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The enactment of the American Taxpayer Relief Act of 2012 (“ATRA”) significantly 
altered the landscape of estate planning.  For clients with estates valued above the estate tax 
exemption amount, planning strategy has, for the most part, evolved but remained on a similar 
course.  However, for clients with estates valued in the $3 – $11 million range, crafting the 
optimum estate plan is complex and now demands more creativity from the planner.  For 
example, the tax component of an effective estate plan must now account for the delicate balance 
between income tax savings and estate tax savings.  This outline provides an overview of this 
new landscape of estate planning, as well as important factors estate planners should consider in 
order to structure the best plan for each client.  
 
I. The New Landscape: Income & Estate Tax Rates and Exemptions.  
 
 A. Income Tax Rates.  The highest marginal income tax rate is 39.6%.  The threshold 
amounts for those in the highest tax bracket are as follows: (i) $415,050 for single taxpayers; 
(ii) $466,950 for married taxpayers filing jointly; and (iii) $233,475 for married taxpayers filing 
separately.  For trusts and estates, the threshold for the highest tax bracket is $12,400.  The long-
term capital gains rate for those in the highest tax bracket is 20%.  Please note that income may 
also be subject to the Net Investment Income Tax (discussed below). 
 
 B. Estate Tax Rates & Exemption Amounts.  Under ATRA, the estate tax, gift tax, 
and GST exemptions remain at $5,000,000 per person and are scheduled to be adjusted annually 
for inflation.  For 2016, this amounts to an exemption of $5,450,000 per person (the “basic 
exclusion amount”).  The estate tax exemption is reduced by the amount used during life. The 
annual exclusion amount is $14,000 per donee ($28,000 for a couple). Additionally, ATRA 
provides that if gift tax or estate tax applies, the tax rate is 40%.  
 
 C. Net Investment Income Tax Rates.  New Section 1411 of the Internal Revenue 
Code imposes a 3.8% tax on the net investment income (“NII”) of individuals, estates and trusts.  
NII is a broad category of investment income and other unearned income.  In fact, most of what 
we used to think of as portfolio income is now taxable as NII. Types of NII include interest, 
dividends, annuity distributions, rents, royalties, income derived from passive activities, and the 
net capital gain derived from the disposition of property. 
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For individuals, the tax is imposed on the lesser of: 

i. The individual’s modified adjusted gross income (“MAGI”) in excess of 
the threshold amount, or 

ii. The individual’s NII for the year. 

 The threshold amounts for the NII tax are as follows: (i) $200,000 for single taxpayers; 
(ii) $250,000 for married taxpayers filing jointly; and (iii) $125,000 for married taxpayers filing 
separately. 
 
  For estates and trusts, the NII tax is imposed on the lesser of: 

i. The estate’s or trust’s adjusted gross income in excess of the highest 
income tax bracket threshold ($12,400), or 

ii. The estate’s or trust’s undistributed net investment income. 

 Note that, although the threshold amounts for individuals are not indexed for inflation, 
the threshold for estates and trusts is tied to the highest income tax bracket threshold, which is 
indexed. 
 
 D. Paradigm Shift: The Importance of Basis Planning.   With the implementation of 
ATRA comes the reality that income tax planning now has a heightened significance within the 
realm of estate planning.  Because the differentials between income tax rates and estate tax rates 
have been significantly reduced, estate planners must remain keenly aware of the importance of 
basis planning.  Whereas in previous years, the benefit of avoiding estate tax almost guaranteed 
the wisdom of removing appreciating assets from a client’s estate, those same “estate freeze” 
techniques that formerly proved so effective could today cause a client’s estate to miss out on a 
basis step-up at death for appreciated assets—which may have costly consequences.  Thus, for 
many clients, estate tax planning under ATRA is now a delicate balancing act between avoiding 
estate tax and preserving basis adjustments for appreciated assets.   

 
E. Planning in the New Landscape: Factors to Consider.  There are myriad of factors 

to consider when creating estate plans under the new landscape. 
 

1. Total net worth. Does the clients’ estate fall well below the exemption 
amounts or could they potentially be subject to federal estate tax?  

