Insight on

Estate Planning

February/March 2011

Tax Relief act provides temporary
certainty for your estate plan
3 postmortem strategies that add
flexibility to your estate plan
Can a SCIN allow you to
reach estate planning goals?
Estate Planning Pitfall

You’re unsure whether life
insurance proceeds will be tax free
W einstock,
M anion,
R& eisman,
hore
S N eumann
A LAW CORPORATION

1875 Century Park East • Suite 2000
Los Angeles, California 90067
(310) 553-8844 • Facsimile (310) 553-5165
www.weinstocklaw.com
www.trustlaw.la

We welcome the opportunity to discuss your needs and
help you meet your estate planning and wealth transfer objectives.
Please call us at 310-553-8844 to let us know how we can be of assistance.

Tax Relief act provides temporary
certainty for your estate plan

I

n recent years, estate planning has been a
challenge. After all, a big part of the process
involves minimizing gift and estate taxes — a
difficult thing to do when the future of those
taxes is uncertain. The recently enacted Tax
Relief, Unemployment Insurance Reauthorization
and Job Creation Act of 2010 provides welcome
certainty in regard to estate planning, but only
through 2012.

Years of estate tax uncertainty
For the past few years, changes in the federal
estate tax regime have felt like a slow-motion
roller coaster. Just consider someone planning
his or her estate in 2009. That year, the top rate
for gift, estate and generation-skipping transfer
(GST) taxes was 45%; the estate and GST tax
exemptions stood at $3.5 million, with a $1 million exemption for lifetime gifts; and inherited
assets were entitled to a stepped-up basis, allowing them to potentially be sold free of capital
gains taxes.

With the estate tax repeal, this double taxation
was no longer an issue, so the 2001 tax act
eliminated the stepped-up basis rules. For people
who died in 2010, the 2001 tax act called
for heirs to take a carryover basis in inherited
assets — generally equal to the deceased’s cost
basis — potentially resulting in significant capital
gains tax on appreciated assets.
To soften the income tax blow, however, the
2001 tax act generally allowed a step-up in
basis of $1.3 million. An additional $3 million
of step-up was allowed for assets left to a
surviving spouse.

Effective Jan. 1, 2010, under the 2001 tax act the
estate and GST taxes were repealed; the gift tax
rate dropped to 35%, with a $1 million exemption; and the stepped-up basis rules were replaced
by modified carryover basis rules that created
income tax concerns for many families.

Finally, the 2001 act called for the reinstatement of the pre-2001-tax-act estate tax regime in
2011 — that is, a top rate of 55% for gift, estate
and GST taxes; a $1 million combined gift and
estate tax exemption; a $1 million (indexed for
inflation) GST exemption; and the return of the
generally unlimited step-up in basis.

Historically, assets transferred at death had been
entitled to a stepped-up basis. In other words,
an asset’s tax basis would be increased from the
deceased’s adjusted cost basis to its fair market
value on the date of death, allowing the recipient to possibly sell the asset without generating a
capital gains tax liability. The purpose of this rule
was to avoid subjecting the same assets to both
income and estate taxes.

Estate tax stability, temporarily
The 2010 Tax Relief act provides some consistency and certainty by reinstating the estate
tax, with a top rate of 35% and a $5 million
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Estates can elect to follow the pre-2010 Tax Relief act regime (estate tax repeal + limited step-up in basis).

4

 he benefits of the graduated gift and estate tax rates and exemptions are phased out for gifts/estates
T
over $10 million.

exemption — for people dying after Dec. 31,
2009, and before Jan. 1, 2013. It also restores the
stepped-up basis rules.

Bear in mind that this new estate tax regime is
temporary, which means that, unless Congress
extends it or makes it permanent, uncertainty
over its future will continue to complicate estate
planning. For now, rates and exemptions are
scheduled to return to the pre-2001-tax-act
regime in 2013.

In addition, the 2010 Tax Relief act:
• M
 aintains the 35% gift tax and $1 million
exemption for gifts made in 2010; for gifts
made in 2011 and 2012, the 35% rate
continues to apply, but a $5 million unified
exemption applies to both lifetime gifts and
bequests at death.

