section 677, the trust 

would be treated as a grantor trust 

for income tax purposes unless 

there were an adverse party who 

had to consent to distributions to 

the donee spouse. 

If a client and his or her spouse 

each wish to create a credit shelter 

trust, in order to obtain the maxi- 

mum benefit from this technique, 

great care will be needed in struc- 

turing the two trusts, in order to 

avoid the reciprocal trust doctrine. 

  

If the doctrine applied, because the 

trusts were held to be substantially 

identical, and “interrelated,” the 

trusts would be “uncrossed,” and 

each trust would be taxable to the 

estate of the original donor, as the 

doctrine holds that the donor would 

be treated as having set the trust 

up for the donor’s own benefit.34 

If the trusts are created and fund- 

ed at different times, or with dif- 

ferent benefits for the spouse, then 

the trusts should not be found to 

be substantially identical, and it 

should be possible for each spouse 

to create a credit shelter trust.35 

Completed gift with a 
self-settled asset protection trust 

As noted above, many clients may 

be reluctant to make large life- 

time gifts out of a concern that they 

might need some of the income or 

principal in the future. For some 

individuals, funding an asset pro- 

tection trust (APT) as a complet- 

ed gift may be an effective alter- 

native to funding a credit shelter 

trust for the benefit of a spouse. 

In the past, a client could do little 

when making a gift in order to 

retain the possibility of benefiting 

from the gifted property in the 

future. A trust set up by a donor 

that also benefited the donor, often 

called a “self-settled trust,” did not 

provide completed gift treatment 

for a transfer into the trust, because 

creditors could reach the assets. 

Thus, the assets were taxable in the 

donor’s estate. 

Thirteen states now allow self- 

settled trusts that in varying degrees 
    

34 Grace, 395 U.S. 316, 23 AFTR2d 69-1954 
(1969). 

35 See Gans, Blattmachr, and Zeydel, “Super- 

charged Credit Shelter Trust,” 21 Prob. & Prop. 
52 (July/August 2007). 

36 Alaska Stat. § 34.40.110 (1997). 

37 Colo. Rev. Stat. § 38-40-111 (1861). 

38 12 Del. C. §§ 3536(c), 3570—3576 (1997). 

39 Haw. Rev. Stat. §§ 554G-1—554G-12 (2010). 

40 RSMo § 456.5-505 (2005). 

41 Nev. Rev. Stat. §§ 166.010-166.170 (1999). 

42 NLH. Rev. Stat. Ann. §§ 564-B:5-505(c), 564- 
D:1-564-D: 18 (2009). 

43 Okla. Stat. tit. 31, §§ 10-18 (2004) 

44 RI. Gen. Laws §§ 18-9.2-1-18-9.2-7 (1999). 

45 3.D. Codified Laws §§ 55-1-36, 55-16-1-55- 

16-17, 55-3-39, 55-3-41, 55-3-47 (2005). 

46 Tenn. Code Ann. §§ 35-16-101-35-16-112 
(2007). 

47 Utah Code Ann. § 25-6-14 (2003), 

48 Wyo. Stat. Ann. §§ 4-10-1038, 4-10-506(b), 
4-10-510-4-10-523 (2007). 

49 71 Del. Laws, c. 159 (1997). 

protect the assets from the donor’s 

creditors, while allowing the donor 

to be a permissible beneficiary: 

12. 

13. 

Alaska.36 

Colorado.37 

Delaware.38 

Hawaii.39 

Missouri.4° 

Nevada.4 

New Hampshire.42 

Oklahoma.43 

Rhode Island.44 

South Dakota.4s 

Tennessee.46 

Utah.47 

Wyoming.*8 

For purposes of describing the gift 

vehicle in more detail, the discussion 

that follows refers to Delaware law. 

Many asset protection trusts are cre- 

ated primarily for protection from 

future creditors, including a future 

spouse, and are not structured as 

completed gift vehicles. With a life- 

time gift exemption of $5 million for 

2011 and 2012, however, individ- 

uals structuring an APT as a com- 

pleted gift can provide a “rainy day 

fund” for themselves, rather than 

funding a trust that benefits only 

future generations. 

