JANUARY 2011

CLIENT STRATEGIES:
AN IN-DEPTH ANALYSIS OF THE WEALTH TRANSFER PROVISIONS IN THE 2010 TAX ACT

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of
2010 (the “Act”) was signed into law by President Obama before the end of last year. Along
with another extension of unemployment benefits, the bill created a one-year stimulus item with
respect to the payroll tax. Specifically, the employee's share of the OASDI tax will be reduced
by 2 percent throughout 2011. This reduction is for all wage earners and applies to all earned
income up to the Social Security wage base of $106,800.

The Act also reinstated the qualified charitable distribution provision for IRASs, which
permits a nontaxable distribution to be made to a charity directly from an IRA. This rule was
applied retroactively to 2010 and will apply to charitable IRA rollovers in 2011. The
distribution amount may not exceed $100,000 per taxpayer, per year, and is limited to
individuals who have attained age 70 1/2. A special rule permits distributions in January 2011
to be treated as if made in 2010. Unfortunately, the IRS has announced that they will not permit
distributions taken in 2010 to be reinserted in the IRA for the purposes of making the 2010
qualified charitable rollover.

This month’s Tax Letter is an in-depth analysis of the estate, gift, and
generation-skipping transfer tax provisions of the Act.

Sincerely,

John Meisenbach,
President
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THE ESTATE, GIFT, AND GENERATION-SKIPPING
TRANSFER TAX PROVISIONS OF THE TAX RELIEF,
UNEMPLOYMENT INSURANCE REAUTHORIZATION, AND
JOB CREATION ACT OF 2010

The long-awaited revision to the federal wealth transfer tax system was enacted in December as
a result of a compromise reached between President Obama and Republican Congressional leaders. The
new law addresses the uncertain circumstances created in 2010 by the “sunset” of the Economic Growth
and Tax Relief Reconciliation Act (“EGTRRA”) passed in 2001. The uncertainty continues to some de-
gree because the new revisions will sunset after two years and further extensions or revisions will be
required for 2013. Below is a summary of the new tax rules and some thoughts about the impact of
these rules on estate plans.

WHAT ABOUT 20107?

The settlement of estates for deaths occurring in 2010 has been mired with uncertainty for the
affected families and their professional advisors. Fortunately, that uncertainty has been addressed, in
part, by retroactive application of the new wealth transfer tax rules enacted as part of the Tax Relief,
Unemployment Insurance Reauthorization, and Job Creation Act of 2010. Specifically, such estates
may now elect to be subject to the modified carryover basis rules provided by EGTRRA and avoid estate
taxes. Alternatively, the estate may choose to be subject to the new estate tax rules. Briefly, the
modified carryover basis rules allow the executor of an estate to increase the basis of assets by $1.3
million. The basis of any individual asset could not be increased beyond the value of the asset as of the
date of death. For assets transferred to a surviving spouse in a qualifying manner, an additional $3
million of basis increase could be applied. If estate taxation is chosen, the estate will have a $5 million
exclusion and the excess will be taxed at a 35 percent tax rate. Furthermore, if estate taxation is chosen,
the basis step-up rules will apply to assets and heirs will take these assets with an income-tax basis equal
to the date of death value of such assets.

For estates subject to the election in 2010, the choice of tax regimes should be clear if the taxable
estate is substantially above $5 million. The 35 percent estate tax rate would be more punitive than the
current 15 percent rate on long-term capital gains, so the modified carryover basis/zero estate tax regime
should be more favorable. For taxable estates under $5 million, the estate tax should be chosen because
there will be no estate tax and the accompanying basis step-up provisions will eliminate the capital gains
potential. A more detailed quantitative analysis that involves some speculation concerning the growth
rate of assets and the timing of the sale of the assets by the heirs must be performed for estates just
above the $5 million threshold. An additional consideration that must be factored into the decision is
whether the estate is holding assets with a built-in capital loss. This type of decision is not completely
unique since we always have had to determine the effectiveness of making gifts prior to death and
choosing the appropriate property to give away. The gain or loss potential would indicate the choice of
making gifts, incurring losses on property for income-tax purposes, or holding assets until death for the
available basis adjustment. This type of decision has, to some degree, been transferred to an executor for
2010 decedents.
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THE NEW WEALTH TRANSFER TAX SYSTEM FOR 2011 AND 2012

The exemption amount for estate, gift, and generation-skipping transfer taxes is $5 million for
2011 and 2012 with the 2012 amount subject to an inflation adjustment. The rate is 35 percent for all
taxable transfers under the three tax systems. These changes are subject to the sunset provisions of the
law which would return the exemption amounts to $1 million and reinstate the marginal rates up to 55
percent (with a 60 percent surcharge rate in some events) in 2013.