One provision offers some hope, however: The
Tax Relief act provides for the $5 million exemptions to be adjusted for inflation in 2012, which
may suggest that lawmakers expect this version of
the estate tax regime to be around for a while.

• R
 einstates the GST tax for people dying after
Dec. 31, 2009, and before Jan. 1, 2013, with
a $5 million exemption — the GST tax rate,
however, is zero in 2010, increasing to 35% in
2011 and 2012.

A choice to make for 2010
If you had a loved one who died in 2010, you
may have a critical decision to make: The 2010
Tax Relief act allows the estate of someone who
died in 2010 to choose between the new estate
tax regime and the 2001 tax act regime — that
is, no estate tax, and with the modified carryover
basis rules for inherited assets. Fortunately, the
2010 act gives the estates of people who died
after Dec. 31, 2009, and before Dec. 17, 2010, an
additional nine months to file estate tax returns
and take certain other actions. z

• M
 akes the $5 million estate tax exemption
(but not the GST tax exemption) “portable”
for married couples in 2011 and 2012. If one
spouse dies without using up the exemption
(and an election is made on a timely filed
estate tax return), the surviving spouse can
add the unused portion to his or her own
exemption and use it to make tax-free
gifts or bequests.
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3 postmortem strategies that add
flexibility to your estate plan

I

n recent years, estate planning has been complicated by uncertainty over the future of the
federal gift and estate tax regime. But even
when estate tax rates and exemption amounts are
predictable, changing family circumstances make
planning a challenge. Fortunately, there are several postmortem strategies your family can use to
ensure that your wishes are carried out. Let’s take
a closer look at three such strategies.

For example, let’s say Harry’s will leaves all of his
assets outright to his wife, Sally or, in the event
she doesn’t survive him, to their children. When
Harry dies, his estate passes to Sally, and the
unlimited marital deduction shields the entire
amount from estate taxes. When Sally dies, however, her estate is subject to estate taxes because
it exceeds her available estate tax exemption.

1. Disclaimers

A disclaimer is an irrevocable,
unqualified refusal by a
beneficiary to accept a bequest,
allowing the property to pass to
another beneficiary.

A disclaimer is an irrevocable, unqualified refusal
by a beneficiary to accept a bequest, allowing the
property to pass to another beneficiary. Normally,
using a disclaimer to direct property to someone else would be considered a taxable gift. But
there’s an exception for “qualified” disclaimers.
To qualify, a disclaimer must:
• Be in writing,

Suppose, instead, that Sally disclaims a portion of
her inheritance equal to Harry’s available estate
tax exemption. That amount then passes to
their children estate-tax free by virtue of Harry’s
exemption. The amount that goes to Sally is
sheltered from tax by the marital deduction and,
when she dies, some or all of it is sheltered by her
own estate tax exemption. In other words, the
disclaimer strategy can reduce or even eliminate
taxes on the couple’s estates.

• Be delivered to the estate’s representative
within nine months after the transfer is made
(or, if the disclaimant is a minor, within nine
months after the disclaimant turns 21),
• B
 e delivered before the disclaimant accepts
the property or any of its benefits, and
• C
 ause the property to pass to the deceased’s
surviving spouse or to someone other than the
disclaimant, without any direction from the
disclaimant.

2. Spousal right of election
Another strategy for redistributing your wealth
after you’re gone is the spousal right of election.
In most states, a surviving spouse has the right to
circumvent your will and take an elective share
(one-half or one-third, for instance) of certain
property. So, for example, if you leave all of your
assets to your children or other beneficiaries, your
spouse might exercise his or her right of election

This last point is critical and requires some
planning on your part. To ensure that the
disclaimant doesn’t direct the property’s disposition, the property must pass automatically to a
contingent beneficiary according to the terms of
your will or trust.
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if it would produce a more favorable tax outcome.
Check with your estate planning advisor to see if
this strategy is applicable in your state.

requirements are met, you can enjoy the benefits
of the marital deduction while still preserving
assets for your children or other beneficiaries.
When your spouse dies, any remaining trust assets
pass to your beneficiaries but are taxed as part of
your spouse’s estate.

