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Course Summary

This course will provide a detailed look at estate planning in the year 2010 and beyond,
including an outline of recent developments that might considerably change your approach to
both current and future estate planning.

Your Instructor

Edward L. Perkins, BA, JD, LLM (TAX), CPA

Course Content

The Practice Units are as follows:

Unit One - Introduction

Unit Two - The Current State of the Federal Estate Tax

Unit Three - What To Do In 2010

Unit Four - What If One Spouse Is Likely To Die in 2010?

Unit Five - Should the 35% Gift Tax Rate Be Taken Advantage Of?
Unit Six - Estate Administration 2010

Unit Seven - 2011 and Beyond

Learning Objective

This Course consists of seven Practice Units and one Quizzer. You must view every Unit in full
prior to moving forward, and upon the completion of the final Unit will be tested on the materials
discussed therein.

Obtaining Course Credit

At the end of the main presentation, after you will have completed the Course Material, you will
be given an opportunity to take the Quizzer. If your score is less than 70%, you may retake the
Quizzer as many times as you like until you answer at least 70% of the Questions correctly. In
order to receive your Certificate of Completion and your Credit, you must complete the Quizzer
and answer 70% of the Questions correctly.



1. Infroduction

In 2001, Congress enacted the Economic Growth and Tax Relief Reconciliation Act
(EGTRRA). A major component of this legislation was to slowly phase out the federal estate
and generation skipping transfer taxes. From 2002 onward, the maximum estate tax rate was
gradually reduced while the unified credit gradually increased. In 2010 the Estate Tax and the
Generation Skipping Transfer Tax are repealed for one year The gift tax remains with
$1,000,000 Exemption and a 35% Tax rate Basis Step Up is also repealed and replaced with
Carry Over Basis —In 2011 will it all return but in what form? Estate Planning in 2010 — what'’s
an estate planner to do?” In this program we will highlight both the current and future state of
the federal estate tax and also to answer that question — In 2010 What’s an Estate Planner to
do? Let’s begin by looking at the current state of the estate tax

Il. The Current State of the Federal Estate Tax
A. Repeal of the Estate Tax and Carry Over Basis.

In 2010 there is no federal estate tax, there is no generation skipping transfer tax and,
absent legislation, when the year ends everything will revert to where it was a decade ago. In
2011 the estate tax - reverting back to 2002 levels — with a $1,000,000 exemption, a 50%
marginal rate and a 5% surcharge for estates over $10,000,000. This means that there are a
number of issues that should be addressed when planning an estate, especially in light of the
uncertainty involving 2010 and beyond.

B. Repeal of the GST Tax.

Another tax that has been phased out in 2010 is the generation skipping transfer tax.
Prior to 2010, any transfer made to a “skip person” was taxed. This generally meant that if you
passed property to a person that was more than one generation below you (e.g. a grandchild) a
tax was imposed. As the law currently stands, a transfer may be made to anyone without
imposing this tax. This could present opportunities to pass assets to future generations without
incurring a tax liability. As the law currently stands, this tax will also be revived in 2011 at its
pre-EGTRRA level.

C. The Gift Tax Not Repealed

While the gift tax has not been repealed for 2010, there are changes that may benefit
people wishing to make transfers of their assets. There remains a $1,000,000 lifetime
exemption for gifts made during a person’s lifetime as well as an annual exclusion for gifts of
present interests. However, for 2010, instead of a maximum 45% tax rate, the gift tax rate will
be reduced to 35%. This ten percent savings could prove significant on large gifts. Once 2010
ends, the gift tax will return to the rates and exemptions that were in place when EGTRRA was
passed.



D. Carryover Basis for Property Received from a Decedent
1. Overview

As noted above, EGTRRA caused a gradual phase out of a number of provisions related to the
estate, gift and generation skipping transfer taxes. First and foremost, there is no federal estate
tax for 2010. This means that property transferred by a decedent will not be subject to a federal
estate tax. While this at first glance seems like a great deal, there is a catch. Prior to 2010, a
person received a “step-up” in basis for any property passing by way of their death. This meant
that the property received by a person’s heirs would have a basis of the fair market value.

For 2010, there is no step up in basis, something that may cause one’s heirs to have to
recognize a great deal of gain on property passed by way of someone’s death. Instead of a
step up for all assets, there is 1.3 million dollars that may be allocated to the basis of property
passing to someone’s heirs. If property passes directly to a spouse or a QTIP for a spouse,
there is an additional 3 million that may be allocated. In order to qualify the property must either
pass to the surviving spouse outright or in the form of a “qualified terminable interest”.

The 1.3 million dollars basis increase may be allocated to the following: (i) property
acquired by devise, bequest or inheritance; (ii) property acquired by the decedent’s estate from
the decedent; (iii) property acquired by or under the terms of a qualified revocable trust to which
decedent transferred property during his or her lifetime; (iv) property acquired by or under the
terms of a trust to which the decedent transferred the property during his or her lifetime, and
over which the decedent retained any power to make any changes or revoke; and (v) property
passing from decedent by reason of decedent’s death to the extent that no consideration is
exchanged.

The 1.3 million dollars basis increase may not be allocated to the following (i) items of
IRD:; (ii) property acquired by the decedent by way of a gift (other than from a spouse) within 3
years of decedent’s death; additionally, property acquired by the spouse and then gifted to the
decedent is ineligible for the basis step up; and (iii) stock in certain foreign personal holding
companies; Domestic International Sales Companies, or a foreign investment company or
passive foreign investment company.