2. Age and life expectancy of client(s).  Is one spouse in significantly better 
health than the other? Or, much younger than the other? 

3. Out of state property.  Do the clients own property in another state? 

4. Occupation of client(s). Do the occupations of the clients subject them to 
increased creditor exposure? 
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5. Spending habits. What standard of living are the clients accustomed to? How 
much income will they need for living expenses? What is the likelihood or to 
what extent will their estate be exhausted during their lifetimes? 

6. Preservation of GST exemption. Will both spouses’ GST exemptions be 
required to cover the amount of wealth being transferred to their descendants? 

7. Client tolerance for complexity. Will the clients resist any complicated 
planning measures? 

8. Family Structure. Is the family a blended or unitary family? What is the 
likelihood of family discord? 

9. Client’s desire for control. How important is it to the client that he or she 
knows exactly how the estate will ultimately be distributed? 

10. Asset classification. What type of assets are in the estate? Will they benefit 
from a basis adjustment? Or will a basis adjustment likely result in a step-
down? Is it likely that the clients will sell assets during their lifetimes? 

11. Expectation of appreciation.  Is it likely that the estate will appreciate? 
Could appreciation cause the estate to become subject to federal estate tax? 

12. Divorce protection. Do the clients want to protect the estate from former 
spouses in the event of a child’s divorce? 

13. Management assistance. How important is to the clients to receive 
management assistance? 

14. Loss of DSUE. Are the clients relying on the availability of portability to 
avoid the federal estate tax?  If so, is it possible that the surviving spouse 
could put the deceased spouse’s DSUE amount at risk by remarrying? 

The above list demonstrates a few of the many factors that affect which tools will most 
effectively serve the client. 

 
II. Portability.    
 

The introduction of portability has opened new doors for estate planning opportunities.  
Prior to 2011, to the extent an individual did not use his basic exclusion amount, such amount 
would be lost.  This changed with the introduction of portability in 2011.  Portability first 
became available with the enactment of the Tax Relief, Unemployment Insurance 
Reauthorization and Jobs Creation Act of 2010 (the “2010 Tax Act”) and was made permanent 
under ATRA.  In essence, portability allows a surviving spouse to “port” or use his or her last 
deceased spouse’s unused federal gift and estate tax exemption.1  As further discussed below, 
there are both benefits and drawbacks of using portability in lieu of traditional bypass trust 
planning.  First, it is important to gain an understanding as to how portability works and how to 
ensure its availability. 
                                                 
1 IRC 2010(c)(2)(B) 
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A. Definitions. If portability applies, the surviving spouse’s “applicable exclusion 
amount” (the amount excluded from the estate tax) will be the sum of the surviving spouse’s own 
basic exclusion amount and the deceased spousal unused exclusion amount.2  The term 
“deceased spousal unused exclusion amount” (or “DSUE amount”) of a decedent with a 
surviving spouse is the lesser of—  

 
1. the basic exclusion amount in effect for the year in which the decedent 

died, or  

2. the excess of—  

 the decedent spouse’s applicable exclusion amount, over  

 the sum of the decedent’s taxable estate and the decedent’s adjusted 
taxable gifts (which is the amount with respect to which the tentative 
tax is determined on the estate of such deceased spouse).3 

  
B. Election.   
 

1. Timely-Filed Estate Tax Return.  In order to take advantage of portability, 
Section 2010(c) requires an “election” by the executor on a timely-filed Form 706 estate tax 
return, even if an estate tax return would not otherwise be required.4  The portability election is 
available for decedents whose death occurred after December 31, 2010.  Upon the timely filing 
of a “complete and properly prepared” estate tax return, the estate of a decedent survived by a 
spouse will have elected portability unless the executor states affirmatively on the estate tax 
return that the estate is not electing portability.5 

 
2. Relaxed Rules in Certain Cases.  As a general rule, the return will be 

deemed “complete and properly prepared” if it is prepared in accordance with Form 706 
instructions and the regulations under Section 6018.6  However, some relaxed reporting 
requirements are provided under the Regulations if the return is not otherwise required to be 
filed, but is being filed to elect portability.7  In these cases, there are special rules for valuing 
assets that qualify for the estate tax marital or charitable deduction.  In those cases, the executor 
is not required to report a value for such property and will only need to report the following 
information with respect to such assets: 

