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Introduction

• Exemption has increased from $5.49M in 2017 to approx. 12.06M in 
2022.

• In 2026, exemption amounts are scheduled revert to the pre-Tax Cut 
and Jobs Act level subject to adjustments for inflation (unless 
something else happens).

• Current planning must consider the possibility of returning to pre-Act 
levels.

• Flexibility should be a primary consideration in most estate plans. 
Many clients may be moving from non-taxable estates to taxable 
estates.

6



Introduction

• Risk of planning for a taxable estate is the possibility of trading a loss 
of step-up in cost basis for avoidance of an estate tax that would not 
apply.

• The same issue holds true for clients who already engaged in estate 
tax planning, but who are potentially phased out of an estate tax due 
to an increase in exemption. 

• Even if a client may have a taxable estate, given the amount of wealth 
that can be transferred tax free, the effective estate tax rate may be 
less than income tax on a sale of assets in the estate.
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Non-Taxable Estates

• For assets worth $11M, with a basis of $1M.  If sold, $2M of the gain 
would be recapture. Application of a 20% capital gains rate, 3.8% NIIT, 
37% recapture rate, and 5% state income tax results in tax of approx. 
$3.144M.  That is an effective rate of 31.14%

• Same facts, but $8M of the $10M is depreciation recapture.  This 
results in $3.936M of income tax. That is an effective rate of 39.36%.

• These are the consequences for many clients who previously engaged 
in “successful” estate tax planning to remove those assets from their 
taxable estate.
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Moderately Taxable Estates

• Net worth of $15M under current exemptions would result in 
$1.176M of estate tax. That is an effective tax rate of 7.8% on $15M.

• Assuming a cost basis of $2M and all assets subject to capital gains, 
removing those assets from a taxable estate would result in approx. 
$3.74M in income tax after applying 20% cap. gains, 3.8% NIIT, and 
5% state income tax.  That is an effective rate of 24.96% on $15M.

• In these situations, assuming beneficiaries will sell assets, it would be 
much better to accept some estate tax to benefit from a step-up in 
cost basis.
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Planning Situations to Consider

• Planning to maximize step-up for assets currently held by the client in 
his/her taxable estate.

• Planning to minimize estate tax if exemptions return to pre-act levels, 
while preserving flexibility to include in taxable estates if exemptions 
remain high.

• Assets currently held in trusts outside of a client’s taxable estate.
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Disclaimer Plan

• A disclaimer is a refusal to accept property or assets passing by gift or 
bequest, as under a will or similar document. 

• For federal gift tax purposes, a disclaimer of property will not be 
treated as a taxable gift by the disclaimant (i.e., the individual 
disclaiming the property) to the individual or entity to whom the 
property passes if the disclaimer meets the requirements of Section 
2518(b).
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Disclaimer Plan

• 2518(b) Requirements:
• The disclaimer is in writing;
• It is made within nine months of the latter of (a) the day on which the transfer 

creating the interest in such person is made (generally, the date of death of 
date of gift), or (b) the day on which the disclaimant attains age 21;

• The disclaimant has not accepted any of the benefits of the disclaimed 
property; and

• As a result of the disclaimer, the interest passes without any direction on the 
part of the disclaimant and passes either (a) to the spouse of the decedent, or 
(b) to a person other than the disclaimant.
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Disclaimer Plan

• Qualified disclaimer plans are a tried and true “wait and see” approach to 
estate planning.

• This approach allows the taxpayers to better determine what is most 
suitable for a family based on state and federal estate laws, creditor 
protection concerns, and overall estate distribution objectives. 

• The typical disclaimer plan involves one bequest which qualifies for the 
marital exemption (either outright or in a marital trust) and a residual 
bequest that does not qualify for the marital exemption.

• Often the bequest that does not qualify for the marital exemption is to a 
credit shelter trust (CST), sometimes referred to as a “bypass trust” or an 
“exemption trust.”
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Disclaimer Plan

• Example: Husband leaves all of his property his wife outright at his 
death. To the extent the wife disclaims, the property is transferred to 
a trust for the benefit of the wife and the couple’s children.

• Without accounting for portability of the estate tax exemption (to be 
discussed in later slides), and assuming the wife acts to reduce overall 
taxes, she should disclaim an amount equal to the husband’s unused 
estate tax exemption.

• This results in the disclaimed property being included in the 
husband’s taxable estate (but not the wife’s), and therefore receiving 
a step-up in basis, but not being subject to estate tax.
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Disclaimer Plan

• Conversely, if circumstances warrant, the wife may choose to accept 
the outright bequest to obtain maximum control and flexibility over 
the subsequent distribution of the assets. 

• Additionally, the wife may still be able to utilize the estate tax 
exemption of the husband via portability.

• This approach gives the wife maximum flexibility in terms of whether 
the CST should be created, and if so, the extent to which the trust 
should be funded.