2. Special Rules

EGTRRA includes several rules designed to prevent both attempts to frustrate the operation of
operation of the carryover basis rules and unintended consequences of carryover basis.

a. Gain on Liability in Excess of Basis
Generally speaking, if a liability exceeds basis in property and the liability is assumed, gain is

recognized. However, if encumbered property is transferred by a decedent, gain is not
recognized by the decedent/estate to the extent that the liability exceeds the basis in the



property. It should be noted that this does not preclude a recipient of such property from
recognizing gain upon their disposition of the property..

b. Personal Residence Exclusion.

A person may exclude up to $250,000 in gain on the sale of a principal residence. This had little
effect when there was a step up in basis upon a decedent’s death. Now that the step up in
basis is no longer applicable, the $250,000 exclusion of gain on a personal residence can be
utilized to avoid gain: (i) the estate itself can exclude gain upon its sale of the property; and (ii) a
beneficiary receiving the property may avoid recognition by tacking their period of residency
onto the decedent’s period of residency.

C. Gain on Funding Pecuniary Bequests

Gain recognition may occur in the case of a pecuniary bequest. When a pecuniary gift is made,
the estate recognizes gain to the extent of post death appreciation. The recipient of that gift will
receive a carryover basis in that asset plus a step up to the extent that gain was recognized. For
example, $100,000 pecuniary gift is made to a beneficiary. The property is worth 75k at death
and the decedent had a $25,000 basis. The property is distributed to the beneficiary when it is
worth $100,000. The estate pays tax on the $25,000 post-death gain. The beneficiary receives
the property with basis of $50,000.

d. Bequests to Foreign Persons

Any gifts to foreign persons cause the estate to recognize gain to the extent that fair market
value exceeds the decedent’s basis in that property.

E. Miscellaneous
1. Recapture of Estate Taxes Preserved.
EGTRRA still imposes an estate tax during 2010 on certain estates created prior to 12/31/2009.
Recapture of taxes may apply to post-2009 dispositions of property for estates that were
granted: (i) the tax benefits of special use valuation; (ii) deductions for interest in qualified family
owned business; and (iii) deferral of taxes due to section 6166

2. Estate Tax Preserved for Certain QDOTs

QDOTs created prior to 12/31/09 may be subject to estate tax when there is a distribution to a
surviving spouse after 12/31/09 and before 1/1/2021

F. Retroactive Repeal.

There is some talk that the Congress will reinstate the estate tax retroactively to January 1,
2010. Some commentators believe that such a reinstatement would present constitutional
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problems. This is may be overstating the case since there is some precedent for retroactive tax
legislation being upheld. As recently as April 21, of this year, the Chairman of the Senate
Budget Committee highlighted as a legislative priority two years of tax reform reflecting 2009 tax
levels with an exemption of $3,500,000. However to date Congress has not addressed the issue
and may in the name of political expediency simply let the law stand as is. Whether that will
happen and in what form is anyone’s guess.

lll. Whatto Do In 20107

A. Overview.

The so-called moratorium of the federal estate tax in 2010, poses a humber of estate
planning issues which should be addressed, including the following:

1. Must pre -2010 Documents be Amended in Light of Estate Tax Repeal? If the law
remains in tack for the entire year without retroactive repeal, documents drafted prior to 2010
which contain language which bases property dispositions upon the assumption that the federal
estate tax and the generation skipping tax are in effect — these documents could potentially
misdirect the disposition of the estate for individuals dying in 2010.

2. What steps should be taken to assure limited step up in basis? Pre - 2010
documents could lack the requisite language to insure that the limited step up in basis available
under estate tax repeal is taken advantage of.

3. If anindividual is likely to die in 2010 how can their estate take advantage of estate
tax repeal?

4. Should gifts be made in 2010 in order to take advantage of the 35% gift tax rate?

5. How does estate tax repeal affect estate administration in 2010?

6. What about 2011 and beyond?

B. Must Pre 2009 Documents be Amended in Light of Estate Tax Repeal?
1. Estate Planning Prior to Repeal.

Must pre 2009 documents be amended in light of estate tax repeal? In order to
understand how estate tax repeal might impact pre repeal documents can be impacted by
estate tax repeal we must first understand how a typical estate plan was structured prior to
repeal. Prior to the 2010 repeal, if the estate was large enough to be exposed to the federal
estate tax, i.e., if the estate exceeded the federal estate tax exemption created by the unified

credit, i.e., $3,500,000 in 2009, the estate plan of a married couple was often structured to
reduce or avoid the federal estate tax by taking advantage estate tax marital deduction and the



unified credit in the most efficient way possible. In order to qualify for the marital deduction
property must pass in a way which will result in inclusion in the survivor’'s estate if still owned.
Therefore the objective of this planning was first to insure that no estate tax was due on the
death of the first a married couple to die and the minimum was due on the death of the survivor.

This was achieved through full utilization of the unified credit and minimum utilization of
the marital deduction. This was accomplished by dividing the gross estate of the first of a
married couple to die between a “marital deduction share”, and a so-called “credit shelter
share”. The objective was fairly straight forward — upon the death of the first spouse fund the
credit shelter share, with an amount equal to the federal estate tax exemption — with the excess,
if any, being allocated to the marital deduction share.

The credit shelter share would pass to a “credit shelter trust”. This credit shelter trust was held
during the surviving spouse’s lifetime for the benefit of the surviving spouse or the benefit of the
surviving spouse and the surviving children. The marital deduction share would pass either into
a trust for the benefit of the surviving spouse or alternatively outright and free of trust to the
surviving spouse.