 
 Description, ownership and/or beneficiary of the qualifying property;  

 Information necessary to establish that the property qualifies for the 
marital or charitable deduction; and 

                                                 
2 § 2010(c)(2); Reg. § 20.2010-1(d)(2). 
3 § 2010(c)(4). 
4 § 2010(c)(5)(A). 
5 Reg. §20.2010 – 2(a)(2). 
6 Reg. § 20.2010-2(a)(7); Reg. §§ 20.6018-2 (relating to persons required to file a return), 20.6018-3 (relating to 
required contents of the return), 20.6018-4 (relating to documents to accompany a filed return). 
7 Reg. § 20.2010-2(a)(7)(ii). 
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 An estimate of the fair market value of the gross estate, including a best 
estimate of the value of the qualifying property.8 

However, the relaxed reporting rules do not apply to marital or charitable 
deduction property if one of the following applies:  

 
 The value of the property relates to the value of property passing to 

another beneficiary of the estate; 

 The value of the property is needed to determine the estate’s eligibility for 
special treatment such as alternate valuation, special use valuation or 
estate tax deferral; 

 Only a portion of the property interest includable in the estate qualifies for 
the marital or charitable deduction; or  

 A partial qualifying terminable interest property election or a partial 
disclaimer is made with respect to the property.9 

3. Computation Required.  The Regulations require a computation of the 
DSUE amount to be made by the executor on the filed estate tax return.10  The current Form 706 
includes portability provisions including this computation requirement.   

 
4. Who Makes the Election?  If there is a court-appointed executor, that is 

the person with the authority to elect portability.  If, however, there is no court-appointed 
executor, then any person in actual or constructive possession of property (a non-appointed 
executor) may file the estate tax return electing portability.  A portability election by a non-
appointed executor cannot be superseded by a subsequent election to opt out of the election by 
this non-appointed executor.11  It is easy to imagine situations in which the family is not in 
agreement with respect to whether the portability election should be made.  Therefore, if the 
decision with respect to portability will be an issue, provisions should be included in a Will or 
marital property agreement specifying (i) whether portability should be elected or (ii) who will 
have ultimate authority to make such decision.   

 
5. Opting Out of Portability.  Most of the emphasis in the regulations has to 

do with an affirmative election to take advantage of portability.  However, the regulations also 
clarify how to avoid the election.  The simplest way to avoid a portability election is to not file 
an estate tax return, provided that a return is not otherwise required to be filed.  If a return must 
be filed for other reasons, the executor must state affirmatively on the return, or on a statement 
attached to the return, that the estate is not electing portability under Section 2010(c)(5).12  The 
current Form 706 provides a check box for the executor to elect out of portability.  
 

                                                 
8 Id. 
9 Reg. § 20.2010-2(a)(7)(ii)(A). 
10 Reg. § 20.2010-2(b). 
11 Reg. § 20.2010 – 2(a)(6). 
12 Reg. § 20.2010-2(a)(3). 



 
 

6 
 

 B. Use of the DSUE Amount – Ordering. 
 

1. Last Deceased Spouse.  A surviving spouse may only use the DSUE 
amount from his or her “last deceased spouse,” determined as of the time of the gift.  The “last 
deceased spouse” means “the most recently deceased individual who, at that individual’s death 
after December 31, 2010, was married to the surviving spouse.”13   

 
Example: H1 dies in 2014 with a $4 million DSUE amount, survived by his wife, 
W. H1’s executor elects portability. In 2016, W has available to her a $9.45 
million gift and estate tax exemption (a $4 million DSUE amount plus her own 
$5.45 million basic exemption amount).   
 
If W later remarries, H1 is still considered to be the “last deceased spouse” and the 
DSUE amount from H1 is still available to W.  If H2 predeceases W, H2 will be 
W’s “last deceased spouse” meaning that the DSUE amount then remaining from 
H1can no longer be used by W.14   
 
If a surviving spouse plans to remarry, he or she should consider making lifetime 

gifts to utilize the DSUE amount from the last deceased spouse rather than risk losing it.  The 
“last deceased spouse” is determined as of the date of the gift.  In the preceding example, W 
would be able to use the DSUE amount from H1 even after her remarriage to H2 (until such time 
that H1 is no longer W’s “last deceased spouse”). 