15



Disclaimer Plan

• However, the wife is under no obligation to disclaim any interest, and 
it is often directly contrary to her own best interest to disclaim.

• The wife can dispose of assets left to her outright (the portion for 
which she didn’t disclaim) however she chooses.

• This can result in assets passing in a manner the husband would have 
disliked, such as to a subsequent spouse or children from a prior 
marriage, often to the detriment of the husbands intended 
beneficiaries (his descendants).

• Thus, many clients prefer to leave assets in trust for their spouse.
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A/B Disclaimer Plan

• One variation on the typical disclaimer plan is the A/B trust disclaimer 
plan.

• The bequest that qualifies for the marital deduction is a marital trust 
(the A trust).

• The residual bequest is to a CST (the B trust), typically established for 
the benefit the surviving spouse during his or her lifetime (often with 
descendants as optional beneficiaries during the survivor’s lifetime).

• Because the surviving spouse has similar rights under both trusts, he 
or she may be more likely to make a disclaimer that results in a more 
favorable tax result than he or she might otherwise be under the 
traditional disclaimer plan.
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Marital Trusts

• For a bequest in trust to qualify for the marital deduction, the trust 
must meet specific requirements. See Section 2056(b).

• These requirements ensure that the property is not taxed twice but 
eventually will be included in (if not disposed of before death) the 
surviving spouse’s taxable estate.

• Two common trusts qualify for the marital deduction: power of 
appointment trusts and qualified terminable interest property (QTIP) 
trusts. 

• An important difference between the two types of trusts concerns 
the surviving spouse’s ability to appoint the stock to someone else 
during life or at death.
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Powers of Appointment

• Generally, a power of appointment over assets gives an individual the 
right to determine to whom such assets should pass.

• Differing POA terms:
• Inter vivos – means the individual has the power to determine how the assets 

should pass during their life.
• Testamentary – means the individual can only determine the passing of assets 

upon their death.
• Limited – means the potential appointees is limited in some form, such as to 

the descendants of the grantor of a trust.
• General – means the potential appointees is not limited, and therefore the 

POA holder can appoint the assets to anyone (including themselves, their 
estate, or the creditors of their estate).
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Power of Appointment Trusts

• A power of appointment trust designed to qualify for the marital 
deduction would provide the surviving spouse with a general POA 
(typically a testamentary general POA).

• This provides the desired increased flexibility because the surviving 
spouse has the authority to deal with changed circumstances after 
the shareholder’s death.

• However, the surviving spouse is not restricted in how he or she 
appoints the assets, which can result in an appointment that the 
predeceased spouse would never have desired, such as to a 
subsequent spouse or children from a prior marriage.
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QTIP Trusts

• The alternative to a power of appointment trust is a QTIP trust.
• A QTIP trust enables the grantor of the trust to provide for a surviving 

spouse while also maintaining control of how trust assets will be 
distributed once the surviving spouse passes away.

• One of the benefits of the QTIP trust is that trust assets are included 
in the surviving spouse’s taxable estate, and therefore receive a step 
up in basis on the survivor’s death, enabling heirs to avoid capital 
gains taxes.

• QTIP trust may also contain a power of appointment adding 
additional flexibility, can structure to limit class of appointees to 
retain some level of control over how assets pass at death of spouse
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QTIP Trusts

• Some of the requirements for a QTIP trust include:
• The surviving spouse is the sole lifetime beneficiary of the trust; 
• All income must be distributed to the surviving spouse every year at a 

specified interval; and 
• No person has a power during the surviving spouse’s life to appoint any part 

of the property to any person other than to the surviving spouse. 
• Additionally, the deceased spouse’s executor must make an election 

to treat all or a specified portion of the trust property as qualified 
terminable interest property.

• Reverse QTIP: Ability to use predeceased spouse’s GST exemption to 
cover assets in QTIP trust

22





Clayton QTIP

• The Clayton QTIP trust, named after the titular case Estate of Clayton, 976 
F.2d 1486 (5th Cir. 1992), and later accepted by the IRS in Treas. Reg. 25-
2518-2(e)(5), Example 5, is a variation on the conventional testamentary 
QTIP trust which can add additional flexibility in anticipation of future tax 
law changes or estate planning needs.

• Rather than vesting the power solely with the surviving spouse (as under 
the disclaimer plan), the Clayton QTIP gives the predeceased spouse's 
executor or personal representative the discretion to determine how much 
of the estate should pass to a QTIP trust, based on an assessment of assets 
and the tax landscape.

• The portion not elected to pass to the QTIP trust typically passes to a CST 
also established for the survivor’s lifetime benefit.
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Clayton QTIP

• The Clayton QTIP has advantages over using the generic disclaimer 
plan.

• With the Clayton election there is no danger of waiving the disclaimer 
by the surviving spouse’s acceptance of the property, and there is no 
problem with giving the surviving spouse a power of appointment 
over the remainder interest, as there is in a disclaimer trust. 

