
In my January 2013 column, I
had referred to the need to compare
estate tax and income tax projections
when an owner of a closely held corpo-
ration contemplates making a gift of
nonvoting stock.1 When I wrote that
column, 2012 was drawing to a close
and many affluent individuals and
their advisors were weighing the
prospect of making major gifts to uti-
lize the $5.12 million gift tax exemp-
tion before it might disappear, and be
replaced by a new tax law that might
not maintain that level. The American
Taxpayer Relief Act of 2012 (ATRA
2012) not only maintained the gift tax
exemption at the same level, it also
maintained the indexing feature that
will permit future increases to counter
the effect of inflation. As a result, we
now have a gift tax exemption of $5.25
million per person. As I stated in the

January 2013 column, a gift of nonvot-
ing stock to a spousal access trust
might still be viable even if the gift tax
exemption were reduced. 

With the arrival of ATRA 2012
rates, it may still be worth making a
major gift for those individuals who
are interested in reducing prospective
estate taxation. However, projecting
the overall tax effect of a gift now
requires a closer assessment of the pos-
sible income tax rates that the recipient
of the gift will face in the event of a
subsequent sale of the transferred asset.
Under the ATRA 2012 rates now in
place, a gift (or other transfer, such as a
sale to a grantor trust) may be very
effective in the long run, but estate and
income tax comparisons should be
carefully made, with an eye on the tax
basis of the asset and the likely plans of
the recipient of the gift.

How Much Growth Is
Needed to Relinquish a Basis
Step Up? 

Some estate planning strategies
offer the prospect of an unconditional
improvement from a tax planning
standpoint, as long as the action other-
wise makes sense in the client’s situa-
tion. For example, one who is con-
cerned about estate tax liability and is
inclined to make cash gifts to family
members can only be ahead of the
game to make annual exclusion gifts
of up to $14,000 per year to each
recipient. Similarly, while a gift of a
life insurance policy can wind up in a
married transferor’s estate for estate tax

purposes if he or she does not survive
the transfer to an irrevocable trust by
three years, he or she is no worse for
having tried if the trust has a contin-
gent marital trust to protect against the
prospect that he or she does not survive
that period. However, some gifts of
assets require more careful considera-
tion to assess the prospect of whether
estate tax savings warrant incurring
income tax costs. Fortunately, while no
one can predict the extent of asset
growth and the exact mortality out-
come for a given individual, we can
apply a formula to calculate the risk of
failure versus the benefit of success
with regard to the overall tax planning
result for such gifts.

Break-Even Point for a
Prospective Gift 

Let’s consider the prospect that a
gift might be made of an asset worth
$4,000,000 which has an income tax
basis of $1,800,000. Under current
law, the owner of the asset might face a
prospective estate tax bracket of 40 per-
cent and a capital gains tax bracket of
20 percent, plus a surtax of 3.8 per-
cent on net investment income, for a
total of 23.8 percent. To summarize: 

Fair market value of asset $4,000,000
Income tax basis $1,800,000
Capital gain $2,200,000
Estate tax bracket 40%
Income tax bracket 23.8%

Formula to determine growth required
for estate tax savings to equal income

tax costs (“break-even point”), 
X = required growth:

.238 ($2,200,000 + x) = .4X
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Abstract: Fortunately, while no one
can predict the extent of asset growth
and the exact mortality outcome for a
given individual, we can apply a for-
mula to calculate the risk of failure ver-
sus the benefit of success with regard
to the overall tax planning result
for gifts. Two major variables influ-
ence the amount of growth required to
reach breakeven: the spread between
income tax and estate tax rates, and
the basis of the asset. However, other
considerations exist.
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$523,600 + .238x = .4X
$523,600 = .162X
X = $3,232,099

If the asset that our prospective
donor might give would be sold after
the donor’s death, it would be neces-
sary for the $4 million asset to grow in
value to $7,232,099 to reach
breakeven. If growth is less than that,
the owner might as well have held the
asset until death. Even though addi-
tional estate tax would be owed
because of the growth in value, that
would be acceptable if it is less than
the income tax that would have been
incurred on a subsequent sale if a gift
of the asset had been made.

Note that two variables influence
the amount of growth required to
reach breakeven: the spread between
income tax and estate tax rates, and
the basis of the asset. ATRA 2012
reduced the spread between the rates.
In 2012, the spread was .2, when the
rates were 15 percent and 35 percent.
If those rates were still in effect, the
required growth would be $2,618,000
according to the formula shown above.
Under the new law, if the donor
expects to be in a 40 percent estate tax
bracket and if the donee who would
subsequently sell the asset is in a 15
percent capital gains bracket, and is
subject to the 3.8 percent surtax, the
spread is .212 (.4 - .188 = .212), and
the required growth is $2,469,811. If
the donee is only in the 15 percent
bracket with no 3.8 percent surtax, the
spread is .25 (.4 - .15), and the
required growth is only $2,094,400. 

Another significant variable in
assessing the feasibility of a gift is the
income tax basis of the asset that would
be transferred. By definition, a low-basis

asset has more built-in gain, or “inher-
ent gain” that necessarily demands
greater growth to be realized to make
the gift worthwhile. For example, if the
asset in the example cited had a basis of
$400,000, rather than $1,800,000, its
inherent gain would be $1,400,000
greater. That, in turn, would mean that
under the same formula, the required
growth with a 23.8 percent income tax
bracket would be $5,288,889. Every-
thing else being equal, it naturally
requires much more time for the $4
million asset with a lower basis to grow
to $9,288,889 than for the higher basis
asset to grow to $7,232,099.