 
2. Availability.  A portability election is effective as of the date of the 

decedent spouse’s death.15  Thus, the DSUE amount will apply to gifts made by the surviving 
spouse after the date of the decedent spouse’s death even if the gift is made before the estate tax 
return electing portability is filed.   

 
3. Ordering.  The deceased spouse’s DSUE amount is applied to gifts of the 

surviving spouse before his or her own remaining exemption is used.16  A surviving spouse can 
take advantage of the DSUE amounts of multiple predeceased spouses during the surviving 
spouse’s lifetime.17  That is, to the extent a surviving spouse can use the full amount of each 
predeceased spouse’s DSUE amount through lifetime gifting before the next spouse’s death, he 
or she can make gifts far in excess of the exemption amount.   

 
C. Portability vs. Bypass Trusts.  Many practitioners believe that portability is a good 

safety net for those who have not done any estate planning, but is not something they would 
recommend to their clients.  Instead, bypass trusts have traditionally served as the preferred 
planning tool for avoiding estate tax.  The purpose of the bypass trust is to capture the estate tax 
exemption of the first spouse to die, while allowing the surviving spouse to maintain access to 
the assets during his or her life, as a beneficiary of the bypass trust.  Bypass trusts are a well-
established planning tool and have many benefits, including the following: 

                                                 
13 Reg. § 20.2010-1(d)(5).   
14 Reg. §§ 20.2010-3. 
15 Reg. §20.2010-3(c).   
16 Reg. § 25.2505-2(b). 
17 Reg. § 25.2505-2(c). 
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 Appreciation on assets transferred to the bypass trust escape estate tax at 

the surviving spouse’s death. 

 Assets left in trust remain protected from the surviving spouse’s creditors 
and from claims of future spouses. 

 The spouse who died first can control how his or her portion of the assets 
is distributed at the surviving spouse’s death, insuring that his or her assets 
ultimately pass to the children when the surviving spouse dies. (This 
aspect can be especially important in blended family situations due to 
concerns of inequities between children following the death of the first 
spouse.) 

 Assets held in trust are more easily managed in the event of the incapacity 
of the surviving spouse. 

Portability, however, has really opened up the landscape of estate planning 
options for couples at all wealth levels.  First, let’s take a look at some of the pros and cons of 
recommending or relying on portability versus the use of traditional bypass or credit shelter trust 
planning. 
 

Pros:  The main benefit of portability is its relative simplicity.   
 
 Married couples who are not interested in spending money on 

comprehensive estate plans that include bypass trust planning may opt to 
rely on portability to shelter their combined estate from estate tax.  
Although the estate tax return filing requirement may create some 
additional complexity, the relaxed reporting requirements of the 
regulations mitigate this burden to a certain degree.   

 For married couples with one or more large qualified retirement accounts, 
relying on portability may be particularly desirable.  Although a bypass 
trust that is drafted as a see-through trust can be named as the beneficiary 
of a retirement account without accelerating the minimum required 
distributions (and consequently the income tax thereon), drafting the 
provisions necessary to meet the see-through trust requirements is not 
consistent with the traditional purposes of the bypass trust.   

 Married couples with disparate wealth may prefer to rely on portability 
rather than on lifetime equalization planning between the spouses.  If one 
spouse’s estate is nontaxable and the other spouse’s estate exceeds the 
taxable limits, traditional bypass trust planning is not effective for the 
“poorer” spouse.  If the non-monied spouse dies first, his or her estate tax 
exemption would be lost without portability, even with traditional bypass 
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trust planning because he or she simply does not have enough money to 
fund the bypass trust. 

 If the marital assets consist of low basis assets, portability may be a better 
option than traditional bypass planning in order to take advantage of the 
step-up in basis in assets at death.  With the increase in income tax rates 
on capital gains and the relatively low estate tax rate, this is a good 
alternative in the right circumstances. 

Cons:  The most commonly discussed drawbacks include the following. 
 