• Additionally, the decision to make the Clayton QTIP election is 
typically made by an independent personal representative, avoiding 
any gift tax exposure to the surviving spouse, and placing the decision 
making in the hands of a third party to account for a blended family 
situation.
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Credit Shelter Trust

• Credit Shelter trust designed to hold available exemption amount
• This would be the B trust in a typical AB plan
• Allows assets that pass to Credit Shelter trust to avoid estate inclusion in 

surviving spouse and beneficiaries' estates, thus creating a generational or 
dynasty type trust that benefits multiple generations transfer tax free 
(assuming allocation of GST exemption)

• Appreciation from assets post-death also not subject to estate tax on 
surviving spouse’s death, a major benefit of a Credit Shelter trust, although 
it comes at a cost of no-step up in basis at the death of the surviving 
spouse since assets are not included in surviving spouse’s estate

• Depending on the marital deduction formula use, may allow pick and 
choose funding to “stuff” the Credit Shelter trust with maximum amount of 
assets
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Portability

• The 2012 American Taxpayer Relief Act made permanent the concept of 
portability, which allows a surviving spouse to apply, or “port,” his or her 
deceased spouse’s unused federal unified gift and estate tax exemption to 
the surviving spouse to use against future gift or estate taxes.

• Portability is lost when a surviving spouse remarries, if the new spouse dies 
before the surviving spouse used the deceased spouse’s unused 
exemption. 

• Gifts made by surviving spouse who has some deceased spouse unused 
exemption amount (“DSUE”) use up the DSUE first, before using surviving 
spouse’s own exemption. This opens the door for a surviving spouse to use 
multiple DSUEs from multiple deceased spouses under the right set of facts
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Portability Pros

• Simplicity
• Electing portability offers administrative simplicity in that all assets are 

transferred together into one sub-trust, typically called a “Survivor’s Trust.” 
• This sub-trust is revocable, meaning the surviving spouse controls the 

beneficiary designation of all assets. 
• Such unfettered access and control eliminates the complication of allocating 

assets to multiple sub-trusts, which can be particularly challenging in the case 
of illiquid assets.

• Second Step-Up in Basis 
• Trusts which qualify for portability will be treated as part of the surviving 

spouse’s taxable estate, thereby resulting in a second step-up upon the 
survivor’s death.
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Portability Pros

• Flexibility
• If portability is elected, the surviving spouse has the flexibility to decide when 

to use the deceased spouse’s unused exemption amount. 
• For lifetime gifting purposes, the surviving spouse can use the exemption 

immediately by making a disclaimer or a partial QTIP election, or at any future 
time, provided the laws on portability have not changed.

• Full Use of Residence Capital Gains Tax Exclusion
• When a residence is allocated to a CST, the surviving spouse will not be able 

to use the full amount of the residence capital gains tax exclusion.
• However, if portability is elected, the entire residence will be treated as part 

of the surviving spouse’s taxable estate, allowing the entire residence capital 
gains tax exclusion amount to be utilized.
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Portability Cons

• Risk of Losing Exemption 
• In not using the decedent spouse’s unused exemption immediately, the surviving 

spouse runs the risk that the exemption may be lost or reduced upon remarriage or a 
change in law.

• Taxable Appreciation
• When portability is elected, the appreciation realized between the deceased and 

surviving spouses’ deaths is taxable with respect to the entire estate.
• Comparatively, post-death appreciation on assets and income held in a CST is not 

subject to estate tax at the death of the surviving spouse.
• GST Exemption is Not Portable
• No Asset Protection for Surviving Spouse

• Given the premise that trust which qualify for portability maintain their revocability, 
all assets in the estate are accessible to creditors of the surviving spouse, unless 
those assets are disclaimed to an irrevocable trust such as a QTIP Trust or CST.
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Portability Cons

• Filing Requirement
• Even if no federal estate tax is due on the deceased spouse’s death, in order to claim 

the portability election, the surviving spouse must prepare and file IRS Form 706 
within 9 months (or 15 months if extension is timely filed), of the deceased spouse’s 
death.

• Portability is Not Indexed 
• The exemption amount which can be ported is conclusively determined at the time 

of the deceased spouse’s death and not adjusted for subsequent inflation.
• Distribution Susceptible to Change 

• Similar to outright bequests, leaving assets in a trust which is revocable by the 
surviving spouse results in the surviving spouse potentially disposing of assets the 
predeceased spouse would not have wished.

• This is especially important in blended families, where spouses have descendants 
from prior marriages.
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Portability Election

• In order to elect portability, the predeceased spouse’s executor must 
timely file an estate tax return (Form 706).

• The due date of the estate tax return is nine months after the 
decedent's date of death; however, the executor may request an 
extension of time to file the return for up to six months.

