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as a Complement to

Traditional Estate Planning

Portability - Good, But Not Perfect

As discussed in our June 2012 Trusts & Estates Advisory, the Tax Relief,
Unemployment Insurance Reauthorization and Job Creation Act of 2010 (the
“Act”), altered the federal estate, gift and generation-skipping transfer (“GST”)
tax scheme by increasing the federal gift, estate and GST-tax exemption to
$5,000,000 for 2011 and $5,120,000 for 2012. In addition, the Act introduced
the concept of a “portable” federal gift and estate tax exemption. Under the
Act, a decedent’s unused federal estate tax exemption is portable to a surviving
spouse, to be used by the surviving spouse during his or her lifetime or at death.
Portability will increase the likelihood that a married couple will maximize

the use of their federal estate and gift tax exemptions, thereby reducing their
potential transfer tax liability.

In our latest Trusts & Estates Advisory, we discuss the concept of portability
and the pros and cons of portability as it pertains to you, our client. Clearly,
portability provides certain benefits for married couples. In today’s tax and
estate planning environment, there is great uncertainty as to the future of federal
and state estate taxes, gift taxes, and exemptions. Although portability provides
a certain level of convenience, its limitations lead us to favor more traditional
planning for most clients. Consequently, it makes sense to utilize flexible estate
planning documents that maximize the advantages of both portability and trusts
to protect your assets for you and your beneficiaries.

Background

Prior to the Act, the federal tax system provided each spouse with a gift or estate
tax exemption. Under that framework, if the first spouse to die was only able to
use part of his or her estate tax exemption, the unused exemption would be lost.
Thus, without proper planning, in many instances the estates of married couples
were saddled with taxes on millions of dollars worth of assets that could have
been avoided.

In this regard, during the planning process, we often discuss with clients the
importance of how assets are held. For example, spouses typically hold title

to their residence, bank and brokerage accounts as joint tenants with rights of
survivorship. Under the joint tenancy laws, these assets pass automatically

to the surviving spouse and not pursuant to a deceased spouse’s estate plan.
Similarly, many assets such as life insurance policies, pension plans and IRAs
pass by beneficiary designation at death. Consequently, if at a first spouse’s
death, a majority of assets passed to the survivor by operation of law or
beneficiary designation, it was likely that the deceased spouse would not have a
sufficient amount of assets to fully utilize his or her estate tax exemption. As the
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federal estate tax exemption has increased over the past several years, a couple’s
ability to utilize their federal and estate gift exemption became more difficult.

Portability Is Best Viewed
as a Complement to

.- . To alleviate this concern, the Act introduced the concept of a portable estate and
Traditional Estate Planning . . : :
gift tax exemption. In order to qualify, at the death of the first spouse, his or
her Executor must timely file a federal estate tax return (regardless of whether
one is otherwise required). Once this portability election has been registered,
the surviving spouse is free to use the deceased spouse’s remaining estate or
gift tax exemption to shelter lifetime gifts or reduce estate taxes at the surviving
spouse’s later death. If a surviving spouse makes a taxable gift during his or
her lifetime, he or she is deemed to use the deceased spouse’s unused federal

exemption first.

Consider the following example. Let us assume that: i) John and Mary Smith
have combined assets of approximately $10,000,000; ii) Mary has $6,000,000
of assets in her name, John has $3,000,000 of assets in his name, and they have
$1,000,000 in a brokerage account titled in their names as tenants-in-common;
and iii) the Smiths have signed estate planning documents designed to utilize
their federal estate tax exemptions. The following illustrates what would
happen in the event of John’s death (assume the federal estate tax exemption is
$5,000,000):

Without Portability With Portability

AtJohn'sdeath, $3,500,000
(53,000,000 of his assets
plus $500,000 of the ten-
ants-in-common  account)
would pass to an Estate
Tax Sheltered Trust for
Mary's benefit which would
not be included in her es-
tate. At Mary's later death,
she would have a federal
taxable estate of approxi-
mately 36 500,000, Mary
has a federal estate tax
exemption of $5000,000
and her estate would pay
a 35% tax on the remain-
ing §1,500,000 of assets,
or a tax of approximataly
=525,000.

At.John'sdeath, 53,500,000
would pass to an Estate Tax
Sheltered Trust for Many's
benefit which would not be
included in her estate. In
addition, John's Executor
would file a federal estate
tax return so that his re-
maining $1,500,000 fed-
eral exemption would be
portable to Mary. At Mary's
later death, she would
have a federal taxable
estate of approximately
36,500, 000. However, her
federal estate tax exemp-
tion would he 36 500,000
(i.e., her $5,000,000 plus
John's unused $1,500,000
of exemptions). As a re-
sult, Mary's estate would
have a federal estate tax
liahility of $0.
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As this example illustrates, portability provides a married couple with the
opportunity to reduce their potential federal estate tax liability. However,
portability has a number of limitations. Some of these are set forth below.