 Portability does not extend to the generation-skipping transfer (“GST”) 

tax.  Any amount of the GST tax exemption amount that was not used 
during the deceased spouse’s life or through other planning at his or her 
death will be lost.  

 Portability has limited availability to non-US citizens, depending on 
residency and citizenship.  If the deceased spouse is a nonresident, non-US 
citizen at the time of his or her death, a portability election is not 
available.18  If the deceased spouse is a non-US citizen but is a resident at 
the time of his or her death, a portability election is available.  However, 
the surviving spouse’s use of that exemption may be limited or disallowed, 
depending on the surviving spouse’s status. 

 Assets of the deceased spouse that pass outright to the surviving spouse 
are subject to creditors of surviving spouse, whereas if those same assets 
are transferred to a bypass trust they are more likely to be protected from 
creditors.  

 Appreciation of the deceased spouse’s estate will be included in surviving 
spouse’s estate.  If proper bypass trust planning is implemented on the 
death of the first spouse, all of the appreciation on the assets transferred to 
the bypass trust (to the extent such assets are not distributed to the 
surviving spouse during his or her lifetime) will not be subject to estate tax 
at the subsequent death of the surviving spouse. 

 There is a possibility that the DSUE amount could be lost entirely if the 
surviving spouse later remarries a new spouse and survives that spouse. 

 Portability has not been adopted at the state level.  Use of bypass planning 
may help mitigate state estate taxes that would be imposed on the 
presumably larger estate of the second spouse to die. 

                                                 
18 Reg. § 20.2010-2(a)(5). 
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The choice between utilizing a traditional bypass trust (thereby foregoing a basis 
step-up at the surviving spouse’s death) and relying solely on portability (which secures a basis 
step-up but leaves the client without many of the typical non-tax advantages of using a trust) is 
complex and depends largely on the circumstances of each client.   

 
Portability, however, is not always a trust vs. non-trust issue, as there are other 

planning techniques that can take advantage of portability without sacrificing the benefits of a 
trust. Accordingly, advisors need to consider the broad planning opportunities and options 
available, taking into account the changes in the tax laws and each client’s particular situation.  
There are a variety of options available in designing estate plans now that portability is a 
permanent feature in estate planning.  The best course will depend on a variety of factors that 
vary from client to client.  Some of the factors to consider include asset composition, anticipated 
growth of assets, client age and health issues, blended family issues, desire for control, creditor 
issues, desire for simplicity/tolerance for complexity, and income tax rates, among others.  There 
will not be a “one-size-fits-all” solution for all clients.  The one thing that does appear certain is 
that nearly all clients will benefit from a review of their estate plan. 

 
III. Planning Tools. 
 
 A. Outright Gift to Surviving Spouse (Portability).  An outright gift to the surviving 
spouse is an option clients may prefer to take (often because of its apparent simplicity), and 
although this option does not include a lot of planning on the front end, there are several issues 
estate planners must ensure clients consider before utilizing this “simple” option.  Even if 
portability would completely shield the clients from federal estate tax liability if an outright gift 
is used, the fact that the GST exemption is not portable may leave future generations with an 
unnecessary tax burden.   
 
 Example: Husband dies in 2016 and leaves a $4 million estate. Husband’s Will 

provides that $2 million passes to Wife outright, and the remaining $2 million 
passes to his children in trust.  Because Husband’s estate is less than $5.45 
million, there is no federal estate tax liability.   

 
The executor of Husband’s estate files an estate tax return allocating $2 million of 
Husband’s estate tax exemption and $2 million of Husband’s GST exemption to 
the gift to the children’s trust.  Executor also elects portability to pass Husband’s 
remaining $3.45 million unused exemption amount to Wife. 
 
Wife now has a gift and estate tax exemption of $8.9 million ($3.45 million 
DSUE from Husband + $5.45 million of her own).  Her GST exemption, 
however, remains at $5.45 million.  
 