Gift of Asset at 
Discounted Value

The same formula may be used to
measure the growth required for a
prospective gift of an asset that qualifies
for a gift tax discount. To illustrate the
point, suppose that the same numbers
used above in the first example pertain
to the ownership of a closely held cor-
poration. Also suppose that the owner
of the corporation recapitalized the
business to have an equal number of
voting and nonvoting shares. The vot-
ing shares would be worth $2 million
on a pro rata basis, but the nonvoting
shares might qualify for a gift tax dis-
count of, perhaps, 35 percent. If so,
the shares that would have been worth
$2 million if voting rights had been
maintained would be worth $1.3 mil-
lion as nonvoting shares transferred by
gift. The benefit of the discount is sub-
stantial because it means that much
less growth is required to reach
breakeven. The same formula described
above can be applied to a discounted
asset, as follows:

Fair market value of 
asset, pro rata $2,000,000
Fair market value of 
asset, discounted at 
35 percent $1,300,000
Income tax basis $900,000
Capital gain $400,000
Income tax bracket 23.8%
Estate tax bracket 40%

Formula to determine growth required
for estate tax savings to equal income

tax costs (break-even point), 
X = required growth:

.238 ($400,000 + x) = .4X
$95,200 + .238x = .4X

$95,200 = .162X
X = $587,654

If no discount is taken, the growth
required would be added to the pro
rata value. However, when a discount is
taken, the growth required is added to
the discounted value to determine the
break-even number. In other words,
$587,654 of required growth is added
to the $1,300,000 discounted value,
to equal the break-even number of
$1,887,654. So, even if the undis-
counted $2 million value of the non-
voting shares drops in value, the dis-
count, in this example, reduces gift and
estate taxation enough to warrant sac-
rificing the step up in basis and paying
capital gains tax, if the shares are sold
in the future.

The power of the gift tax discount
is such that only a relatively limited
amount of growth would be needed
for even a low-basis asset to reach
breakeven. For example, if the nonvot-
ing stock with a pro rata value of
$2,000,000 and a discounted value of
$1,300,000 had a basis of $200,000,
the required growth (X) of the shares
would be $1,616,049, as follows:

.238 ($1,100,000 + x) = .4X
$261,800 + .238x = .4X

$261,800 = .162X
X = $1,616,049
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If the nonvoting shares were sold
after the transferor’s death for at least
$2,916,049 ($1,300,000 + $1,616,049),
the break-even point would be realized.
To put that into perspective, the same
dollar growth needed to realize a
$2,916,049 value for the $2 million of
voting stock would require only an
increase of $916,049, or 45.8%. In other
words, to reach breakeven, the $4 mil-
lion company would have to grow to
$5,832,098 at a 45.8% rate. Contrast
that to the same $4 million asset with
the same $400,000 basis mentioned
above, which had to grow to
$9,288,889, i.e., a 132.2% rate, because
the gift of that asset had no discount.

Consider Other Factors
With capital gains rates made

higher for certain taxpayers because of
ATRA 2012, as well as the 3.8 percent
surtax, the value of a stepped-up basis
is greater than it has been for many
years. The formulas presented above
provide an objective means of assessing
which assets might be transferred and
how much growth would be needed to
realize overall tax savings. Nonetheless,
several other factors should also be con-
sidered in reaching a decision to make
a substantial gift. Specifically:
• Some assets are not likely to be

sold in the event of the transferor’s
death. Shares of a closely held cor-
poration given to a family member
who is active in the business may
be held for the indefinite future.
However, it is still worthwhile to

apply the formula when a gift is
contemplated because future plans
may change after the current
owner dies.

• When the owner of a major asset
contemplates a gift, a tax advisor
must always consider that the
owner may die before sufficient
growth is realized to reach
breakeven. However, the owner of
the voting stock might nonetheless
sell the business sooner than
expected. The income tax result
for the owner of the voting stock
and the donee of the nonvoting
stock would usually be the same in
that event. An owner’s decision to
sell may be made not long after
the transfer of nonvoting stock
because the classic “offer too good
to refuse” came along. Or, a life-
time sale may occur many years
after the transfer of nonvoting
stock, and posttransfer growth
may have been realized, but the
income taxation to the transferee
is the same as it would have been
to the transferor. The income tax
treatment to both parties is no
worse than if the gift had not been
made, but the benefit of removing
the asset growth on a favorable gift
and estate tax basis is still enjoyed.

• Another point to keep in mind is
that a sale of an asset to a grantor
trust has the same effect for the
transferee as a gift: the transferee
carries over the basis of the owner
who sells, and capital gain fol-

lows accordingly if a subsequent
sale occurs.
In measuring the spread between

income and estate taxes, the effect of
state taxes should also be taken into
account. In a given situation, the
spread otherwise applicable for federal
tax purposes may be widened or nar-
rowed when the effect of state income
and state estate or inheritance taxes is
considered. Finally, the objective of
reducing federal estate tax may be
unimportant to those who have
“medium-sized” estates under the cur-
rent level of $10.5 million for a mar-
ried couple. In that case, while a
prospective gift should consider
income tax and estate tax conse-
quences, the gift may be made because
of nontax factors, such as the desire to
transfer ownership as part of a larger
business succession plan, or for other
nontax reasons that are significant
apart from, or despite, the tax conse-
quences involved. �
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