Here’s an example of how this plan would work:

Assume Bill and Ruth have a probate estate valued at $10,000,000. $6,000,000, is
owned by Bill outright in his name alone and $4,000,000, is owned by Ruth outright in her name
alone. Upon Bill's death, under this type of planning, $3,500,000 of his estate (an amount equal
to the federal estate tax exemption), would instead pass under the credit shelter gift to the credit
shelter trust. The balance of Bill's assets ($2,500,000) would pass to Ruth pursuant to the
marital deduction gift either in trust or outright.

As stated previously the estate planning objective of this estate plan was to insure that the
estate assets were allocated in such a fashion that the unified credit exemption equivalent of the
first of a married couple to die was fully utilized and the marital deduction gift was funded only
with the excess value. This was done because any value remaining in marital deduction gift
upon the death of the surviving spouse would be taxable in the surviving spouse’s estate, while
the value passing into the credit shelter trust would not be taxable provided that that trust was
properly drafted.

The proper allocation between the credit shelter share and the marital deduction share was
generally created in one of four ways: (1) a formula that defined the marital deduction gift and
the credit shelter gift in terms of the marital deduction gift (a “minimum marital deduction
formula”), (2) a formula that defined the marital deduction gift and the credit shelter gift in terms
of the credit shelter gift (a “credit shelter formula”), (3) a gift of the residue to the surviving
spouse, but providing that value disclaimed by the surviving spouse would pass to the credit
shelter share (a “Disclaimer Trust”), or (4) a single so-called “QTIP” trust which required that the
executor make an election to determine the relative value of the marital deduction and credit
shelter shares (the “QTIP Trust”).



2. Reviewing Marital Deduction Clauses in 2010.

The question which must be addressed is in year without and estate tax is this — “Will an
allocation method which references the estate tax still dispose of the estate assets in a manner
consistent with the testator’s original objectives.” Stated differently will the formula or other
allocation method create an untended disposition of the estate assets? This becomes a
particular concern when the two shares both benefit the surviving spouse but in different ways —
for example the marital deduction share might pass outright while the credit shelter share
generally is held in trust for the surviving spouse’s benefit — or if the two shares benefit different
beneficiaries. In order to further understand the issue lets take a look at each of the allocation
methods and see how they operate in terms of estate tax repeal.

a. A formula that defines the marital deduction gift and the credit shelter gift in terms
of the marital deduction gift (this type of clause is sometimes termed a "minimum matrital
deduction formula’)..

Although the objective of the formula is to fund the credit shelter share, first, with an amount
equal to the federal estate tax exemption — with the excess, if any, being allocated to the marital
deduction share — the most commonly used formulas actually define the two gifts in terms of the
marital gift. Here’s an example:

“The Marital Deduction Share shall be composed of the smallest pecuniary amount that,
if allowed as a federal estate tax marital deduction will reduce the federal estate tax payable
because of my death to the minimum, after taking into ...all credits against the federal estate
tax, including the unified credit and the state death tax credit.

Under this formula the marital deduction gift is defined as “the smallest pecuniary
amount that, if allowed as a federal estate tax marital deduction will reduce the federal estate
tax payable because of my death to the minimum”. The credit shelter gift is the residue of the
estate after the marital gift is determined. This formula would have produced prior to 2010 — (as
it did in the example above) a marital gift equal to the excess of the estate value over the unified
credit exemption equivalent, and a credit shelter gift equal to the unified credit exemption
equivalent.

Result Under Repeal: Under estate tax repeal however the same formula clause would allocate
the entire residual estate to the credit shelter trust — the “smallest pecuniary amount that, if
allowed as a federal estate tax marital deduction will reduce the federal estate tax payable
because of my death to the minimum”is zero.

b. A formula that defines the marital deduction gift and the credit shelter gift in terms
of the credit shelter gift (this type of clause is sometimes termed a” reverse formula’).

Here is an example of a reverse formula:



“My personal representative shall allocate to the credit shelter trust the largest pecuniary
amount, if any, that will not thereby increase federal estate taxes payable by reason of my
death. My personal representative shall allocate to the Marital Deduction Trust the residue of my
estate”.

Under this formula the credit shelter gift is defined as “the largest pecuniary amount if
any, that will not thereby increase federal estate taxes payable by reason of my death”. The
marital deduction gift is then the residue. This formula would have produced prior to 2010 — the
same result as the minimum marital deduction formula discussed above, but during repeal:

Result Under Repeal: Under estate tax repeal however the same formula clause would allocate
the entire residual estate to the credit shelter trust — the “largest pecuniary amount if any, that
will not thereby increase federal estate taxes payable by reason of my death” being the entire
residuary estate. If however the reverse formula was worded in terms of “an amount equal to
the unused unified credit exemption equivalent” passing to the credit shelter trust — the opposite
result would occur, i.e., the entire estate would pass to the marital share.

C. The Disclaimer Trust.
A third option may be a Disclaimer Trust like the following:

“SECOND: | give the residue of my estate to my wife if she survives me by thirty (30) days and
if she fails to so survive me to my then living issue in equal shares, per stirpes.
Notwithstanding, the foregoing provisions, any beneficiary may, at any time or times, disclaim
any power or interest in my estate, or may disclaim any portion of any such interest as follows:

a. Each disclaimer must be in the form of a writing delivered to my Executor.

b. Amounts disclaimed shall be held by the credit shelter trust as provided in
paragraph THIRD, below.”

Under this option the residue of the estate passes in total to the surviving spouse, but
with the provision that any amounts disclaimed by the surviving spouse pass to the credit
shelter trust. This type of planning vests the surviving spouse with the right to determine how
much of the residual estate will actually fund the marital deduction and credit shelter shares at
the time of the first spouse’s death.