Passing assets outright to the surviving spouse does allow for the assets to receive 

a new basis at the surviving spouse’s death.  This technique, however, foregoes the many 
benefits of using a trust, including protection from creditors, the ability to allocate the deceased 
spouse’s GST exemption, and the ability of the deceased spouse to control the ultimate 
disposition of his estate upon the death of the surviving spouse.   
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 B. Outright Gift to Surviving Spouse with Disclaimer Planning.  In the same 
scenario as the example above, Husband could have included a provision in his Will directing 
that if Wife disclaims the bequest, the $2 million should instead pass to a bypass trust.  This 
technique gives the surviving spouse the flexibility of deciding whether to rely solely on 
portability. 
   

Returning to the example above, if Wife also had a substantial estate (such that a 
lack of GST exemption might be an issue) or if Wife might eventually remarry (thereby risking a 
loss of deceased Husband’s DSUE), it would be wise to suggest that Wife disclaim the bequest.  
Husband’s GST exemption could be allocated to the bypass trust, and there would be no risk that 
the assets passing to the trust would be subject to the estate tax (as would be the case in the event 
that the DSUE from Husband would be lost or insufficient to cover Wife’s estate).  Disclaiming 
to the bypass trust would provide all of the non-tax benefits of a trust discussed above.  A 
potential disadvantage would be Wife’s inability to retain a special power of appointment over 
the disclaimed assets in the bypass trust, which would prevent her from making adjustments to 
account for changing conditions among beneficiaries.   

 
There are other potential disadvantages to this approach that should also be considered. 

For example, Wife could inadvertently accept the bequest or die prior to disclaiming.  Wife 
could also refuse to disclaim regardless of whether it is the most advantageous tax planning 
option.  In this way, the disclaimer technique prevents the deceased spouse from having control 
over the ultimate disposition of the estate, which is why this option is generally not 
recommended for blended families where unfair treatment among beneficiaries is a possibility.   
 
 C. QTIP Trust.  Another planning option involves utilizing portability in conjunction 
with a standard QTIP trust.  This option involves the following steps.  The Will of the deceased 
spouse provides that all of his or her assets shall be transferred to a QTIP trust for the benefit of 
the surviving spouse, and, once the QTIP election is made, the estate of the deceased spouse 
receives a marital deduction equal to the value of the property passing to the trust.  The executor 
of the deceased spouse’s estate then makes a portability election, allowing the DSUE amount to 
pass to the surviving spouse. The executor can also make a “reverse QTIP election,” which 
allows the deceased spouse’s GST exemption to be allocated to the trust.  Moreover, any assets 
in the surviving spouse’s estate (including the assets in the QTIP trust) receive a step-up in basis 
at the surviving spouse’s death.  
 

Through a QTIP trust, the deceased spouse can ensure his estate will ultimately 
pass to his children by naming them as remainder beneficiaries of the trust, which is particularly 
useful in blended family situations.  To qualify for QTIP treatment, however, the trust must meet 
certain terms.  Two such requirements are that the surviving spouse must be the only beneficiary 
of the trust and must be entitled to receive all income from the trust.  

 
Example: Husband’s Will provides that his entire $4 million estate shall pass to a 
QTIP trust for the benefit of Wife.  The Will also provides that upon the death of 
Wife, Husband’s two children (one from a prior marriage) are to become 
beneficiaries of the trust.   
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When Husband dies in 2016, the executor of his estate makes a QTIP election for 
his estate, which qualifies the $4 million to be treated as a marital deduction.  
Husband’s estate is therefore not subject to any federal estate tax liability, and 
Husband has preserved all of his estate tax exemption, which will be available for 
Wife’s use.  The executor also makes a portability election and a reverse QTIP 
election.  The portability election transfers all of Husband’s DSUE to Wife for her 
use.  The reverse QTIP election allows the executor to allocate Husband’s GST 
exemption to the trust, which allows the trust assets to pass to his descendants free 
of generation-skipping transfer tax.  
 
Wife is entitled to all income earned by the trust.  Assuming Wife does not use 
any of the DSUE amount during her lifetime (and assuming she is not 
predeceased by a second spouse), she will have Husband’s full $5.45 million 
exemption to cover her estate, in addition to her own exemption, and all assets 
held by Wife at her death will receive a step-up in basis.  
 