• An automatic six-month extension of time to file the return is 
available to all estates, including those filing solely to elect portability, 
by filing Form 4768 on or before the due date of the estate tax 
return.
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Portability Late Election

• If the executor does not file an estate tax return timely, the availability of 
portability depends on whether the estate has a filing requirement, based 
on the filing threshold (i.e., taxable estate).

• If the filing threshold has been met, no extension of time to elect
portability is available and Revenue Procedure 2017-34 does not apply.

• However, if the filing threshold has not been met, Revenue Procedure 
2017-34 provides a simplified method for certain taxpayers to obtain an 
extension of time under Section 301.9100-3 of the Procedure and 
Administration Regulations to make a “portability” election under Section 
2010(c)(5)(A).

• The simplified method provided in this revenue procedure is to be used in 
lieu of the letter ruling process.

• No user fee is required for submissions filed under this revenue procedure.

33



Reporting Value

• Generally, where multiple trusts are created (such as the A/B disclaimer 
plan) the estate assets will need to be valued to ensure that appropriate 
values end up where they are supposed to.

• Often this requires hiring an appraiser to perform the valuation.
• Depending on the structure of the estate plan and surrounding facts, 

multiple valuations may be necessary.
• Reg Section 20.2010-2(a)(7)(ii) provides that executors of estates that do 

not meet the filing threshold, but are filing a Form 706 to elect portability, 
are not required to report the value of the estate assets.

• Rather they must provide an estimated value of certain assets and the total 
value of the gross estate.
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Lifetime Gifting

• Gift Tax: Gift tax assessed on gifts made during life in excess of exemption 
amount, taxed at 40% currently.

• Current unified credit results in a lifetime gifting exemption of $12.06M for 
2022, subject to reset back to $5M, indexed for inflation, effective January 
1, 2026, subject to Congress not adjusting earlier or extending to the reset 
to a later date.

• Reset creates a “use or lose it” situation. For those with estates above the 
$5M mark, but below the $12.06M mark, it may make sense to do lifetime 
gifting prior to the reset.

• No clawback, at least currently.
• Completed Gift: Donor must cease to have all dominion and control over 

what is gifted for it to be considered a completed gift for federal gift tax 
purposes.



Lifetime Gifting: Freebies

• Annual exclusion.
• Benefits of annual exclusion gifting can be significant over time.
• Consider annual exclusion gift of $16K per year over 10 years, $160K without factoring in 

the transfer of the related appreciation.
• Adding gift splitting from a spouse can double this.
• Requires gift to be of a present interest, more on this later

• Gifts for medical, educational, or charitable purposes.
• Unlimited gifts to pay qualified educational tuition, must be paid directly to the 

educational provider.
• Unlimited gifts to pay qualified medical expenses, must be paid directly to the medical 

provider.
• Unlimited gifts to qualified charitable organizations.



Gift Splitting

• Can gift split with spouse and treat gifts as having been made ½ from spouse 1 
and ½ from spouse 2.

• Allows individual to double their annual exclusion gifting (from $16K to $32K) by 
treating half as coming from Spouse 2 even if the entire amount comes from 
Spouse 1. 

• Also allows Spouse 1 to make gifts of his or her assets while using some or all of 
Spouse 2’s exemption amount. So Spouse 1 could give away $24.12M without 
incurring gift tax.

• Mechanics: 
• All or nothing proposition, no picking and choosing, either split all gifts made during taxable 

year or do not split any of them. Cannot elect to treat 1 gift as being split but not other gifts 
made in the same taxable year.

• Election is required to be made on a gift tax return filed by both Spouses, each must file their 
own gift tax return electing to split gifts and each much sign the other Spouse’s return 
consenting to the election



Lifetime Gifting Using Trusts

• Use of Exemption: 
• Consider making gifts in generational type trusts to leverage use of gift tax 

exemption and generation skipping transfer tax exemption for multiple generations
• Use of trust also provides asset protection for the beneficiary whether from 

bankruptcy creditors, judgement creditors, divorcing spouses, etc. 
• Eligibility for Annual Exclusion for Gifts in Trust

• For gifts to qualify for the annual exclusion, they must be of a present interest. 
Having a “Crummey” withdrawal right in a trust can create this present interest 
allowing gifts made in trust to qualify for the annual exclusion. Gifts made to trusts 
without withdrawal rights do not qualify.

• Note that even though the gift to a trust with withdrawal rights may qualify for the 
annual exclusion for gift tax purposes, it likely will not qualify for the special annual 
exclusion for GST purposes unless made to special type of trust referred to as a 
2642(c) trust; Result is a gift may use GST exemption even if it does not use gift tax 
exemption, or if no GST allocated (automatically or otherwise) then the trust may 
not be a GST exempt trust.



