
A new estate tax law, at last! When
our leaders in Washington conferred at
the end of 2010, they concluded that
income tax rates should be left as they are
for two years and that the estate tax law
should be restored, with a higher exemp-
tion, but only for two years. It seems that
no one could agree on a long-term struc-
ture, so now taxpayers are like those who
don’t know where to live permanently, so
they’ll rent for a while until they acquire
more conviction about where to go. So
much for the yearning for certainty
expressed by the estate planning com-
munity during the past several years.
Every change in the tax law offers plan-
ning opportunities, loopholes, and pot-
holes. What should we do about it now?
Which planning techniques should be
adopted or discarded? Who is immedi-
ately affected? Who might as well wait
until the two-year period is over, and do
we have a new short-term solution or,
maybe, a long-term structure?

Two-Trust Wills Need Review

At one time, it was an estate plan-
ner’s article of faith that married, afflu-
ent clients should have an estate plan in
which a nonmarital trust and a marital
trust would be established for the ben-
efit of a surviving spouse. Wills and
trusts would direct that upon the death
of the spouse who dies first, the non-
marital trust would be funded with
assets equal to the estate tax exemp-
tion, with the balance passing to a mar-
ital trust or directly to the survivor. For
many couples, this approach worked
just fine when the exemption was $1
million. However, as the exemption
increased—it was $1.5 million in 2004
and 2005; $2 million in 2006, 2007
and 2008; and $3.5 million in 2009—
the two-trust plan became less viable as
a planning approach. Why? Not every-
one wanted to have a nonmarital trust
fully funded upon the first death. If
the surviving spouse had substantially
less than the exemption amount in his
or her own right, the nonmarital trust
was effectively overfunded.

In 2011, the impracticality of a
fully funded nonmarital trust is even
more pronounced now that the estate
tax exemption is $5 million for individ-
uals who die in 2011 or 2012. For
example, suppose that a husband has
assets worth $5 million and his wife
has assets worth $1 million. If he dies
first with a two-trust will in effect, she
would have the bulk of their combined
wealth held in trust. She would proba-
bly prefer to have no greater asset value
held in trust than would be necessary

to avoid estate tax at her subsequent
death. If a $5 million exemption is
available, she might have preferred to
have $2million-$3 million in trust, and
$3 million-$4 million owned outright
to ensure maximum access to her assets
while permitting a cushion for asset
growth without incurring an estate tax
at her later death. If the $6 million of
assets owned by the couple could have
been evenly divided in advance, the
wife would have had $3 million in a
nonmarital trust and $3 million in her
own right. Not a bad result if the $5
million exemption continues. What if
it reverts to $1 million in 2013, as it is
now scheduled to do, or is reduced to
some other amount in two years? The
possibilities are staggering if one imag-
ines that the pressure to both raise gov-
ernment revenue and free the affluent
from the estate tax produce varying
results during the next several years as
the political climate changes. Basing
advice on speculation as to the future
of the estate tax law in different polit-
ical scenarios is not likely to be satisfy-
ing to clients or advisers. Uncertain
times demand flexibility. The most
flexible estate plan possible for clients
in a first marriage is one in which both
spouses utilize disclaimer trusts as a
one-size-fits-all approach.

The Disclaimer Trust “Rocks”

When the Economic Growth and
Tax Relief Reconciliation Act of 2001
was introduced, it became clear that
married clients would fall into one of
three groups. Those couples with com-
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bined assets of less than $1 million
need not be concerned about estate
taxation. Those with assets worth sub-
stantially more than $7 million might
as well maintain a two-trust will struc-
ture, because the need to maximize the
use of the $3.5 million exemption
upon the first death would generally
remain the same. However, a new
approach seemed appropriate for those
“in the middle.” It was clear that, as the
exemption rose from $1 million in
2002 in increments to $3.5 million in
2009, clients would not want to retitle
assets and revise wills and trusts every
other year to keep pace with a new set
of estate tax projections.

The disclaimer trust became the
prescribed solution for those “in the
middle” who were interested in
reducing or eliminating the estate tax
no matter where the exemption level
landed, while maintaining the flexi-
bility to fund a nonmarital trust with
more or less assets, as dictated by cir-
cumstances. Given the prospect that
the current exemption of $5 million
might revert to $1 million in 2013
(current law), or might be extended at
its current level or reduced to an
amount less than $5 million but
greater than $1 million, the dis-
claimer trust seems to be just as effec-
tive a strategy now as it has been dur-
ing the past several years after the
2001 law was enacted.