Result Under Repeal: Since the amount to be disclaimed is left in the discretion of the surviving
spouse this allocation method is essentially untouched by the repeal.

d. QTIP Trust.

A final Option was the single “QTIP” trust. Under this option a single trust holds the
residuary estate for the sole benefit of the surviving spouse. The proper allocation between the
marital deduction share and the credit shelter share was made by election. The executor
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electing by a so-called “QTIP” election the amount of the marital deduction share and the credit
shelter share. Here’s an example:

“The Marital Trust shall be held as a separate trust for the exclusive benefit of my husband, S,
to be distributed as follows:

During S's life, the trustee shall distribute all of the net income of the trust to S in convenient
installments at least quarterly. In addition, the trustee may distribute to S, from time to time, so
much or all of the principal of the trust estate as, in the trustee's discretion, is sufficient to
provide for S's health, support, and maintenance in the standard of living to which S was
accustomed at my death, taking into consideration any other sources of support (both principal
and income) available to S, to the knowledge of the trustee.

Upon S's death the principal and accrued but undistributed income of the trust shall be
distributed to my then surviving in equal shares, per stirpes.

My expectation is that my personal representative will make an election to have this trust treated
as qualified terminable interest property but only to the extent of the minimum amount
necessary to reduce the federal estate tax incurred by my estate to the minimum, after taking
into ...all credits against the federal estate tax, including the unified credit and the state death
tax credit. However, | recognize that circumstances could arise in which such an election would
not be in the best interest of the beneficiaries of my estate. In any event, the decision whether to
make such an election shall be in the sole discretion of my personal representative, whose
decision shall be conclusive on all concerned. Even if the election is not made, it shall
nonetheless be deemed to have been made for purposes of determining the amount of the gift
to this trust.”

Result Under Repeal: Since the single trust is held for the benefit of the surviving spouse
whether an election is made or not — the unavailability of the QTIP election during repeal will
have no dispositional effect.

3. GST Allocation Formulas.

Formulas that determine the disposition of estate assets based on formulas designed to
the reduce or eliminate the application of the generation skipping tax should also be examined
closely in light of the limited estate tax repeal. In some cases documents may contain language
like the following:

“If the value of the Credit Shelter Trust as finally determined in my estate for federal
estate tax purposes is greater than my unused GST exemption (defined below):

(1) The trustee shall allocate to the Exempt Credit Shelter Trust (A) any property of the
Credit Shelter Trust that has no transferor for federal GST tax purposes, and (B) in addition, the
largest fraction of the remaining property of the Credit Shelter Trust that will result in the Exempt
Credit Shelter Trust being GST exempt (defined below).
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(2) The trustee shall allocate the balance of the Credit Shelter Trust to the Nonexempt
Credit Shelter Trust”.

The objective of this type of provision is to create within the credit shelter trust a trust share
which has a GST inclusion ratio of zero and is as a result totally exempt from the generation
skipping tax — here labeled the “Exempt Credit Shelter Trust” and also a second trust share that
is potentially subject to the generation skipping tax — the to the Nonexempt Credit Shelter Trust”.
Again if the trust shares benefit different beneficiaries or the same beneficiaries in a different
way misallocation issues may arise. For example, the GST exempt share is designed example
to continue to hold property in trust generation and generation, even in perpetuity, while the
Nonexempt share provides for an earlier termination date or perhaps identify different
beneficiaries than the Exempt Trust. The clause above under 2009 law could allocate only a
fractional share of the property held by the credit shelter trust to the Exempt Credit Shelter
Trust, but the entire balance of the trust under 2010 law.

4, Correcting the Problem

In order to address the problem of misallocation the document should be perhaps
amended to address the two possible tax scenarios (1) the estate tax exists at the time of the
testator’s death, and (2) the estate tax does not exists at the time the testator’s death.

If the estate tax exists at the time of the testator’s death the pre — 2010 provisions in
regard to the marital deduction/ credit shelter share and the generation skipping tax can apply in
the same manner that they did before repeal. However if the estate tax does not exist then the
document should address the asset disposition in a way that is consistent with the objectives of
the testator.

Recalling the example above - Bill and Ruth have a probate estate valued at
$10,000,000. $6,000,000, is owned by Bill outright in his name. Bill’s will provides that upon his
death

“The Marital Deduction Share shall be composed of the smallest pecuniary amount that, if
allowed as a federal estate tax marital deduction will reduce the federal estate tax payable
because of my death to the minimum, after taking into ...all credits against the federal estate
tax, including the unified credit and the state death tax credit; the balance of the residuary estate
shall comprise the Credit Shelter Share.”

Assume the Marital Deduction Share passes to Ruth outright and the Credit Shelter
Share benefits both Ruth and their children. If the estate tax exists (with a $3,500,000
Exemption) at the time of Bill’s death this provision will allocate assets worth $2,500,000 would
pass to the marital deduction share - and $3,500,000 of Bill’s estate (an amount equal to the
federal estate tax exemption), to the credit shelter share. If the the estate tax does not exist this
provision will the entire residuary estate to the credit shelter share.
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If Bill wishes to preserve the pre-repeal allocation between the marital deduction share
and the credit shelter share he might consider language like the following:

“If the estate tax does not exist at the time of my death, an amount equal to value of $3,500,000
shall be allocated to the Credit Shelter Share; the balance of the residuary estate shall comprise
the Marital Deduction Share.”