Lifetime Gifting to Spouse

• Unlimited gifts to spouse during life without the use of any exemption.
• Just as with the estate tax though, gifts in trust for a spouse do not qualify 

for this unlimited marital deduction unless the marital trust is a qualified 
trust, generally speaking a QTIP trust though there are other options

• Can establish a lifetime QTIP trust, a few reasons why one would include:
• A way to equalize assets such that both spouses are able to fully utilize GST 

exemption
• Provide some additional security for spouse that protects assets from creditors of 

donor spouse as well as recipient spouse
• Income tax reasons: Assets held in QTIP are included in recipient spouse’s estate and 

qualify for the step up in basis, more on this subject to come 



Life Insurance

• Life insurance can be a powerful tax planning tool with uses including:
• Providing liquidity at death, whether for taxes, to fund a buy-sell agreement, 

etc. 
• Equalizing bequests to beneficiaries where one may get the family business 

and another who does not participate may not, but decedent still wants both 
to get the same amount at death

• Providing adequate resources for everyone in blended family situations 
(similar to above)

• Leveraging use of annual exclusions and exemption (both gift tax and GST) to 
create a tax free wealth transfer to the next generation in GST exempt 
environment



Life Insurance

• Taxation:
• Income tax: proceeds from life insurance are generally excluded from income tax, 

with some exceptions
• Estate tax: 

• Life insurance owned directly by the decedent or receivable by the decedent’s estate is 
included in the decedent’s taxable estate

• Life insurance over which the decedent held “incidents of ownership” is also included in the 
decedent’s estate. Incidents of ownership include, but are not limited to:

• the power to change the beneficiary, 
• to surrender or cancel the policy, 
• to assign the policy, 
• to revoke an assignment, 
• to pledge the policy for a loan, 
• to obtain from the insurer a loan against the surrender value of the policy, and
• certain reversionary interests



Irrevocable Life Insurance Trust (“ILIT”)

• Use of a properly structure ILIT can keep death benefits from being 
included in estate of the insured

• ILIT owns the policy, not the insured, ILIT also would be the beneficiary
• Insured makes cash gifts to the ILIT, who in turn may use the cash to pay 

premiums on the policy. Gifts may be covered by the annual exclusion, if 
applicable, or use exemption.

• Insure may retain certain powers over the Trust, including powers to 
remove and replace Trustees, but must be careful not to include anything 
that would be deemed an “incident of ownership”

• When properly structured, ILIT receives insurance proceeds income tax free
and proceeds are not included in the insured’s estate



Planning with Entities: S Corporations

• Eligible shareholders are generally limited to individuals, however, estates 
may hold S corporation stock for a period of time and certain trusts may 
also hold S corporation stock

• Estates: generally can hold S corporation stock for up to 2 years
• Trusts: eligible trusts include:

• QTIP Trusts, must make an election to be a Marital Trust
• Grantor Trusts, that is, those that are treated as grantor trust for income tax purposes under 

IRC 671-679
• Qualified Subchapter S Trust: QSST for short, must file an election and meet the requirements 

including single beneficiary, all income distributed, etc.
• Electing Small Business Trust: ESBT for short, must file an election and meet the 

requirements, all income generally tax at highest income tax rate

• No ability to step up inside basis of assets held by the S corporation, can 
result in a beneficiary not getting the true benefit of the step up in income 
tax basis



Planning with Entities: Partnerships

• No restrictions on ownership, length of time it can be held, etc., other 
than as may be imposed by a partnership agreement

• Does have the ability to step up inside basis of assets held by the 
partnership if makes a valid 754 election

• This allows the partnership to make a special partner by partner bookkeeping 
adjustments that prevents the beneficiary from losing out on the step in basis 
via assets sold by the partnership for gain

• Partnership may inadvertently terminate if ceases to have more than 
one partner, may not be a bad thing depending on holdings, 754 
election, etc. 



Basis Planning

• Exemption has increased from $5.49M in 2017 to 12.06M in 2022.
• In 2026, exemption amounts are scheduled revert to the pre-Tax Cut 

and Jobs Act level subject to adjustments for inflation (unless 
something else happens).

• Current planning must consider the possibility of returning to pre-Act 
levels.

• Flexibility should be a primary consideration in most estate plans. 
Many clients may be moving from non-taxable estates to taxable 
estates.
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Basis Planning

• Risk of planning for a taxable estate is the possibility of trading a loss 
of step-up in cost basis for avoidance of an estate tax that would not 
apply.

• The same issue holds true for clients who already engaged in estate 
tax planning, but who are potentially phased out of an estate tax due 
to an increase in exemption. 

• Even if a client may have a taxable estate, given the amount of wealth 
that can be transferred tax free, the effective estate tax rate may be 
less than income tax on a sale of assets in the estate.
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Income Tax Considerations

• Increase in capital gains rates to 20% for clients with incomes over 
certain thresholds.

• Application of the 3.8% net investment income tax (“NIIT”) for passive 
income of clients with incomes over certain thresholds.