The Delaware Qualified Dis- 

positions in Trust Act (“the Dela- 

ware Act” )49 was originally enact- 

ed in 1997 and imposes certain 

requirements in order to obtain 

its protection, regardless of whether 
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transfers are intended to be com- 

pleted gifts. The trust must: 

e Be irrevocable. 

° Specify that Delaware law 

will apply. 

e Contain a spendthrift provi- 

sion. 

e Provide for a qualified 

Delaware trustee. 

If a client wants to make a com- 

pleted gift to a Delaware APT, the 

trust must be drafted to allow only 

certain benefits, in order to avoid 

inclusion in the donor’s estate under 

Sections 2038(a)(1) and 2036(a)(1) 

and (2). The donor may receive 

income and principal in the inde- 

pendent trustee’s sole discretion, and 

discretionary reimbursement for 

income taxes if it is a grantor trust.51 

An actual pattern of distributions, 

however, may increase the risk of 

estate tax inclusion. There may 

be an argument under Section 

2036(a)(1) that there was an implied 

agreement with the trustee for con- 

tinued enjoyment of the assets. 

The Delaware APT may provide 

for the appointment of advisors 

to remove and replace qualified 

trustees; direct, consent to, or dis- 

approve distributions from the 

trust; or serve as investment advi- 

sors (even the donor may serve in 

this capacity).52 

Because a Delaware APT bene- 

fits the donor or the donor’s spouse, 

it is generally a grantor trust for 

income tax purposes.§3 From a 

wealth transfer perspective, having 

the grantor, rather than the trust, 

pay the income tax is advantageous. 

Alternatively, the trust could be 

structured as a non-grantor trust. 

The Service has ruled repeatedly 

that a domestic APT may qualify 

as a non-grantor trust if distribu- 

tions to the trustor must be 

approved by adverse parties.54 Most 

donors however, prefer not to 

involve adverse parties, such as 

their adult children, in the man- 

agement of the trust. The Delaware 

Act also allows the donor the abil- 

ity to replace the trustee or advi- 

sors with “unrelated and non-sub- 

ordinate parties” .55 

Where the trust permits distri- 

butions to the donor, even when 

limited to the sole discretion of an 

independent trustee, a question 

arises whether this trust provision 

is enough by itself to cause estate 

tax inclusion. Cases and rulings 

support the view that it is not 

enough to cause inclusion.56 The 

Delaware Act specifically states that 

any understanding between the 

donor and the trustee to obtain 

future benefits is invalid.s7 Alter- 

natively, some advisors suggest that 

as long as the donor-spouse is mar- 

ried, the Delaware APT should pro- 

vide no benefits at all for the donor, 

but could still benefit the spouse.58 

The Service has twice ruled, in 

Ltr. Ruls. 9837007 and 200944002, 

that transfers to an Alaska APT were 

completed gifts, even though the 

donor was a discretionary benefi- 

ciary. However, neither ruling con- 

firmed that transferred assets would 

definitely be excluded from the 

donor’s estate. The Service clarified 

that the discretionary authority to 

benefit the donor, combined with 

events during the rest of the donor’s 

lifetime, could result in the Service 

arguing for inclusion at the time of 

the donor’s death. However, the 

mere ability of the donor to receive 

distributions in an independent 

party’s discretion was not enough, 

per se, to cause the assets to be 

included in the donor’s estate. 

Although this ruling addressed the 

estate tax treatment of an Alaska 

APT, a similar analysis should apply 

to self-settled trusts formed under 

the laws of other states. 