So, under the disclaimer trust
technique, each spouse has a will in
which all assets are left to the other
spouse, but if the surviving spouse dis-
claims, assets disclaimed pass to a dis-
claimer trust established under the
will of the spouse who dies first (or,
perhaps, under a revocable trust estab-
lished by the spouse who dies first).

The disclaimer trust serves the same
purpose as a nonmarital trust: distri-
butions may be made for the benefit
of the surviving spouse and the value
of the trust is excluded for federal
estate tax purposes from the estate of
the surviving spouse. The great advan-
tage of the disclaimer trust is its flex-
ibility: rather than have a trust that is
required to receive an exemption
amount that may vary widely in value,
the survivor has the option of funding
the trust as that spouse deems appro-
priate when the relevant facts guiding
the decision become known. While
the funding decision may be deferred
until one spouse dies, the ownership
of assets and beneficiary designations
should be arranged while both spouses
are alive so that assets pass by default,
consistent with the requirements of a
qualified disclaimer.

Subsequent Marriage 

Considerations

The disclaimer trust is very useful
for clients in a first marriage with com-
mon planning goals to benefit their
children. For those who are in a second
(or third, fourth, etc.) marriage,
reliance on the surviving spouse’s future
disclaimer should be further refined.
The spouse who receives assets directly
may be reluctant to lose control over
the disclaimed assets that would other-
wise pass to his/her children if he/she
retains ownership. A more suitable plan
for those in a subsequent marriage
might be to have all assets of the spouse
who dies first pass to a qualified ter-
minable interest property (QTIP) trust,
with a disclaimer trust set up as the
default if the surviving spouse disclaims
the QTIP interest. This approach may
be especially effective when the spouse’s

rights are identical under both trusts
and the disposition of assets after the
survivor’s death is identical in both
trusts. For example, suppose that the
spouse would have the right to receive
all income, and a discretionary distri-
bution of principal limited by an ascer-
tainable standard, from both trusts.
Perhaps both spouses might also agree
on how all of their assets will be
divided among all of their children
from prior marriages. That approach
should enable the survivor to make a
decision to disclaim based on the
prospective tax benefits to the children
without any concern about the sur-
vivor’s access to assets or the ability to
benefit one set of children or the other.

Portability

The new law permits the estate and
gift tax exemptions to be “portable” so
that the unused exemption of the spouse
who dies first may be utilized by the
surviving spouse to make gifts, or for
the benefit of the survivor’s estate,
beyond that spouse’s own gift or estate
tax exemption. Some clients may view
this feature as a reason not to establish a
disclaimer trust or other trust designed
to utilize the estate tax exemption of the
spouse who dies first. However, given
the uncertain outlook of the estate and
gift tax law beyond next year, it will
often be advisable for the client to fol-
low the disclaimer trust approach.
Whatever the value of the estate tax
exemption in the future, the disclaimer
trust still permits the growth realized
after the first spouse’s death to be
excluded for federal estate tax purposes
without any dollar limitation. The deci-
sion to disclaim must still be made judi-
ciously; assets held by the disclaimer
trust that are sold after the surviving
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spouse’s death may incur greater capital
gain because the step up in basis for
income tax purposes is limited to the
value at the first spouse’s death. That
may be fine, given that the federal estate
tax rate is 33% and the capital gains tax
rate is 15%, if asset growth between the
two deaths avoids estate taxation. How-

ever, if the survivor’s estate would have
avoided estate taxation through porta-
bility—as would happen if the $5 mil-
lion exemption continues and all assets
are left to the surviving spouse whose
estate is less than $10 million—then it
might be better to have a step up in
basis for all assets held by the survivor.

Irrevocable Trusts

Many clients who currently have
irrevocable trusts might not need them
if they could be assured that a married
couple will always have combined estate
tax exemptions of $10 million. How-
ever, we live in a world where no such
assurance is possible. The old adage of
“hope for the best but plan for the
worst” applies here. An irrevocable trust
that excludes the value of life insurance
will remain very valuable if the estate
tax exemption is reduced in the future.
The bottom line is, generally speaking,
irrevocable trusts that hold life insur-
ance policies should remain in effect as
is. The decision to establish a new irrev-
ocable trust should consider the down-
side risk of a reduced estate tax exemp-
tion along with other factors, such as
the client’s age, asset mix, etc.

Gift Planning Opportunities

The $5 million lifetime gift tax
exemption offers a major planning
opportunity for those clients otherwise
inclined to make larger gifts, such as
transfers of business interests. I will follow
up on this topic in a future column. ■
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