In addition the will might also include a provision such as the following:

“Iinclude in this instrument certain dispositions and direct certain actions that shall occur only if,
on the date of my death, no Federal estate tax or Federal generation-skipping transfer tax
“exists at the time of my death”. These provisions shall not apply if, on the date of my death, no
Federal estate tax or Federal generation-skipping transfer tax, as the case may be, applies with
respect to my estate, but such tax or taxes is/are retroactively reinstated before April 1, 2011,
and apply under such retroactive legislation with respect to my estate. If such retroactive
legislation is finally determined to be unconstitutional or otherwise invalid, these references shall
apply as if such retroactive legislation had never been enacted.”

Other possible solutions include adoption of either a Disclaimer Trust or a single QTIP
trust since as discussed above neither of these allocation methods are affected by the repeal.

C. Address Carry Over Basis.
1. Make Sure the Credit Shelter Trust Qualifies as a QTIP.

For 2010, there is no step up in basis, something that may cause one’s heirs to have to
recognize a great deal of gain on property passed by way of someone’s death. Instead of a
step up for all assets, there is 1.3 million dollars that may be allocated to the basis of property
passing to someone’s heirs. If property passes directly to a spouse or a QTIP for a spouse,
there is an additional 3 million that may be allocated. In order to qualify the property must either
pass to the surviving spouse outright or in the form of a qualified terminable interest.

The problem lies that as we have discussed previously pre- repeal allocation clauses
may cause the entire estate to pass into the credit shelter share and as a result the credit
shelter trust. In order for assets to have the potential to receive the spousal basis step up they
must either pass to the surviving spouse outright or in the form of a “qualified terminable
interest” or “QTIP”. Whether the credit shelter trust will qualify or not will depend on first
whether the trust contains a “qualifying income interest”. In order to qualify the all of the trust
income must be distributed to the surviving spouse on at least an annual basis, and secondly no
one other than the surviving spouse can benefit from the trust during his or her lifetime. In order
to qualify the no QTIP election is necessary. Therefore, as a result no one other than the
surviving spouse can be other than a remainder beneficiary under the trust. If credit shelter trust
benefits the spouse and children for example, the children should receive no benefit from the
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trust after funding and file a qualified disclaimer of their interest within nine- months of the date
of death.

In addition, the regulations provide if non-incoming producing assets pass to the credit
shelter trust that the surviving spouse must have the right to require the trustee to invest in
income producing assets. Generally a QTIP trust will therefore conation language like the
following:

“If assets of any such trust, at any time, consist substantially of unproductive property, my said
wife may require that the Trustee either make the property productive, convert it within a
reasonable time to productive property.”

2. Making Sure Spousal Step Up is Funded

In the situation where estate tax repeal and carry over basis are in effect, and because of the
allocation method the greater portion of the estate will pass to someone other than the surviving
spouse or a QTIP, a provision should be considered. This provision will insure that the spousal
step up of $3,000,000 spousal step up will be fully taken advantage of by allocating sufficient
assets to a qualifying gift — either a QTIP of an outright gift.

“Upon my death if a Federal Estate Tax and/ or a Federal Generation Skipping Tax does not
exist at the time of my death:

(2) If my wife, MARY, survives me (which shall be presumed if there is insufficient evidence
to show which of us survived):

(A) My Trustee shall divide the residue of my estate into two separate shares: (i) the
“Spousal Basis Increase Share” as determined under subparagraph (B), below to be held under
the terms of the “QTIP Trust” as provided under subparagraph C; and (ii) the “Residuary Share”,
as determined under subparagraph (C), to be held under the terms of the “Residuary Family
Trust” as provided under subparagraph D.

(B) The Spousal Basis Increase Share shall be composed of the fractional share of such
residue (i) the numerator of such fraction shall be equal to the smallest value of the assets of
the Family Share to which the personal representative of my estate could allocate all of the
spousal basis increase allowed to my estate under Federal income tax laws, (i) the
denominator of this fraction shall equal the total value of the residue.

© The Residuary Share shall be composed of the remaining principal after funding the
Spousal Basis Increase Share.

It should be remembered that the step up of $3,000,000 refers to appreciation and not to fair
market value and the preceding provision directs that the “smallest value of the assets” required
to take advantage of the full spousal step up be allocation to the qualifying gift — keeping this gift
to the minimum value. For some clients the opposite approach might be appropriate. i.e., the
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formula could direct the “largest value of the assets”, be allocated to the qualifying gifts” —
increasing the relative fair market value of this gift. Another approach might be to provide that
the personal representative select property fairly representative of the untaxed appreciation
making up the share of the estate or trust to be allocated.

Here is an example of how these provisions could operate to create different allocations:

Joe has an estate made up of the following assets:

Value Basis Untaxed % of
Appreciation Apprec

U $5,500,000 $4,500,000 $1,000,000 .1818
Vv $4,500,000 $3,500,000 $1,000,000 2222
w $3,500,000 $2,500,000 $1,000,000 .2857
X $2,500,000 $1,500,000 $1,000,000 4000
Y $1,500,000 $ 500,000 $1,000,000 .6667
VA $1,000,000 $ 0 $1,000,000 1.000

Total $18,500,000 $12,500,000 $6,000,000 .3243

Assume Joe’s will allocates by formula provided in his will similar to the provision outlined above
the residue of his estate to a QTIP Trust which benefits his wife and qualifies for the spousal
basis step up, and the balance to a Residuary Share which is held for the benefit of his
children.

If a formula directing the “smallest value of assets”is used be satisfy the spousal basis gift,
asset X, Y, and Z, having a aggregate value of $5,000,000, would be allocated to this gift. If on
the other hand if the formula directing the “largest value of assets” is used be satisfy the
spousal basis gift, asset U, V, and W, having a aggregate value of $13,500,000, would be
allocated to this gift. A “fairly representative” formula would be satisfied allocated W and X,
having an aggregate fair market value of $6,000,000, to the spousal basis gift.!