Reunification of the Estate and Gift Tax Exclusions. Although the increase of the estate tax
exclusion is significant, the increase in the gift tax exclusion is five-fold. This may be a tremendous
opportunity (which might only have a two-year shelf life) to make lifetime wealth transfers to family
members. This could be a particularly important tool for the senior generation owners of a closely held
business. In the past, significant lifetime transfers were limited by the annual exclusion (currently
$13,000 per donee) and the $1 million exemption amount. This necessitated transfers over a long time
horizon and some aggressive value-discounting techniques. For example, the use of family limited
partnerships (FLPs), grantor-retained annuity trusts (GRATS), and sales to intentionally defective trusts
were employed for large discounted wealth transfers and for life insurance purchases.

The $5 million gift tax exclusion could simplify the process of transferring the family business
and reduce the tax audit risk of employing aggressive techniques. This is particularly true for families
where the total wealth does not exceed $5 million ($10 million for a married couple). For larger estates,
the more aggressive techniques will still be employed, but the $5 million gift tax exclusion provides an
opportunity for greater lifetime wealth shifting that can be amplified with successful discounting
techniques. The $5 million exclusion amount can also be used to shelter transfers to an irrevocable life
insurance trust (ILIT) for premium amounts that exceed the annual gift tax exclusions available to the
grantor of the trust.

Portability of the Exclusion Amount between Spouses. Another unique aspect of the new estate
tax rules is the ability to "inherit" the unused exemption amount from a deceased spouse. The term
“Deceased Spousal Unused Exclusion Amount (DSUEA)” was coined in IRC Sec. 2010(c)(4). The
portability of the exclusion amount applies to gift and estate transfers but does not apply to the GST.

Example: Mr. A dies in 2011 leaving some of his estate to Mrs. A, but leaves $2 million
to his children from a prior marriage. Since his taxable estate is $2 million after the fed-
eral estate tax marital deduction, his $5 million exclusion amount goes unused to the ex-
tent of $3 million. Mrs. A now has $8 million of exclusion amount to be used against her
lifetime taxable gifts and/or her taxable estate at the time of her death.

The ability to transfer unused exemption to a surviving spouse is often seen as a provision that
makes sophisticated planning unnecessary for married couples with taxable estates below $10 million.
However, this could be a costly mistake, even if this provision is not allowed to expire after 2012. The
estate planning considerations for adapting to the portability of the exclusion amount include:

e The exclusion amount is transferable to a surviving spouse only if the deceased spouse’s
executor files a timely federal estate tax return to indicate the amount of exclusion that remains
unused. It might be unwise to avoid the trouble and expense of filing this return for a couple
without significant wealth since the receipt of an unexpected windfall could place the surviving
spouse above a single exclusion amount.
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e The use of the traditional marital deduction and credit shelter (exemption/exclusion) trusts may
seem unnecessary but should still be considered in many circumstances. In a high net-worth
estate, the use of the exclusion trust funded with $5 million at the death of the first spouse
creates an estate freeze since the exclusion amount would be applied to the value of the assets at
the time of the first death and subsequent appreciation would escape tax later. The use of the $5
million exemption at the time of the first death would be particularly beneficial if Congress
decides later to allow these provisions to lapse and the exclusion goes back to a lesser amount.

e The use of trusts is necessary for many estates irrespective of the estate tax. An appropriately
designed trust provides asset protection for the beneficiaries and, perhaps, the grantor of the
trust. If asset protection is a concern or beneficiaries have disabilities or other limitations, a trust
is essential. The form of trust(s) created as part of the estate plan should be determined in
conjunction with the wealth transfer tax implications.

o Estate taxes and estate liquidity problems remain a concern for many individuals and families.
Life insurance benefits are often used to solve or mitigate these problems. In many instances, the
irrevocable life insurance trust (ILIT) is the best solution for these circumstances and to provide
for subsequent generation beneficiaries. Life insurance may already be in place in the estate plan
to preserve assets for the family. This existing coverage may have significant value as an asset
class, particularly if the health circumstances have changed since the policy was acquired.
Prudent decisions should be made with respect to life insurance and adapting existing coverage
to the changed circumstances of the wealth transfer taxes.

The information in this letter was obtained from sources considered reliable. However, the
accuracy or completeness of such information is not guaranteed. In addition, nothing in this
letter should be construed as an offer or solicitation on our part for the sale or purchase of any
security or life insurance product.

MCM cannot and does not engage in the practice of law or accounting. Consequently, the
information provided in this letter is not intended to present an opinion or advice on legal, tax,
accounting or investment matters. Please consult professional advisors for legal, tax,
accounting or investment advice, as applicable, before taking any action based on this
information.
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