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By Charles A. Granstaff

Portability + QTIP

A happy couple or a recipe for family discord?

A he 2012 American Taxpayer Relief Act has

greatly changed the engineering of estate plans.
M Now, with a $5.34 million (in 2014) exclusion
amount indexed for inflation, lower estate tax rates,
higher capital gains rates and Internal Revenue Code
Section 2010(c) (that is, portability), practitioners are
often designing flexible plans to maximize step-up in
basis. For some couples, the new law may greatly sim-
plify their planning, but for others, options abound,
resulting in greater complexity. (See “Surviving Spouse
Documents,” p. 24.)

Spousal Testamentary Trust
A couple married once with children from that mar-
riage, perhaps with an estate worth $2 millien 1o
$3 million, may simply choose to leave all their assets to
each other and secure a step-up in basis at the surviving
spouses death. The executor at the first spouse’s death
can decide whether to elect portability. Under portabil-
ity, the executor may elect on a Torm 706 for the surviv-
ing spouse to carry over the deceased spousal unused
exclusion (DSUE} amount, Thus, a surviving spouse
receiving all of the decedent’s assets could add the
DSUE to his own exclusion amount. (For more infor-
mation about IDSUE, see “The DSUE Coin Flip,” by John
T. Bannen and Kristin A. Occhetti in this issue, p. 17).
Nevertheless, many couples will have non-tax rea-
sons for creating a spousal testamentary trust due to
concerns about: 1) a surviving spouse’s remarriage,
2) changing the ultimate disposition, 3} asset protection,
or 4) children by a prior marriage of either spouse. For

Charles A. Granstaff is a partner at
Granstaff, Gaedke & Edgmon, PC.in San
Antonio

many taxpayers with modest estates using testamentary
trusts, it seems logical for the executor to elect qualified
terminable interest property (QTIP) status for a trust
that qualifies under IRC Section 2056(b)(7). This elec-
tion allows assets that otherwise aren’t subject to estate
tax (assuming they don't appreciate too significantly) to
receive a step-up in basis at the surviving spouse’s death.
The portability election adds a new dimension to this
strategy. Since IRC Section 2044 requires the surviv-
ing spouse io include the value of the QTIP property
in his estate, an executar may elect portability. While
the QTIP trust assets are included in the surviving
spouse’s estate and receive a step-up in basis, porta-
bility allows the surviving spouse to use the DSUE
(fixed in the year of the first to die) to offset the value
of the QTIP trust assets. Portability isn’t without its
drawbacks, however, particularly for increasingly com-
mon blended families.

Example 1

Suppose Ralph and Betty have been married
15 years, and both have children from prior marriages.
Ralph wants to create a testamentary trust for Betty
for her life, with the remainder interest benefitting
his children from a previous marriage. The trust is
designed so the executor has the option to elect QTIP
status at Ralphs death. Ralph dies in 2014 with a
$3 million estate. Flis executor elects QTIP status
under Section 2056(b)(7) so that if the assets go up in
value, Ralph's children will receive a step-up in basis
at Betty’s death. The executor also elects portabil-
ity so that Betty can use Ralph’s DSUE, because the
QTIP assets will be included in her estate. Betty dies a
few years later with her own $10 million estate and a
$6 million exclusion amount, In the meantime, the
QTIP trust has grown to $5 million. Betty's gross
estate is $15 million (her $10 million, plus $5 million
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from the QTIP). Her exemption is $11.34 million (her
$6 million, plus Ralph's $5.34 million DSUE from
2014). The federal estate tax on Betty’s estate is
$1.464 million (($15 million - $11.34 million =
$3.66 million) x 40 percent), but Betty’s estate doesn't
necessatily pay the bill.

IRC Section 2207A

Section 2207 A was passed to protect a surviving spouse
from estate tax on assets that are included in his estate
from an accounting perspective when the assefs, in
fact, are controlled independently by a QTIP trust. It
provides that a QTTP trust must reimburse a surviving
spouse’s estate for the difference between the amount
the surviving spouse’s estate pays with the QTIP assets
included and the amount the surviving spouse’s estate
would have paid without the inclusion of QTP assets,
In Example 1, Betty’s estate would have paid nothing,
had she died with a $10 million estate, because she
would have had $11.34 million in exemptions, Thus,
Ralph’s QTIP trust must pay $1.464 million of its
$5 million to Betty's estate, even though Betty’s estate
has to pay nothing on a $10 million estate. Ralphs
remainder beneficiaries are going to be unpleasantly

surprised to discover this outcome. The advantage of

their $2 million ($5 million - $3 million) step-up in
basis is overshadowed by their obligation of $1.464 mil-
lion in estate tax reimbursement to Betty’s estate under
Section 22074,

To further complicate things, if Betty’s estate fails to
exercise the Section 2207A right of recovery, Treasury
Regulations Section 20.2207A-1(a){2) treats such failure
as a gift from Betty’s beneficiaries to the beneficiaries
of the QTIP trust. Moreover, Betty’s executor may have
a state law fiduciary duty to pursue the claim.