• State income tax, not just where client domiciled, but where his/her 
beneficiaries reside. Current Mississippi rate is 5%.

• Effect of higher rates applicable to depreciation recapture, 
collectibles, certain intellectual property, etc.
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Non-Taxable Estates

• For assets worth $11M, with a basis of $1M.  If sold, $2M of the gain 
would be recapture. Application of a 20% capital gains rate, 3.8% NIIT, 
37% recapture rate, and 5% state income tax results in tax of approx. 
$3.144M.  That is an effective rate of 31.14%

• Same facts, but $8M of the $10M is depreciation recapture.  This 
results in $3.936M of income tax. That is an effective rate of 39.36%.

• These are the consequences for many clients who previously engaged 
in “successful” estate tax planning to remove those assets from their 
taxable estate.
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Moderately Taxable Estates

• Net worth of $15M under current exemptions would result in 
$1.176M of estate tax. That is an effective tax rate of 7.8% on $15M.

• Assuming a cost basis of $2M and all assets subject to capital gains, 
removing those assets from a taxable estate would result in approx. 
$3.74M in income tax after applying 20% cap. gains, 3.8% NIIT, and 
5% state income tax.  That is an effective rate of 24.96% on $15M.

• In these situations, assuming beneficiaries will sell assets, it would be 
much better to accept some estate tax to benefit from a step-up in 
cost basis.
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Planning Situations to Consider

• Planning to maximize step-up for assets currently held by the client in 
his/her taxable estate.

• Planning to minimize estate tax if exemptions return to pre-act levels, 
while preserving flexibility to include in taxable estates if exemptions 
remain high.

• Assets currently held in trusts outside of a client’s taxable estate.
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Assets by Class

• Understanding how and to what extent assets will benefit from a 
“stepup” in basis is critical to the estate planning process today. 

• Obviously, certain assets like highly appreciated assets will benefit 
more from the “step-up” in basis at death than cash (which has a 
basis equal to its face value which is equal to its fair market value) or 
property at a loss (a “stepdown” in basis). 

• Moreover, appreciated assets like gold that are considered 
“collectibles” under the Code, benefit more from a step-up in basis 
than other appreciated capital assets because the Federal long-term 
capital gain tax rate for collectibles is 28%, rather than 20%.
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Assets by Class
“Step-Up” Important

“Step-Up” Not Important

Asset Type Tax Characteristic

Creator-Owned Copyrights, Trademarks, Patents & Artwork Ordinary Transforms toLong-Term

“Negative Basis” Commercial Real Property LPs Recapture & >100% Long-Term  

Oil & Gas Investments (Sold) § 1245 Recapture

Artwork, Gold & Other “Collectibles” 28% Long-Term

Low Basis Stock 20% Long-Term

Roth IRA Assets Tax Free & No Surcharge

Oil & Gas Investments (Not Sold) Cost Depletion vs. Percentage Depletion

Qualified Small Business Stock (QSBS) § 1202 Gain [50, 60, 75 or 100%]Exclusion

High Basis Stock Minimal Gain

Fixed Income Typically Minimal Gain

Cash Basis = Face Value

Passive Foreign Investment Company (PFIC) Shares No “Step-Up”

Stock at a Loss Capital Loss Erased

Variable Annuities Partially IRD

Traditional IRA & Qualified Plan Assets 100% IRD



Upstream Planning

• Considerations
• Parent’s ability to alter desired disposition.
• Parent’s creditors.
• Potential for creditor protection for child.
• Ability to use parent’s estate and GST exemptions.

54



Upstream Planning

• Outright Gifts 
• Annual exclusion.

• Benefits of annual exclusion gifting can be significant over time.
• Consider annual exclusion gift of $16K per year over 10 years, $160K without factoring in 

the transfer of the related appreciation.
• Adding gift splitting from a spouse can double this.

• Use of exemption.
• Although it may appear that such would be a wasted use of the child’s gift tax 

exemption, if the parent is able to leave the $1,000,000 to child and child’s descendants 
without estate or generation skipping tax then the only waste would be opportunity cost 
to the extent that other methods could be found to transfer assets to a parent without 
making a gift.
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Upstream Planning

• Upstream GRAT
• Amount child can pass to parent.
• Life expectancy of parent.

• Child may create a GRAT that has a vested remainder in parent.
• The value of the remainder will be included in parent’s estate and will pass in 

accordance with parent’s estate plan.
• Parent’s executor may allocate generation-skipping tax exemption to the 

remainder interest without regard to any ETIP under Section 2642(f) of the 
Code because parent has not made an inter-vivos transfer of property that 
would be included in parent’s estate immediately after the transfer.
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Upstream Planning

• Upstream GRAT Example
• Suppose a 10 year GRAT is funded with $1,000,000 with annual payments that 

increase at 20% per year is created in a month when the section 7520 rate is 
2.0%. The annual payments required to zero-out the GRAT are $44,125. 