3. Include Executor Allocation Provisions

Under carry over basis there is 1.3 million dollars that may be allocated to the basis of
property passing to heirs regardless of relationship to the testator. If the estate assets are
distributed to more than one heir — the question of how to determine which heirs will benefit from
basis step up will be left to the executor. In order to allow the executor the requisite discretion to
make the appropriate determination without concern for allegations of breach of fiduciary duty
the following provision should be added to the will and trust documents as well:

1 This represents property with a ratio of appreciation to fair market value of .3333 which is ‘fairly representative of the aggregate ratio of
appreciation to fair market value of .3243.
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4, | authorize my Executor to allocate any increase in the adjusted basis of property owned
by me at the time of my death, whether passing under this Will or otherwise, to the extent such
property is eligible to receive such an allocation, as my Executor deems to be in the best
interests of my estate and its beneficiaries in my Executor’s sole discretion. Any reference in
this paragraph to assets “owned by me on the date of my death” shall apply equally to assets
deemed owned by me on the date of my death under the federal income tax rules governing
allocation of my aggregate basis increase. My Executor shall not be liable to anyone for any
allocation of my basis increases made in good faith, in the absence of gross negligence. In
making these allocations my Executor shall:

a. First, satisfy all charitable bequests with assets to which no aggregate or spousal
property basis increases may be allocated;

b. Second, satisfy all charitable bequests with assets that have an adjusted income tax
basis closest to zero of all of my assets available to satisfy these bequests;

C. Third, generally not allocate basis increase to assets the gain from the sale of which is
not subject to federal income tax under present federal income tax laws;

d. Fourth, allocate basis increases to assets that are reasonably likely to be sold within the
three year period beginning on the date of my death, the sale of which will produce an income

tax liability that is taxed at a rate higher than that on long-term capital gains; and

e. Fifth, allocate the remaining basis increase among assets in proportion to each asset’s
pro rata share of the total appreciation of all such assets owned by me on the date of my death.”

D. Document Misreferences

Documents drafted prior to 2010 will in most cases contain references to the federal estate tax.
The references contain in marital deduction and generation skipping clauses are discussed
above. Here are some additional examples:

‘B. In regard to the Marital Deduction Trust it is my intention that such Trust:

1. Quialify for the federal estate tax marital deduction; and any provision of this Agreement
which may appear to conflict with my intention to qualify the Marital Deduction Trust for the

Federal Estate Tax marital deduction shall be construed so as to accomplish that intention.

2. No property which will produce a credit for foreign death taxes shall be allocated to the
Marital Deduction Trust, unless necessary to fund it fully.”

Or the following:

“In regard to the Credit Shelter Trust it is my intention that such Trust:
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1. Not be included in the taxable estate of my surviving spouse for federal estate tax
purposes pursuant to Internal Revenue Code § 2041 or otherwise; and any provision of this
Agreement which may appear to conflict with such intention shall be construed so as to
accomplish that intention.”

Depending on the intention of the testator a provision such as the following might be included:

“Except as specifically provided paragraphs IA3 and 4 (regarding allocations of trust shares)
herein, references made in this document to provisions of the federal estate tax, federal gift tax,
and the generation skipping tax shall only interpreted to apply to the extent the federal estate
tax, federal gift tax, and the generation skipping are in effect and applicable- otherwise they
shall be disregarded.”

Of course the provision should be modified as required in order not to conflict with marital
deduction and generation skipping allocation provisions.

IV. What if One Spouse is Likely to Die in 2010?

A. Planning Suggestion.

If one spouse appears more than likely to die in 2010, there is planning that should at
least be considered in light of that possibility. Because there is currently no estate tax that event
would present a unique planning opportunity relative to the federal estate tax. Of course any
planning recommendation should also factor in the possibility that the federal estate tax may be
reinstated after the fact or that you're the distressed spouse survives until 2010.

Under the estate tax prior to repeal, the implementation and funding of a Credit Shelter
Trust allowed an individual the opportunity to transfer assets at death in trust for the benefit of
another in a manner that escaped federal estate tax upon the death of the survivor. As
reviewed previously, under the prior law — when the first of a married couple passed away —
assets would typically pass into the Credit Shelter Trust and be held for the benefit of the
surviving spouse during his or her lifetime. Upon the death of the survivor — the trust assets
would then pass either in further trust or outright and free of trust to surviving descendants free
of federal estate tax.

Under the old law — the initially funding of the Credit Shelter Trust was limited to the
amount of the federal estate tax exemption — otherwise federal estate tax would be incurred.
Since in 2010 there is under present circumstances no federal estate tax - this type of trust can
now be funded upon the death of the first of a married couple in an unlimited amount without
estate tax exposure — and then be held for the benefit of the survivor during his or her lifetime —
with no estate upon the death of the survivor, either. The only limitation on how much property
value can pass in this fashion is the amount of property actually owned by the first of the
married couple to die. Therefore one spouse is in a terminal condition and likely to die in 2010,
the estate planner should consider recommending transferring a significant portion of the estate
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value to that spouse. If that spouse should die in 2010, and there is no retroactive reinstatement
of the estate tax — a significant avoidance of the estate tax could be realized.

B. What If...

So what if a client takes these steps and the estate tax is retroactively reinstated? If the
planning advantage the plan also incorporates the planning which was appropriate under the old
law and would be again under the reinstated estate tax - the plan would have no adverse effect
in terms of the estate tax liability — the Martial Share would be funded estate tax free and the
Credit Shelter Trust to the extent of the federal estate tax exemption amount.