 D. QTIPable Trust.  Another possible planning option is the use of a “QTIPable” 
Trust, which is simply a trust that meets all terms required for it to receive QTIP treatment. To 
utilize this technique in the preceding example, Husband’s Will would provide for his estate to 
pass to a QTIPable trust and would also give the executor of his estate the ability to refine 
Husband’s estate plan as necessary after his death if circumstances warrant. Specifically, his 
executor can make either a full QTIP election, no QTIP election, or a partial QTIP election.  
Granting the executor this authority allows him or her to have the flexibility necessary to 
determine, at the time of Husband’s death, which option would be most advantageous for 
Husband’s estate as well as for all parties involved.  It also ensures that regardless of what type 
of election the executor makes, the Husband retains control of who shall benefit from his estate.   
 
  If the executor chooses to make a full QTIP election, then the entire trust receives 
QTIP treatment with the same result as discussed above regarding standard QTIP trusts.  If the 
executor makes a partial QTIP election, that portion of the assets in the QTIPable trust not 
subject to a QTIP election would be carved out and held in a separate trust designed to pass at 
Wife’s death free of estate taxes to the remainder beneficiaries. Because the two trusts would 
have identical terms, Wife would retain the entire income interest from the trusts.  The assets 
held in the non-elective trust would not be subject to the estate tax in Wife’s estate and thus 
would not receive a step-up in basis at Wife’s death.    
 
 E. QTIP with Clayton Provision.  Alternatively, the Will could provide for any 
portion of assets in the QTIP trust for which a QTIP election is not made to pass to a bypass trust 
so that the mandatory income distributions required of a QTIP trust can be avoided. Accordingly, 
the executor could choose to not make a QTIP election for that portion of the QTIP trust equal to 
the remaining estate tax exemption amount. This type of provision is referred to as a “Clayton 
election.”  
 
  Both the surviving spouse and descendants could be beneficiaries of the Clayton 
Bypass Trust and could receive income based on a HEMS standard (health, education, 
maintenance and support). The deceased spouse’s GST exemption can be allocated to the 
Clayton Bypass Trust. The assets held in that trust, however, would not receive a step-up in basis 
at the death of the surviving spouse.  
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IV. Non-Tax Considerations.  In planning for very large estates, the focus is often on 
minimizing the clients’ exposure to estate tax and GST tax.  However, every estate planner 
should also explore the various non-tax considerations as part of a complete estate plan. 
 

A. Asset Protection Planning.  Asset protection is a very important benefit of trusts 
and business entities, but is often seen as a “bonus” rather than the motivating factor in estate 
planning for large estates.  Trusts, limited liability companies, and limited partnerships are three 
planning tools commonly used in limiting one’s exposure to potential creditors.  These tools can 
be used individually or in conjunction with each other.  

 
1. Business Entity.  A limited liability company or limited partnership can 

protect assets within the entity from the creditors of an individual owner (i.e., the member or 
partner).  The individual owns a membership interest or limited partnership interest instead of the 
underlying assets.  Under Texas law, the rights of a creditor of an individual owner are limited 
with respect to the individual’s membership interest or limited partnership interest: the creditor 
can only obtain a charging order against the owner’s interest in the entity.  The charging order 
entitles the creditor to receive the individual owner’s share of distributions from the entity if and 
when distributions are made.  The creditor cannot force a distribution nor can it exercise voting 
rights with respect to such interest.  Further, creditors whose claim stems from the operations or 
assets within the business entity have no claim against the individual owners.   

 
2. Trust.  The assets held in a spendthrift trust are protected from creditors of 

beneficiaries of the trust, provided the beneficiary is not the grantor.  Further, trust assets are 
protected from a beneficiary’s spouse in the event of a divorce.  In some states (such as Texas), 
the beneficiary can even serve as sole trustee without forfeiting the asset protection qualities of 
the trust.  While a limited liability company or limited partnership does provide asset protection 
in that a creditor can only seize assets actually distributed from the entity, this has practical 
limitations when an entity has multiple owners.  Those other owners may want to make 
distributions from the entity despite the creditor problems of one owner.  If a membership 
interest or limited partnership interest is owned by a trust for the benefit of an individual, rather 
than the individual himself, a distribution can be made from the business entity without exposing 
that distribution to the creditor.  In such event, the distribution will go to a trust rather than the 
individual.  The trustee of the trust can then use the distribution to provide for the health, 
education, maintenance, and support of the individual beneficiary.   