• Further, suppose that parent dies at the end of year 5 when the Section 7520 
rate is 5.0%, and the value of the trust assets have grown at 6% per year. 

• The value of the GRAT will be $975,740 with five years of payments remaining 
and the value of the remainder will be about $403,000.
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Upstream Planning

• UpSpat (upstream sale to power of appointment trust)
• Sale of assets to grantor trust for parent.
• Parent holds testamentary general power of appointment.
• Assets distributed back to child at death of parent.
• Not concerned with 2036 or other issues.
• Advantages/considerations: 1014(e), retains income tax treatment to child, allows 

child to benefit from ongoing cash flow from note payments, keeps assets free from 
parent’s creditors, can control parent’s exercise of power of appointment by 
requiring consent of non-adverse party.

• Accidentally Perfect Grantor Trust
• Essentially the same as an UpSpat but designed for child’s estate tax planning.
• Need to consider 2036 issues.
• Assets continue in grantor trust for child and descendants, using parent’s GST 

exemption.  No inclusion in child’s taxable estate.
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Upstream Planning

• Upstream Crummey Optimal Basis Increase Trust
• Gift of nominal assets to standard Crummey trust for spouse and children, naming parent as 

beneficiary.
• Trust purchases appreciated assets from grantor.
• Grant first-to-die a testamentary power of appointment (general or limited w/DE tax trap).

• Benefits of Debt
• Ability to maximize step-up potential while minimizing estate tax inclusion.
• Example 1: $10M, $0 basis property held by client. $9M loan, pledging property as collateral. 

$9M is used to purchase $0 basis property from IDGT.  Now, both properties obtain step-up, 
but estate gets a deduction for $9M.  Result is still only $10M taxable estate, but a total 
$19M step-up.

• Example 2: Same facts, but client uses loan to fund GRAT’s, using annuity payments to fund 
lifestyle.  Client dies with only $2M of the loan in client’s name.  $3M taxable estate, with 
$10M in step-up.

• Similar planning can be done with upstream transfers secured by debt (sales to trusts), 
especially with guarantees by parent. 

59



Planning Between Spouses

• Community Property Trusts
• Alaska, South Dakota, Tennessee.
• Allows couples to elect into community property treatment to obtain step up in cost basis at first 

death for all asserts.
• Joint Exemption Step Up Trusts (JEST)

• Joint rev. trust whereby first-to-die holds GPOA over all assets. 
• Consider §1014(e) and design of remainder trust.

• §2038 Estate Marital Trust
• Grantor creates trust for spouse.  Spouse is sole beneficiary, with trust passing to spouse’s estate 

at death (estate marital trust.
• Grantor retains right to terminate trust, at which time assets pass to beneficiary spouse.
• Grantor retains swap power.

• Deathbed Gifts of Appreciated Property
• Consider §1014(e) and appropriate remainder beneficiary (or design of trust beneficiary of 

deathbed spouse).
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Flexible Estate Planning

• This planning is especially important for clients who do not currently have 
taxable estates, but may in the event the exemption ever goes down.

• It also is important to consider how to build flexibility into preexisting 
documents through modifications or decantings.

• Many of these options raise concerns about a beneficiary’s creditors. 
Outright transfers are subject to creditors and general powers raise 
concerns about creditors’ rights under presently exercisable powers of 
appointment.

• These considerations are important for the surviving spouse who otherwise 
could be the beneficiary of a credit shelter trust, but also of descendants 
who are trust beneficiaries.
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Flexible Estate Planning

• Granting an independent trustee the power to make fully discretionary 
distributions.

• Fiduciary duty concerns.
• Will it be exercised at all and, if so, appropriately.
• What about beneficiary’s creditors, ability to alter estate plan.

• Granting independent party the power to grant testamentary general 
powers of appointment.

• Will this power be granted and, if so, will it be planned correctly.
• Can mitigate fiduciary duty concerns by requiring the consent of a non-adverse third 

party.
• Important to name successors to independent party as well as non-adverse third 

party.
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Sample Language for Trustee to Grant a 
Beneficiary a General Power of Appointment
• Disinterested Trustee May Confer Power.  The Trustee (excluding, however, 

any Interested Trustee) may at any time, prior to the death of the 
Beneficiary, by an instrument in writing (1) confer upon the Beneficiary a 
power exercisable only by Last Will and Testament to appoint all or part of 
the trust to the creditors of the Beneficiary's estate (other than any taxing 
authority), and the instrument conferring such power upon the Beneficiary 
may require the consent of the Trustee (other than any Interested Trustee 
or any Trustee who conferred the power upon the Beneficiary) to exercise 
the power, (2) revoke any such instrument previously executed, with or 
without executing a replacement instrument and/or (3) irrevocably 
relinquish the powers conferred under (1) and/or (2).  Without limiting the 
Trustee's discretion, the Trustee may use the authority conferred by this 
paragraph to subject the trust property to estate tax when it appears that it 
may reduce overall taxes to do so.