One possibility which should be planned for however is that healthier spouse dies first.
This would problematic because not only would the opportunity presented by estate repeal be
lost — but otherwise avoidable estate tax might be incurred. To eliminate this possibility — the
client’s assets should be held in a way that the ownership can be shifted between them on short
notice with minimal effort. One way to accomplish this would be a joint ownership. In the event
the distressed spouse deteriorates and the inevitable is predictable in the short term — the other
spouse simply relinquish their interest in the joint property before the distressed spouse passes
away — throwing the value all into that spouse’s estate — or it can work in reverse if the less
likely situation occurs. In the event that one dies without the other having given up his or her
interest in the account — an amount equal to one half of the value assets could still be allocated
to the estate of the first to die by execution of a disclaimer by the survivor within nine months of
the date of death.

V. Should the 35% Gift Rate be Taken Advantage of?

The question that could be raised is whether gift transfers should be made in 2010 to
take advantage of the lower rate. Before you conclude that a lifetime transfer of assets would
per se produce a better tax result than a testamentary transfer, three additional factors should
be considered:

First, if gifts are made in 2010 in excess of the $1,000,000 gift tax exemption, and the transferor
subsequently dies this year, and the estate tax is not retroactively reinstated, then gifts taxed
even at 35% would incur tax which could have been otherwise avoided if the transfers were
testamentary.

Second, even if one assumes that the transferor survives until 2011, the higher estate tax rate
applicable in that year as compared to the 35% gift tax rate which applies in 2010, does not
necessarily guarantee that a higher tax would be incurred if assets are retained in the estate
rather than transferred by lifetime gift in 2010. One must also consider the impact of a
potentially higher estate tax exemption as compared to the exemption applicable to the gift tax.
If the estate tax exemption is set at $3,500,000, i.e., the 2009 level, and the gift tax exemption
remains at $1,000,000, lifetime transfers in excess of $1,000,000 which would reduce the
taxable estate below $3,500,000, would also incur unnecessary gift tax.
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Finally, the fact that “carry over” basis will apply to gifted property while in all likelihood “step up”
up in basis will apply to inherited property post repeal, should also be considered. Even
assuming a zero basis in the hands of the transferor, the value of basis “step up” for capital gain
property is worth at most 15% of the asset value. On the other hand the estate tax cost is
potentially 45% of that value. As a result, retaining assets in an estate in order to obtain a basis
step up is generally not advantageous. An exception to this truism is when the basis step up can
be obtained without incurring additional estate tax. This would occur when assets are sheltered
from tax by the estate tax exemption, or when the marital deduction applies.

Because of the many unknowns, any gift strategy should wait until later in the year when we can
determine with more certainty whether the 35% gift tax rate will apply, and what form the estate
tax will take. If at that point the 35% rate remains applicable to gifts made in 2010, and the
estate tax rates for 2011 and beyond are in excess of that rate, assuming survival until 2011
then it would make sense to take advantage of the rate differential by making lifetime transfers
of property. Even in that case gifts should only be made to the extent they do not reduce the
taxable estate below the anticipated estate tax exemption, and not from assets where the value
of the basis “step up” would be greater than the cost of additional estate tax. A good rule of
thumb in this scenario would be to retain low basis property up to the amount of the federal
estate tax exemption, and gift the balance in order to take advantage of the 35% gift tax rate.

On the other hand if the estate tax is retroactively reinstated, there would be little advantage to
gifting assets during lifetime. The estate tax and the gift tax rates would be the same and the
opportunity to obtain a “step up” in basis would be lost if lifetime gifts were made.

VI. Estate Administration - 2010

A. Reporting Requirements.

Despite the fact that there is not an estate tax imposed upon the estate of a decedent dying
during 2010, there is still the need to file a return with the federal government. This return is
known as the large transfers at death return and must be submitted by April 15 of the year
following the decedent’s death. The primary purpose of the form is to report the carry over
basis in the assets and the allocation of the step up. This presents several problems, mostly
related to obtaining basis for assets being passed on.

Another issue presented is the need to obtain appraisals of the assets held in the estate.
Previously, a low value was desirable because of the imposition of the estate tax. However, if
no estate tax is in effect, a higher value would be desirable so that beneficiaries receive
something of greater value. One would think that a high valuation is therefore what an
administrator would desire. Unfortunately, there exists the potential for a retroactive imposition
of the estate tax. If this occurs, a lower appraisal will once again become desirable. Therefore,
all appraisals should be done in a manner which best balances the possibility of an estate tax
while still allowing for the transfer of more value.
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Another interesting phenomenon is that an administrator may need to file two returns. The large
transfers at death return and the estate tax return. This situation would arise if someone passed
away while no tax was in effect but was then retroactively imposed. In this situation, an
administrator may have already filed the large transfers return and will also need to file an
estate tax return.

B. Assets With Liabilities In Excess of Basis

If an estate holds assets that have liabilities in excess of the basis and administrator is
presented with several challenges. Most notably is the fact that when a beneficiary receives
and then sells these assets they will recognize gain to the extent that the liabilities exceed the
basis. This is something that could cause problems with a beneficiary, especially if the only
asset they receive is one in which the liabilities exceed basis. An administrator should take
steps to make sure that a beneficiary is aware of the consequences of receiving such property
S0 as to avoid problems after the distribution. First, the administrator should notify the
beneficiary of the encumbered property and the results of the sale. Second, an administrator
could allocate the basis step up to that asset so that the liability no longer exceeded the basis.
Finally, an administrator could sell the asset from the estate and have the estate pay the income
taxes. Each of these approaches has their own benefits and drawbacks and should be
considered carefully before moving forward.