Generation-Skipping Transfer Tax (GST-Tax) Exemption

The federal transfer tax system consists of three separate taxing schemes, the
gift tax, the estate tax, and the GST-tax. The GST-tax applies to any transfers
that “skip” a generation (typically transfers from a grandparent to a grandchild).
The federal gift, estate and GST-tax exemptions are all currently $5,120,000.
However, only the federal gift and estate tax exemptions are portable. The
federal GST-tax exemption is not.

Consequently, if a married couple relies on portability, they could be reducing
the amount of their assets which could otherwise pass to their grandchildren and
more remote descendants transfer tax-free. With a GST-tax rate equal to the
highest estate tax rate (currently 35%), the potential exposure is quite significant.

The State Estate Tax Dilemma

The Act is a federal statute, and has no impact on state estate taxes. At this
time, no state estate tax exemption is portable. Connecticut, for example, has

a $2,000,000 estate tax exemption. Consequently, if a deceased spouse leaves
all of his or her assets outright to the survivor, no estate taxes will be due at

the first spouse’s death as a result of the marital deduction available under both
federal and state tax law. However, the amount of state estate taxes that would
otherwise be due at the survivor’s death will be higher. As a result, it is prudent
to create an Estate Tax Sheltered Trust at the first spouse’s death to ensure the
use of your state estate tax exemption.

Future Appreciation

Under the example set forth above, at John’s death, an Estate Tax Sheltered
Trust was created for Mary’s benefit. As mentioned, any assets remaining

in the Estate Tax Sheltered Trust at Mary’s death will not be included in her
estate. Consequently, it is not only the assets that initially passed to the Estate
Tax Sheltered Trust at Mary’s death, but also any appreciation on the trust’s
assets during Mary’s lifetime which would avoid tax. Therefore, it is our
recommendation to fully fund an Estate Tax Sheltered Trust at the first spouse’s
death to minimize the size of the survivor’s gross estate for federal estate tax
purposes.
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Remarriage of Spouse

We must also consider what would occur if the surviving spouse remarries. If
John leaves all of his assets to Mary outright, the assets will be disposed of
pursuant to her estate plan.

If Mary remarries, it is possible that John’s assets could pass to individuals
whom John did not wish to benefit. Alternatively, if John’s estate plan creates an
Estate Tax Sheltered Trust, he can limit the potential beneficiaries at Mary’s later

death under the terms of his trust.

Mary’s remarriage also impacts the portability of John’s unused estate tax
exemption. Under the Act, a surviving spouse’s estate may only use the most
recent deceased spouse’s unused estate tax exemption. Thus, if Mary marries
Bill, and Bill later dies leaving his $5,000,000 federal estate tax free amount to
his children from a previous marriage, at Mary’s later death, only Bill’s unused
exemption of $0 would be available to her. As a result, John’s $1,500,000
unused estate tax exemption has been wasted.

The Solution: Estate Plan Flexibility

While portability is a useful tool in certain circumstances, it is our strong
recommendation that clients not rely on portability to satisfy all of their estate
planning goals. First, portability is set to expire on December 31, 2012. Given
the constantly changing estate tax landscape, there is no guarantee Congress
will extend it, or that future changes won’t reduce its availability. Second, the
federal generation-skipping transfer tax exemption is not portable. Third, state
estate tax exemptions are not portable. Fourth, portability does not shield future
appreciation of assets from tax at the second spouse’s death. Finally, portability
does not provide any flexibility regarding a change in family circumstances such

as the remarriage of the surviving spouse.

At the first spouse’s death, the funding of an Estate Tax Sheltered Trust can

also provide protection against the claims of creditors, including care costs if

a spouse becomes disabled. Trusts can also be drafted to protect your children
from claims brought by creditors, spouses during divorce and special needs costs
for children. Our overriding goal as estate planners is to ensure that your assets
pass intact to your designated beneficiaries and, without the protection provided
by trusts, assets remain vulnerable. Some of the advantages of portability and
creating a trust to hold assets are as follows:
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Advantages of Portability Advantages of Trusts

Maximize federal estate tax * FLEXIBILITY

exemplions * Maximize both federal
+ Avoid re-tithng of assels and stale estale tax ex-
# Avoid costs associated emptions
with creation and mainte- * Preservethe firstspouse's
nance of frusts GST tax exemplion
s Step-up in basis at the » Appreciation of assels
death of each spouse held in estate tax shel-
tered trust not subject to
estate (ax

* Protect assets for spouse
from creditors or in the
avent of disability

* Protect assets for children
from prospective credilors
O SPOLSEes

[f you would like to discuss how portability affects your estate plan, or
would like to update your estate planning documents, please contact us and
we would be happy to assist you.

The Blair & Potts Trusts and Estates Advisory is a periodic publication. Nothing in this advisory
constitutes legal advice, which can only be obtained as a result of personal consultation with an
attorney. The information published here is believed to be accurate at the time of publication, but is
subject to change and does not purport to be a complete statement of all relevant issues. U.S. Treasury
Circular 230 Notice: Any U.S. federal tax advice included in this communication was not intended or
written to be used, and cannot be used, for the purposes of avoiding U.S. federal tax penalties.
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