 
B. Planning for Disability or Incompetency.  Planning for disability or incompetency 

is another important component of estate planning that can be easily overlooked.  Planning for 
disability or incompetency often includes preparing a statutory durable power of attorney, 
directive to physicians (living will), medical power of attorney, declaration of guardian of the 
person and estate, and, in many cases, a revocable living trust.  These documents should be 
updated regularly and kept in an accessible location.  The revocable living trust, if funded during 
life, provides for a smooth transition of management authority over the assets in the event of 
incapacity. 

 
C. Beneficiary Designations.  A carefully drafted Will or revocable Living Trust is 

meaningless if beneficiary designations are not properly coordinated to the plan.  Bank accounts, 
retirement accounts, and life insurance will pass according to beneficiary designations, which 
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can have unintended consequences to an estate plan, particularly when those assets make up a 
large percentage of the overall estate.  Guiding the clients through these designations is vital to 
the success of their estate plan. 

 
D. Retirement Planning.  Due to the minimum required distribution (“MRD”) rules 

applicable to retirement accounts, it often makes more sense, economically, to designate a 
surviving spouse or descendants as beneficiaries of a retirement account rather than a trust.  If an 
individual is designated as the beneficiary of a retirement account, it will be included in the 
decedent’s estate for estate tax purposes and, when distributions are made to the individual 
beneficiary, such distributions will be included in the beneficiary’s income and subject to income 
taxes.  An individual beneficiary may only receive 36% of the value of the IRA after a 40% cut 
for estate taxes and another 40% for income taxes.   

 
If the client is charitably inclined, a retirement account can be used very 

effectively in charitable planning.  If a charity is designated as the beneficiary of a retirement 
plan, the charity will get 100% of the value of the retirement plan because (i) no estate tax will 
be due on such assets and (ii) the charity does not pay income taxes.  Public charities, donor-
advised funds, and private foundations are all eligible beneficiaries of a retirement plan.  
Designating a public charity is straightforward and a good option for clients who feel strongly 
about certain charities.  The donor-advised fund provides greater flexibility in that it allows for 
disbursements to charities based on the donor’s guidelines and philosophies.  The private 
foundation is appropriate for larger charitable gifts where the clients feel strongly about creating 
a charitable legacy that will endure for a long period of time.  The private foundation does carry 
with it significant administrative burdens, which is why most practitioners do not recommended 
a foundation where the funding is under $10,000,000. 

 
E. Business Succession.  For a client who owns a closely held business, particularly 

if the client would be considered a “key man” in the operations of the business, it is important to 
consider what happens if this individual passes away unexpectedly.  The following issues should 
be addressed: 

 
 Who is capable of keeping the business going without the key man? 

 Should the business be sold?  If so, who should be in charge of this 
process?  Is there sufficient liquidity for the family in the meantime? 

 Would the value of the business fall drastically without the key man?  Is 
there sufficient key man insurance? 

F. Life Insurance.  Life insurance is traditionally used to pay estate taxes and/or 
provide liquidity in the event of the untimely death of the family breadwinner.  It is important to 
review the life insurance regularly as the clients’ needs may change over time and to monitor the 
performance and economic health of the policy.  If a client decides a policy is no longer needed, 
they may want to consider a sale of the policy on the secondary market rather than simply letting 
it lapse or taking the cash value.   
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It is also important to ensure that beneficiary designations are updated 
appropriately.  Life insurance proceeds pass according to the beneficiary designation rather than 
pursuant to the Will or Living Trust.  If one fails to update his beneficiary designation and assets 
pass to an ex-wife, for example, it can difficult to retrieve those funds. 

 
V. Conclusion.  With the recent changes in the law, including the new estate and income tax 
rates and the availability of portability, we have entered a new era of estate planning with many 
exciting possibilities.  Each client presents a unique set of circumstances and requires a 
thoughtful and unique estate plan to satisfy their needs and wishes.  Fortunately, there are a 
multitude of options available, only some of which are mentioned in this outline. 