C. Sale of Assets by the Estate.

Another interesting issue is the sale of estate assets by an estate. Because there is no longer a
step up in basis, any sales will result in tax liability for the estate. This reduces the assets
available to beneficiaries and may cause certain beneficiaries to become upset. However, the
repercussions of an asset sale should be weighed against the duty of a fiduciary to maintain a
diversified portfolio. An executor may avoid paying income taxes by holding certain assets, but
if those assets lose all of their value the executor may be liable to the beneficiaries due to their
failure to diversify.

Vil. 2011 and Beyond.

A. Overview.

In 2011 the estate tax returns - reverting back to 2002 levels — with a $1,000,000 exemption, a
50% marginal rate and a 5% surcharge for estates over $10,000,000. There is one additional
aspect of the 2010 federal estate tax moratorium which should also be discussed and taken into
account - that is the loss of “step up” in basis. As discussed under the old law assets passing
through an estate received a step up in basis equal to their fair market value on the date of
death. Under estate tax repeal instead of a step up for all assets, there is now only 1.3 million
dollars that may be allocated to the basis of property passing to heirs regardless of their
relationship to the testator. If property passes directly to a spouse or a “QTIP” trust for a
spouse, there is an additional 3 million that may be allocated. In the context of our
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recommendation — in order to take advantage of this additional basis step up — the Credit
Shelter Trust must also constitute a so-called “QTIP” trust. A QTIP trust is generally a trust
which is held for the exclusive benefit of the surviving spouse — with at least a required income
interest for that spouse. The Residuary Trust in your parent’s current estate planning documents
— although a Credit Shelter Trust — is not a QTIP trust.

B. Additional Changes.

In addition to the restoration of the federal estate tax and the generation skipping tax estate tax
— the law also contains some additional changes. These include the following:

1. State Death Tax Credit Restored.

All states who enacted inheritance taxes or stand alone estate taxes must take action in order to
“re-sync” everything. Other states may have an estate tax that is resurrected due to the sunset
of EGTRRA.

2. Tightened Conservation Easement Rules.

EGTRRA loosened the rules regarding conservation easements. Prior to the legislation,
easements were restricted to property that fell within twenty-five miles from an urban area,
wilderness or national park. EGTRRA allowed the easement to apply to any land. Because of
the Sunset, conservation easements will become more restrictive.

3. Tightened Rules for Allocating GST Exemption.

EGTRRA caused changes to the rules related to the Generation Skipping Transfer Tax. Prior to
EGTRRA, only direct skips were given an automatic allocation of GST exemption, EGTRRA
allowed for automatic allocation to all forms of skips. Additionally, EGTRRA allowed for the
retroactive allocation of the GST Exemption. Finally, EGTRRA allowed for qualified severances
of trusts that did not have an inclusion ratio of zero. The sunset of EGTRRA will cause a
number of problems for the estate planning practitioner who has become accustomed to its
provisions related to GST. First, practitioners will need to remember to allocate the exemption
to any trusts that will cause indirect skips, otherwise the property will not be exempt.
Additionally, they will need to make the allocation in a timely manner due to the lack of a
retroactive allocation. Finally, trusts must be examined carefully before funding. Because there
is no longer the ability to have a qualified severance, any trust that is created which has an
inclusion ratio greater than zero will be forced to retain that ratio.

4. Reinstatement of Qualified Family Owned Business Interest
EGTRRA repealed in its entirety the deduction available to estates that had interests in certain

gualified family owned business interests. Now that the sunset is going to occur, estates may
be eligible for a deduction up to $675,000.
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5. Tightened of the Deferred Payment of Estate Taxes Attributable to Closely Held
Business Interests.

EGTRRA relaxed the rules related to closely held businesses for purposes of applying 86166.
Prior to EGTRRA, lending and financing businesses could not qualify. Also, partnerships
needed to have fifteen or fewer partners. Now that EGTRRA has sunset, these rules will again
come into play.

6. Clouding of the Waiver of Statute of Limitations on Certain Farm Valuations
C. Planning.

As we all know, Congress was expected to address the future of the federal estate tax
by the end of 2009. For whatever reason, it did not, and so far they have done nothing this year
as well. As the year 2010 nears its mid-point, it becomes increasingly difficult to predict the
future. In any case, the predictions vary from them taking no action this year to a retroactive
reinstatement of the estate tax, all the way to a choice between applying 2010 law or 2009 law
to estates for individuals dying in 2010. Planning in this environment of the unknown and
unpredictable is (at best) an educated guess.

Perhaps the best plan is to assume the estate tax repeal remains in place and review
client documents to ensure that that pre-repeal allocation formulas do not create misallocations
— and that the documents' provisions account for limited basis step up — then wait and see what
happens and adjust accordingly, as the future form of the federal estate tax becomes more
definite.
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CPE Quizzer

Congratulations ¢ you have finished reviewing our Course Material for our "Estate Tax Planning in 2010 -
What's An Estate Planner To Do?" Program.

YourOnlineProfessor.net welcomes you to take the CPE Exam on our website to earn your CPE Credit.

You can access the quiz through the course presentation, available on our site via our Course Library:

http://www.youronlineprofessor.net/yop/courselibrary

If you have any questions or comments regarding the Exam or the Course as a whole, please feel free to
dzaS GKS airidsSQa O2yidl OG FT2NX 2N aSyR +y SYIFAf G2 dz

yop@youronlineprofessor.net

YOURONHNEPRO‘ESS(N)g

Keep Growing & Learning
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