Waiver of Reimbursement

A potential solution to this inequity is for the drafter
of Ralph’s will to require that, if a QTIP election has
been made and the executor wishes to elect portabil-
ity, Betty waive her reimbursement right under Sec-
tion 2207A. Section 2207A(a)(2) requires such a waiv-
er to be included in the surviving spouses will or
revocable trust. In Example 1, that would cure the
problem. Betty’s estate would pay the $1.464 million
in estate tax because Ralph’s estate was less than the
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DSUE carried over, But, what if Ralphs QTIP assets
increased a great deal more than that? Say Ralphs
assets increased from $3 million to $8 million before
Betty died, and Betty had waived her reimbursement
right under Section 2207A% Now Betty’s family pays
all the estate tax, and Ralph’s children receive the entire
$8 million with no estate tages. Betty benefitted by car-
rying over a $5.34 million exemption, but her estate
pays $1.064 million more than the benefit she received
by the DSUE carryover (($8 million - $5.34 million =
$2.66 million) x 40 percent). In hindsight, if Ralph's
executor had known that the assets would grow from

To the extent assets grow but
stay under the exclusion amount,
waiving Section 2207A works

well,

$3 million to $8 million, he wouldn’t have elected QTIP
status, and the trust would have operated as a traditional
bypass trust excluded from Betty's estate.

Executors who elect QTIP status in hopes of receiv-
ing a step-up in basis and surviving spouses who waive
Section 2207A must consider this dilemma, To the
extent assets grow but stay under the exclusion amount,
waiving Section 2207A works well. In contrast, estate
tax can be significant and levied unpredictably if
QTIP assets grow substantially, perhaps because the
surviving spouse lives much longer or because of
some windfall regarding the property, such as dis-
covery of natural resources. The DSUE is a fixed dollar
amountt, and the QTIP assets could have decades to
grow, depending on the surviving spouse’s age. A blanket
Section 2207A waiver could be just as dangerous for the
surviving spouse’s family as a lack of a waiver is for the
family of the first to die.

Formula Waiver
Perhaps a more precise solution is for an executor who's
elected QTIP treatment and wishes to elect portability
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Surviving Spouse Documents

Assess the various cptions

Is the couple worth less than $5 illior with

No (means greater than

%5 million now or in the
future cu to appredation).

little appreciation?
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ta redsons for creating a
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1. Concems about surviving
SpOUsE's Iariage of changing
isposition
2. Besef protedion
3. Children by a prior masmiage
of either spouse
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of electing poriabifty af first

. spouse’s death depending on

faets at that time.

Notas:

Tracitional bypass is most likely because accumulation and apprediation are

more likely to be sigrificant, With spouse in higher income tax brackel, no

pressure fo distributa t spouse o could spray o descendants.
Alternative: Qualiffed tarminable inferest property

(EMPyable tnist with (avonfeature via a partial TP election,

(reata w7 with (T1Pable testarmentary trust so
the evecutor decides it wants fo-<lect GTIP status to
oblaina step-up in basis, it @n doso or keepit as

normal bypass. May elect portability.

Is the couple worth bebween $5-510 million
with ittle appredation potential?

[s simplicity more important

—RE than ron-a recsons for a iyt R

OF maximizing generalion-
SKipping transter {650
exemmptions for dynasty trusts?

M

Ne (means greater than
$10 rrilion now or in the
future due o appredation),

Traditional Bypass’
Could “spray” income amang spolke
and destendants. Gption: Give
indepercent parfy the power to grant
the surviving spouse the genesal
power (o anpoial [o the spouse’s
creditars, i could be exercisable oriy
with consent of 2 non-adverse party if
thie selflor wasted more protection OR
intertionally trigger the Delaware fax
frap. This would result in assefs being
induded in surviving spouse’s estate
ar step-up.