Perhaps the most serious chal- 

lenge to a completed gift APT is the 

question of the rights of creditors 

to reach the assets. Because self- 

settled trusts are enforceable under 

the Delaware Act, and Delaware 

law should control even if the 

donor lives in another jurisdiction, 

creditors are prohibited from 

reaching the Delaware APT trust 

assets, so a completed gift APT 

should be possible, with a corre- 

sponding exclusion from the 

donor’s estate.59 

Some commentators have ques- 

tioned whether a divorced spouse’s 

alimony rights, or rights of chil- 

dren under a support agreement, 

provide limited creditor’s rights 
that would prevent treatment of 

a Delaware APT as a completed 

gift for federal transfer tax pur- 

poses.6 However, because these 

limited rights arise only due to the 

donor’s divorce, which is an “act 

of independent significance,” those 

limited rights should not by them- 

selves result in adverse tax con- 

sequences. Authorities recognize 

that donors will not engage in 
  

50 Del. Code Ann. tit. 12, § 3570(11)(a) to (c). 

51 Del. Code ann. tit. 12, § 3570(11)(b). 

52 Del. Code Ann. tit. 12, § 3570(8)(c). 

33 Section 677(a). 

54 Ltr. Ruls. 200731019, 200729025, 200715005, 
200647001, 200637025, 200612002, 200502014, 
200247013, and 200148028. See Pulsifer and 

Flubacher, “Eliminate a Trust's State Income 
Tax,” 145 Tr. & Est. 30 (May 2006); Steiner, 
“The Accidentally Perfect Non-Grantor Trust,” 

144 Tr. & Est. 28 (Sept. 2005). 

Del. Code Ann. tit. 12, §§ 3570(8)(d) and 
3570(11)(b). 

In re Uhl’s Estate, 241 F.2d 867, 50 AFTR 1746 

(CA-7, 1957); Estate of German, 55 AFTR2d 
1577 (Cls. Ct., 1985); Rev. Rul. 2004-64, supra 
note 30; Rev. Rul. 77-378, 1977-2 CB 347; 

Rev. Rul. 76-103, 1976-1 CB 293. See Ltr. Ruls. 
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200944002, 9837007, 9332006, and 8037116. 

See also Shaftel, “IRS Letter Ruling Approves 
Estate Tax Planning Using Domestic Asset 
Protection Trusts,” 112 J. Tax’n 213 (Apr. 
2010); Covey and Hastings, “I.R.C. Sec. 
2036(a)(1); Grantor as Beneficiary of Dis- 
cretionary or Ascertainable Standard Trust,” 
Prac. Drafting 9953-58 (Jan. 2010); Roth- 
schild, Blattmachr, Gans, and Blattmachr., 

“IRS Rules Self-Settled Alaska Trust Will Not 
Be in Grantor's Estate,” 37 ETPL 3 (Jan. 2010). 

Del. Code Ann. tit. 12, § 3571. 

Akers, supra note 22, at page 61. 

See Estate of German, supra note 56 (court 
applied Maryland law designated by trust 
even though settlor resided in Florida). 

60 Akers, supra note 22, at page 62; Worthing- 
ton and Mielnicki, supra note 6. 
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acts of independent significance, 

including divorce or separation, in 

order to regain control over trust 

property.® 

A donor should file a timely gift 

tax return for a transfer to a 

Delaware APT that is intended to 

exclude its assets from the donor’s 

estate. This will commence the run- 

ning of the period of limitations for 

assessment of the gift tax, even if 

the assets are ultimately included 

in the donor’s estate based on the 

facts and circumstances during the 

rest of the donor’s life. 

If the donor is confident that no 

pattern of distributions will occur, 

then the donor may decide also to 

allocate GST exemption on the gift 
tax return to the transfers made 

to the Delaware APT. If the donor 

is unsure of the extent of his or her 

future need for the assets, it would 
  

76-1529 (Ct. Cl., 1976); Outwin, 76 TC 153 
(1981); Ltr. Rul. 9141027; TAM 8819001. 

62 Section 2702; Reg. 25.2702-5. 

63 www. Standardandpoors.com/Case-Shiller 
Home Prices Indices. 

64 See generally, Choate, The QPRT Manual; The 
Estate Planner’s Guide to Qualified Person- 

al Residence Trusts (Ataxplan Publications, 

2004). 

61 See Estate of Tully, 528 F.2d 1401, 37 AFTR2d 

probably be preferable to transfer 

a smaller amount into a complet- 

ed gift Delaware APT with a larg- 

er amount into a more traditional 

Delaware APT. 