Keep in mind, however, that exercise of the election with respect to property held in charitable
remainder trusts may disqualify those trusts.

Even if you don’t need a QTIP
trust to protect your children or
preserve your assets, it may still be a
good strategy. Why? Because it creates opportunities for postmortem
estate planning.
One of the requirements for QTIP
status is that your executor or personal representative make a QTIP
election on your estate tax return to
have the marital deduction apply to
the transfer to the trust. This gives
the flexibility to make the election,
not make the election or even make
a partial election, depending on
which strategy would produce the
optimal results.
Suppose, for example, that when
you die Congress has substantially
increased the federal estate tax
exemption. If the marital deduction
isn’t necessary to avoid estate taxes,
your representative might decline
to file a QTIP election and instead
apply your estate tax exemption to
the transfer. That way, when your spouse dies,
the trust assets will pass to your children tax free,
regardless of any future changes in estate tax rates
or exemption amounts.

3. QTIP trust
Qualified terminable interest property (QTIP)
trusts are often used to take advantage of the
marital deduction while ensuring that assets are
preserved for the children (particularly children
from a previous marriage) and receive some
creditor protection.

Review your plan
Ideally, you should revisit your estate plan periodically and make revisions to reflect new legislation or changes in your personal circumstances.
In addition, consider designing your plan to
maximize opportunities for postmortem planning
strategies, such as those discussed here. z

Ordinarily, to qualify for the marital deduction,
you must transfer assets to your spouse with no
strings attached. The QTIP trust is an exception to this rule. So long as your spouse receives
all of the trust income for life and certain other
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Can a SCIN allow you to
reach estate planning goals?

W

hen creating or revising your estate
plan, it’s important to consider the
status of your health, because your
life span can affect certain strategies. If you’re
in good health, you don’t have to worry too
much about the mortality risk inherent in, say,
a grantor retained annuity trust.
But if your health is on the decline and you
think you won’t reach your actuarial life expectancy, consider looking for alternatives with
less mortality risk. A self-canceling installment
note (SCIN) may be an option to consider.

They can also benefit by being able to deduct the
interest they pay on the note.
Finally, you can defer capital gain on the sale by
spreading it over the note term. If you die before
the note matures, however, the remaining capital
gain will be taxed to your estate even though no
more payments will be received.

Taking note
To use a SCIN in estate planning, you sell your
business or other assets to your children or other
family members (or to a trust for their benefit)
in exchange for an interest-bearing installment
note. As long as the purchase price is for full
value and the interest rate is adequate, there’s no
taxable gift involved. So you can take advantage
of a SCIN without having to use up any of your
lifetime gift tax exemption or annual gift tax
exclusions. As discussed below, however, a SCIN
must include a premium.

In addition to these benefits, any appreciation
in the assets’ value after the sale is also excluded
from your estate.

To use a SCIN, you sell your
business or other assets to your
children or other family members
(or to a trust for their benefit) in
exchange for an interest-bearing
installment note.

The “self-canceling” feature means that if you
die during the note’s term — which must be no
longer than your actuarial life expectancy at
the time of the transaction — your buyer is
relieved of any future payment obligations.
(Be aware that, if you’re currently terminally ill,
you can’t use a SCIN.)

Paying the premium

A SCIN offers a variety of valuable tax benefits. If
you die before the note matures, the outstanding
principal is excluded from your estate, allowing you
to transfer a significant amount of wealth to your
children or other family members estate-tax free.

Like most things in life, you can’t get something
for nothing. To compensate you for the risk that
the note will be canceled and the full purchase
price won’t be paid, the buyers must pay the

6

aforementioned premium — in the form of either
a higher purchase price or a higher interest rate.
Your estate planning advisor can calculate the
premium based on statistical probabilities. But
if the premium is too low, the IRS may treat
the transaction as a partial gift and assess gift
taxes — or worse, include the entire value of the
sold assets in the estate as a retained interest.
Either type of premium will work, but each may
involve different tax considerations. If you add
a premium to the purchase price, for example, a
greater portion of each installment will be taxed
to you at the more favorable capital gains rate,
and the buyers’ basis will be larger. On the other
hand, an interest-rate premium increases the buyers’ income tax deductions.