Flexible Estate Planning

• Using formula general powers of appointment.
• Ordering rules: allocate based on appreciation. allocate based on tax rate applicable to 

assets, use tiered structure, etc.
• OBIT – GPOA for appreciated asserts; LPOA for loss assets (step-up, but no step-down 

potential).
• Capping rule: limit general power of appointment to avoid estate tax inclusion.

• Delaware tax trap.
• Uses a limited power of appointment rather than a general power, thereby avoiding creditor 

issues.
• Triggered by exercising a limited power of appointment to create another power of 

appointment under which local law would allow the vesting to be extended beyond the 
limitation in the prior instrument.

• Must consider state law since some states will require new perpetuities period to relate back.
• Can be exercised, for example, by granting a presently exercisable general power of 

appointment in a subsequent trust to a beneficiary.
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Assets Currently Held in Trust
Modification or Decanting

• Consider modification of trusts in light of increase in exemption, and 
possible future reduction in exemption.

• Terms of modified trusts should contain provisions similar to any trust 
which would be newly formed after the Act.  For example, GPOA 
planning, independent trustee with power to make fully discretionary 
distributions, Delaware tax trap, etc.

• Modifications generally may be made pursuant to Article 4 of the 
Uniform Trust Code.  If the grantor is living, the modification may be 
performed non-judicially.  If the grantor is not living, the modification 
may be made because of unanticipated circumstances ($12.06M 
exemption amount), to achieve the settlor’s tax objectives, etc.
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Assets Currently Held in Trust
Modification or Decanting

• A trust decanting may be undertaken in lieu of a UTC modification.
• Significant benefit of decanting over modification is the ability to proceed non-

judicially even if the grantor is deceased. But consider effect of the ability to bind 
the IRS under Bosch after a final judgment or the ability to receive retroactive 
treatment under UTC Sec. 416.

• If decanting, choice of jurisdiction will be important to ensure either recognized 
statutory or common law decanting power unless specifically incorporated into 
terms of trust document.

• Consider party/parties acting and effect of potentials for liability.  In a decanting, 
the trustee exercises its authority.  In a modification, the action may be brought 
by the beneficiaries.  But also consider whether there may be an affirmative duty 
to decant under certain circumstances (TN, for example, specifically abrogates 
this potential obligation in the comments to its decanting statute).
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Assets Currently Held in Trust
Modification or Decanting

• As part of a modification or decanting, it will be important to consider the income, 
gift/estate, and GST tax consequences.

• A full discussion of those tax consequences is beyond the scope of this presentation. 
Generally, consequences should be as follows:

• Income Tax: There should be no income tax consequences to a modification.  Nor should there be 
for a decanting since a new trust into which a preexisting trust is the same trust as the old trust.  
However, there could be gain for negative basis assets.

• Gift/Estate Tax: Unless rights among beneficiaries are changed, there should be no gift/estate 
tax consequences.  However, if beneficial interests may be shifted and the beneficiaries consent or 
otherwise act on the modification or decanting, gifts could be deemed (but consider how such 
gifts may be valued). Another issue relates to a grantor’s participation and whether the ability of 
the grantor to participate is a 2036 or 2038 problem. Also, Delaware tax trap may be triggered 
which may be desirable or not depending on the circumstances.

• GST Tax: The GSTT consequences are uncertain, but there are safe harbor regulations for 
grandfathered trusts.  Those safe harbors are different for modifications and decantings and must 
be carefully reviewed for zero inclusion ratio trusts to preserve that status. Both safe harbors 
require that the action not delay vesting.
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Other Planning to Consider

• Termination of trusts.
• Exchange high basis assets outside the trust, such as cash, for low basis assets held in 

trust when a swap power exists.
• Take steps to reduce application of valuation discounts.  

• Amend partnership agreements to reduce effect of discounts.
• Reacquire majority interests in family entities or assets.

• Trigger 2036 inclusion of assets (especially after Powell)
• If previous documents prepared which may cause inclusion under the Powell case, do not amend 

to intentionally cause inclusion.
• Amend documents to grant the senior generation a right to participate in decision to liquidate.
• Consider whether powers are “retained” before relying upon them to trigger 2036 inclusion.
• Senior generation may add assets to FLP required for continued lifestyle to indicate an implied 

right to continued use or possession, or may use FLP or trust assets rent free.
• Senior generation may begin undertaking management powers which cause inclusion such as 

making non-pro rata distributions to show retained right to control beneficial enjoyment.
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Questions?
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exemptions from federal estate and gift taxes and planning for income
taxes. Charles has extensive experience advising, drafting, and
administering trusts, as well as in the charitable and non-profit arena.
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business related transactions including the disposition of a business.
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