Reconsider creation of a 
qualified personal residence trust 

When the federal estate tax exemp- 

tion amount was only $1 million, 

the creation of a qualified person- 

al resident trust (QPRT)® for a 

valuable residence may not have 

been possible without paying gift 

tax. Even though a QPRT is a way 

of leveraging the exemption 

amount, real estate values were his- 

torically high. Those inflated val- 

ues and the rapid decline in them 

were central to the market decline 

and financial crisis of the last few 

years.63 The lower values now allow 
    

65 Section 7520. The Applicable Federal Rate 
(AFR) is set monthly by the IRS and tends to 
follow market interest rates. AFRs are set for 
short-term loans (up to three years), mid-term 
loans (three to nine years), and long-term 

loans (more than nine years). The Section 
7520 rate is the rate used to value the right 
to live in the residence for the term of years. 
The Section 7520 rate follows the AFR; it is 

set at 120% of the mid-term AFR. 

for even more efficient use of the 

increased exemption amount. 

A QPRT is basically a delayed 

gift of a personal residence. The 

residence is transferred to a trust 

for a term of years, after which it 

may remain in trust for the bene- 

ficiaries or be transferred to them 

outright. Because the QPRT is not 

effective for removing the residence 

from the donor’s estate for estate 

tax purposes if death occurs with- 

in the QPRT term, it is advisable 

to use a term of years that the do- 

nor is likely to survive.® The value 

of the gift at the creation of the 

QPRT is the value of the residence 

minus the value of the right to occu- 

py the residence for the term of 

years. That right is calculated using 

the Section 7520 rate.65 

One of the major benefits of the 

QPRT is the certainty provided 

by the Code and Regulations, 

unlike the litigation risk of trans- 

fers that take advantage of valua- 

tion discounts for FLP or LLC inter- 

ests. Likewise, the value of the asset 

given, the residence itself, does not 

have to outperform any hurdle rate, 

as with a GRAT or a sale to an 
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IDGT, in order to achieve some 

transfer tax benefit, although of 

course, the QPRT will be more tax- 

effective if the property value 

increases after the transfer. 

Because interest rates and thus 

the Section 7520 rate recently have 

been at close to historic lows, the 

amount of the retained interest sub- 

tracted from the value of the gift- 

ed residence has been lower than 

in higher-interest-rate environ- 

ments; for that reason the QPRT 

may have been out of favor as the 

strategy of choice to use the limit- 

ed exemption amounts. However, 

in many cases the savings can still 

be substantial and the Section 7520 

rates have increased considerably 

since their historic low of 1.8% in 

December 2010. With a tem- 

porarily higher exemption amount, 

the QPRT may be a transfer strat- 

egy to reconsider. 

A brief example demonstrates 

the value of a QPRT in the cur- 

rent environment. A donor aged 60 

could have transferred a residence 

valued at $2.5 million in April 2011 

toa 15-year QPRT, and the gift tax 

value would have been $1,182,700. 

That would have exceeded the max- 

imum exemption of $1 million 

available amount prior to 2011, 

but now represents only a frac- 

tion of the increased $5 million 

exemption. If the donor survives 

the 15-year term, the value of the 

residence, including any appreci- 

ation in it, will be removed from 

the donor’s estate. 

A married couple could use both 

spouses’ exemption amounts on a 

larger QPRT gift by making an elec- 

tion to split the gift on a gift tax 

return. Another way to fit the gift 

within the exemption amount has 

been to transfer the residence one- 

half to each spouse of a married 

couple and have each one of them 

give his or her 50% interest in the 

residence to a separate QPRT. That 

strategy had the added benefits of 

minimizing the mortality risk and 

reducing the starting value of each 

gift by a discount factor to take into 

account the fractional interest. This 

strategy, however, reduces the ben- 

efit of certainty of the QPRT, be- 

cause the discount would have to 

be defended and an argument might 

be made under the step-transaction 

doctrine to treat the gift as made 

solely by the donor who original- 

ly owned the residence. The frac- 

tional interest discount itself may 

be in danger when the entire resi- 

dence is owned by members of the 

same family. With the increased 

exemption amount available, such 

a fractionalization strategy may no 

longer be necessary. 