The premium catch also comes with risk. In fact,
SCINs present the opposite of mortality risk:
The tax benefits are lost if you live longer than
expected. If you survive the term of the note, the
buyers will have paid a premium for the assets,
and your estate may end up larger rather than
smaller than before.

Is a SCIN right for you?
If you’re in declining health, it may be a good
time to revise your estate plan to include a SCIN.
Just be aware that this powerful strategy comes
with the risk that you’ll outlive the installment
note’s term. Your estate planning advisor can
help you determine whether a SCIN is right for
your situation. z

Estate Planning Pitfall

You’re unsure whether
life insurance proceeds
will be tax free
Typically, proceeds from life insurance
policies are income-tax free. The bigger
risk is that life insurance proceeds
will be subject to estate taxes. If you
own a policy on your own life — or
even retain any “incidents of ownership,” such as the right to change
beneficiaries or the right to borrow —
the proceeds will be included in your
taxable estate.
A highly effective way to avoid estate
taxes on life insurance proceeds is to
have an irrevocable life insurance trust (ILIT) hold the policy. You make periodic contributions to the trust to cover the premiums. When you die, the proceeds are paid to the
trust estate-tax free and distributed to your beneficiaries according to the trust’s terms.
Contributions are subject to gift tax, but in many cases they can be structured so that
they fall within the $13,000 annual gift tax exclusion or lifetime exemption.
Ideally, you would establish an ILIT and have the trust purchase the policy. If you
purchase the policy yourself and then transfer it to the ILIT, the proceeds will be pulled
back into your estate if you die within three years after making the transfer. It may be
possible to avoid this three-year rule, however, by selling a policy to the ILIT.
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Comprehensive
Estate Planning Services

Founded in 1960, Weinstock, Manion, Reisman, Shore & Neumann offers estate planning, probate and trust administration, general
business and corporate law, taxation, real estate, and estate and trust litigation services. Because 12 of our 15 attorneys are actively
involved in estate planning, we specialize in helping clients meet objectives like these:
n

Dispose of assets in a tax-efficient manner by using revocable living trusts.

n

Minimize estate taxes by using sophisticated lifetime giving techniques, such as Grantor Retained Interest Trusts
and Charitable Remainder Trusts.

n

Provide liquidity and save estate taxes by using life insurance and irrevocable life insurance trusts.

n

Efficiently administer probate and trust estates.

n

Transfer business interests to younger family members in a tax-efficient manner.

n

Minimize generation-skipping transfer tax on transfers to grandchildren and great-grandchildren.

n

Implement deferred compensation and qualified retirement plans, including pension and profit sharing plans.

n

Reduce income and estate taxes on the receipt of benefits from retirement plans.

n

Avoid court intervention if disability strikes.

n

Maximize employee productivity through the use of stock options and other incentive programs.

n

Dispose of business interests among co-owners.

n

Save on income taxes, both now and in the future.

n

Select and form business entities, such as corporations, limited liability companies and family limited partnerships.

n

Protect the interests of beneficiaries or fiduciaries in estate, trust or conservatorship matters.

The professionals at Weinstock, Manion Reisman, Shore and Neumann bring over 300 years of combined experience to the
services we provide. The stability of our firm enables our lawyers to work closely together with business specialists to give clients
outstanding individualized attention.
Many of our lawyers are instructors at UCLA Extension and highly sought after as speakers for professional organizations in the
community. Because we are at the forefront of current developments in law, we excel in designing strategies which help clients
balance their business and financial interests with their personal and professional objectives in order to preserve and transfer
their wealth.
Pursuant to applicable federal regulations we are required to inform you that any advice contained in this communication is not
intended to be used nor can it be used for purposes of: (1) avoiding tax penalties or (2) promoting, marketing or recommending to
another party any transaction or matter addressed herein.