Life insurance planning 

The additional exemption amount 

also provides an opportunity to 

clean up or enhance some life insur- 

ance arrangements without incur- 

ring gift tax. Some individually 
owned policies have grown over 

the years such that the value of 
the policy, if transferred to a child 

or an irrevocable life insurance trust 

(ILIT), could not be covered by 

annual exclusions or the prior 

exemption of $1 million. Especially 

useful for the donor who is not will- 

ing to make a gift of assets that pro- 

vide him or her with support or 

cash flow, the increased exemption 

offers an opportunity to transfer 

a policy without incurring gift tax. 

Other insurance arrangements 

that should be reviewed include 

the following: 

e The terms of an ILIT may have 

ceased to be in line with the 

donor’s wishes, but prior to 

this year the tax cost (in 

terms of annual exclusions 

or exemption used) of creating 

a new ILIT to purchase the 

policy from the old ILIT was 

not the most efficient use of 

the smaller exemption. 

e The performance of a policy in 

a trust may be dragged down 

by an outstanding loan, but 

repayment of the loan would 

require a transfer not covered 

by the exemption until now. 

e As with loans to family mem- 

bers discussed below, the 

increased exemption may pro- 

vide an opportunity to termi- 

nate a split-dollar arrangement 

or pay off third-party premi- 

um financing. 

e Variable life or universal life 

policies that have not per- 

formed well may be shored up 

through additional premium 

payments that take advantage 

of the increased exemption. 

Premiums for traditional uni- 

versal life and variable univer- 

sal life products rely heavily 

on interest rates or market 

returns. As a result of the 

extended low interest rates 

and equities volatility, many 

of these policies are now 

underfunded and need addi- 

tional premium amounts. 

Many insureds, however, 

hold coverage in an ILIT, with 

premiums structured to match 

annual gift tax exclusions. 

Assuming they have used their 

prior $1 million lifetime 

exemption elsewhere, addi- 

tional “catch up” premiums 

to keep the coverage in force 

would have resulted in a gift 

tax liability. The higher 

exemptions create a window 

of opportunity. 

e The increased exemption 

could also present an opportu- 

nity to pre-fund an ILIT with a 

side fund of income-producing 

assets that can pay premiums, 

thus freeing up the annual 

exclusion amounts normally 
  

66 DiCarlo, “What Estate Planners Need to Know 

About the Step Transaction Doctrine,” 45 ABA 
Real Property, Tr. and Est. Law J. 355 (Sum- 
mer 2010); Penrod, 88 TC 1415 (1987). 
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used up by the withdrawal 

powers granted to the benefi- 

ciaries in the ILIT. 

Loan forgiveness 

One of the simplest strategies for 

using the increased federal gift 

tax exemption amount is for a 

client to forgive an outstanding 

loan made to a family member. This 

strategy can be especially attrac- 

tive for clients who may be reluc- 

tant to give away assets, but are 

willing to forego the interest pay- 

ments on a loan. Debt forgiveness 

has both transfer and income tax 

ramifications. 

Gift tax implications. From a gift 

tax perspective, when the lender/ 

donor gratuitously cancels or for- 

gives a loan, assuming the note was 

bona fide and not deemed a gift at 

the time of its issuance, he or she 

is treated as having made a taxable 

gift of the fair market value of the 

note to the borrower/donee in the 

year the debt is forgiven.s?7 Loan 

forgiveness of up to $26,000 per 

married couple could qualify for 

the annual exclusion under Section 

2503(b). However, the real oppor- 

tunity in 2011 and 2012, with the 

dramatically increased exemption, 

is for a family member to for- 

give a significant loan. Indeed, a 

married lender may forgive up to 

$10 million of debt. 

If instead of forgiving the entire 

loan, the lender chooses simply not 

to enforce the interest payments from 

time to time, the lender will likely be 

deemed to have made gifts of the for- 

gone interest in the year the interest 

should have been paid. This too 
  

  

67 Reg. 25.2512-8. 

68 Reg. 25.2512-8. 

89 Reg. 25.2512-4. 

70 Regs. 25.2512-4 and 20.2031-6. 

71 See TAM 8229001. 

72 Section 102. 

73 Section 61(a)(12); see Ltr. Rul. 9240003. 

74 Section 453B. 

would qualify for the annual exclu- 

sion to the extent available or oth- 

erwise use some of the taxpayer’s 

available gift tax exemption. If the 

lender has a consistent pattern of not 

enforcing the borrower’s obligation 

to make payments, however, the 

entire loan may be deemed to be a 

gift.68 If the donor does not intend to 

forgive the loan balance, the bor- 

rower should make occasional pay- 

ments to avoid an argument that the 

gift consists of more than just peri- 

odic interest. 

The donor makes 
a gift of seed 
money to the 
trust, followed 
by a sale of assets 
to the trust, 
taking back an 

installment note. 

  

As noted above, because most 

states do not impose a gift tax, for- 

giving a note should also provide 

a state transfer tax benefit. The 

state income taxation issues of note 

forgiveness are beyond the scope 

of this article. 

Gift tax valuation of notes. The 

fair market value of a promissory 

note (secured or unsecured) for gift 

tax purposes is presumed to be 

the unpaid principal plus accrued 

interest on the date of the gift.% 

In certain circumstances, a note 

may be valued below its unpaid bal- 

ance, but the applicable regulations 

require the taxpayer to submit sat- 

isfactory evidence that the value 

is less than the unpaid amount or 

that the note is uncollectible in part 

and that any security is insuffi- 

cient.70 The Service takes into con- 

sideration all relevant data and fac- 

tual circumstances. Factors justi- 

fying a lower value include: 

e The presence or lack of protec- 

tive covenants in the note. 

e The nature of the default pro- 

visions and the default risk. 

e The market for purchase and 

resale of the note. 

e The financial strength of the 

issuer. 

e The value of the security. 

e The interest rate and term of 

the note, comparable market 

yields, payment history, and 

the size of the note.” 

The relationship to the donor gen- 

erally should be irrelevant in valu- 

ing a promissory note (other than an 

installment obligation, as discussed 

below) for federal gift tax purposes. 

Accordingly, when a lender/donor 

gives a note to the borrower/donee, 

effectively canceling the note, the 

donor may be able to value the note 

for transfer tax purposes at a dis- 

counted value. The burden of prov- 

ing that a note has a value of less 

than the face amount, however, is on 

the taxpayer. Absent a factual basis 

to substantiate the discount, the note, 

even if it is non-negotiable, will be 

treated at face value. 

Income tax implications. From a 

federal income tax perspective, the 

borrower/donee under a promis- 

sory note forgiven by the donor will 

not recognize income because the 

forgiveness is in the nature of a gift72 
and not of a discharge of debt.73 

Forgiveness of an installment note. 

The federal income tax conse- 

quences of the forgiveness of an 

installment note are different from 

the forgiveness of a promissory note. 

Special rules govern the satisfaction 

of an installment obligation for an 

amount other than its face value, or 

its sale or exchange or other dispo- 

sition.”4 A disposition of an install- 

ment obligation is a transaction that 

is separate from the installment sale 

that produced the obligation, 

whether the disposition occurs in 

the year of the sale or a later year. 
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If an installment obligation is 

sold or exchanged, gain or loss on 

the sale or exchange is measured 

by the difference between (1) the 

amount realized for the obligation, 

and (2) the basis of the sold or 

exchanged obligation. In the case 

of a disposition of an installment 

obligation in a transaction other 

than a sale or exchange (such as a 

gift or cancellation), gain or loss 

on the disposition is the differ- 

ence between (1) the fair market 

value of the obligation at its dis- 

position, and (2) the basis of the 

obligation. If the seller and buyer 

are related persons, the fair mar- 

ket value of the obligation cannot 

be less than its face value as of the 

date of disposition.75 

The basis of an installment obli- 

gation is determined by multiplying 

the unpaid balance on the obliga- 

tion by the gross profit percentage 

and subtracting that amount from 

the unpaid balance.7¢ For example, 

assume that a taxpayer sold prop- 

erty several years ago in an arm’s- 

length transaction on the installment 

method. Assume further that the 

gross profit percentage (cost basis 

of property sold / sale amount) in 

the original transaction was 60%. 

If the buyer still owed the taxpay- 

er $1 million of the sales price under 

the obligation at the time of a gift 

or cancellation of the obligation, 

the taxpayer’s basis would be 

$400,000, resulting in the recog- 

nition of $600,000 in gain. Any 

gain or loss on its sale or disposi- 

tion would be the same character 

(i.e., capital gain or ordinary in- 

come) as was produced by the sale 

of the property on account of which 

it was received.77 

If the note is given away as a gift, 

rather than cancelled, the carryover 

basis in the hands of the recipi- 

ent/donee would be effectively 

“stepped up” to fair market value as 

a result of the gain recognition by the 

original seller/donor on the disposi- 

tion.78 Any subsequent disposition 

by the recipient/done could, there- 

fore, avoid capital gain recognition. 

Gift of installment note to grantor 

trust. Because the disposition of an 

installment obligation generally 

causes the deferred capital gain to 

be accelerated under Section 453B, 

the lender/donor may find it unde- 

sirable to give or cancel the obli- 

gation. One potential solution to 

this problem is for the lender/donor 

to transfer the note to an irrevo- 

cable grantor trust of which he or 

she is treated as the owner for income 

tax purposes.79 The gift of the note 

to the trust would be an effective 

transfer for federal transfer tax pur- 

poses, but would be ignored for fed- 

eral income tax purposes.® 

Furthermore, when the donor 

dies, a “transmission at death” ex- 

ception to the installment sale rules 

is available so that the installment 

method is available until all pay- 

ments have been received by the 

trust.81 One further planning pos- 

sibility is to fractionalize the own- 

ership of the obligation between 

the donor and a grantor trust and 

take advantage of potential dis- 

counts for lack of marketability.82 

General clean-up 

Over time, some originally good 

estate plans have backfired or 

become unnecessary. Gifts that 

were intended to treat children 

equally may have failed to do so 

because the assets given have per- 

formed in dramatically different 

ways. The increased exemption 

may provide a way to “re-equal- 

ize” the beneficiaries. 

Planning to use both spouse’s 

exemption amounts regardless of 

who died first, especially in rela- 

tively smaller estates, may have 

caused titling of assets in a way that 

is no longer necessary and may even 

have detrimental nontax results. For 

example, real estate ownership may 

have been changed from tenancy by 

the entirety to tenants in common. 

If that is no longer important in 

order to make sure that both cred- 

its are used, the asset protection 

benefits of tenancy by the entirety 

have been given up for no good tax 

purpose. Financial assets may have 

been divided between spouses in 

such a way that increased fees or 

limited investment opportunities. 

FLPs and LLCs may have been 

created with a view towards even- 

tually gifting all of the interests to 

the next generation. Such plans are 

not always carried out by the donor 

after he or she has left the attor- 

ney’s office, and the increased 

exemption may provide an oppor- 

tunity to reinstate the planning 

strategy without tax cost or start 

statutes of limitation running on 

discounted gifts. 

Conclusion 
Although the 2010 Tax Act has left 

long-term estate planning in the 

same uncertain state it was for the 

past decade, it has created a two- 

year window of opportunity for gift 

planning with the increased exemp- 

tion. For clients able to make large 

lifetime transfers, there are many 

effective ways to make gifts in trust. 

Further, some techniques that were 

not attractive with the lower gift 

tax exemption may now be tax-effi- 

cient, and for many clients the two- 

year window may provide a chance 

to take a look at existing plans 

and clean up problems without 

incurring a tax cost. Hf 

  

78 Section 453B(f). 

76 Section 453B(b); see also IRS Publication, 
Installment Sales, 537. 

77 Sections 453B(a) and (b); Regs. 1.453-9(a) 
and (b). 

78 Section 1015; See Rev. Rul. 79-371, 1979-2 

CB 294. 

79 See Rev. Rul. 74-613, 1974-2 CB 153. 

80 See Rev. Rul. 85-13, 1985-1 CB 184; Rev. Rul. 
2004-64, supra note 30. 

81 Section 453(B)(c). 

82 See, e.g., Smith, 923 F Supp. 896, 77 AFTR 
2d 96-1164 (DC Miss., 1996). 
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