« This chart ist absoliie, and an estate plan must be prepared and custormized o the

cHenes ictivickial faets. A, state estate lax issies coud impact the decision,

* This chart focuses on the docement strcure a5 it relates fo e spouse
+ Bien vatha simple will adieni may decide fo fmplerment generalion-skipaing franster “cownsteam,”

Endnotes

Mo non-ta reasons or 65T
autweighs implicity,

Is the tlient more concemed alxout the
passibility of step-up or exdlueling assets
from spouse’s estate due to significant
notentiaf appreciation?

OTiPable Tnust
Execultor would have
fiexbility of either
1. Electing {ITP
2. Wot electing QTIP or
3. Making a parlial TP

election’

Option; Could consider
adding a Cavtor
provisian: via a partial
(TP election,

Outright
Simnple wilfrevocable
management {rust (RMThand
eiedt portability at first ceath!

Disclatmer Wil
For & dient who wanls 3 “wait
and sea” plan, Tha spouse can
either take assets outright or
channel afl or part into a bypass
{rust via a disclaimer, The dient
cauid consider a dlisclaimer if an
asset eoulel exploce invalie (for
example, a mineral interest), The
dlient coul exclude such asset
out of surviving the spouse’s
estate OR if the surviving
spouse decided to maximize
65T planning OR §f the strviving
spouse thaught he may remarmy
someone that the surviving
spouse could survive, and f that
second spousse Lses all of hey
axernplion, deceasad spousal
ursgseq exdusion could be Jost
by refying on portatilty.
Remernber aokto give the
surviving spotsse a Bmited power
of appointmeant i a bypass it
ina cisclainer will contet.

1. Unless there are significant business entity interests that could be discounted at the first death with little audit dsk. In such a case, a client may want to move assats outof the
suviving spouse’s estate via a disclaimer option or merely design bypass from the outsat, Otherwise, the surviving spouse cauld end up with a majority of business with no (o7

madest} discounts.

2. If agualified lesminable interest praperty trust {QTIP) is elected, mos: likely portabiity will be as well. Be aware that ineguities could accur if the surviving spouse elects OTIP and
portanility, and he doesn't waive the right of reimbursement from the QTIP o such potential inequity exists with a traditional bypass trust. Portability may make sense even wilh
traditional bypass, depending an how much exemption is left over after funding a bypass trust.
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. Warning: It's best for the surviving spouse not to be tie executor raking the G11P eleclion if there's a Uavlom provision; otherwise, there could be gift implications.
. There are other variations of the disclaimer approach that are heyond the scope of this chart,

-~ Charles A, Granstaff
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|, Mary Doe, in exchange for the Executor making a portabifity election
inthe Estate of John Doe, herehy waive any right of reimbursement under
Section 22074 of the Internal Reverwe Code with respect 1o the Mary Doe
Marital Trusk (the Marital Trust), but only o the extent of the federal estate
fa assessed against my estate attributable to the value of the Marital
Trust assels equal o an amount up to but not exceading the amount of
the deceased spousel unusect exclusion amount (he DSUE amount) as
firally determined from the Estate of Jehn Doe (whether or not such DSUE
amount is available fo my estate at the time of my death). The amount
of the reimburserend right from the Maritat Trust that is waived shall be
datermined by the following ciculation process. 1) etarming the amount
of reimbursement that would be due o my estate from the Marital Trust
sincer Section 2207A but for this waiver (the Section 22074 reimbursement
amount). (Z) If the value of the Marital Trust assets for estate tax plrposes
atmy death is equal to or ess than the DSUE amaunt, the full Section 22074
reimbursernent right is waived, {3) If the value of the Marital Trust assets for
estate tax purposes at my death is more than the DSUE amount, enotigh
of the Section 22074 reimbursernent amourt is waived such that my estate
will bear no more federal estate tax than if: () the Mavital Trust assets were
not indluded in my gross estate for federal estate tax purposes, and (i} if
onfy my applicable exclusion were used not including the DSUE amourt. !
aaree that | will include this formula waiver in my Will o Revocable Trustin
accerdance with Section 2207AG)(2).

~{tf ke o fhank Steve Akers for s insight and significant confritn-
tions to the language of ihis formula waiver and A7 Golder's insight ane

camments,
- Charlfes A, Granstaff

to have the surviving spouse sign a formula waiver that’s
designed only to waive Section 2207A as 1o the benefits
the surviving spouse derived from the DSUE carried
over. Thus, each family pays its share of any estate tax.
While facts and circumstances vary from client to client
and wording riust be carefully tailored to the situation,
see “Sample Formula Waiver,” this page, for language
that you could include in this waiver,

Example 2

Ralph and Betty have been married 15 years. Both have
children from prior marriages. Ralph dies in 2014 witha
$3 million estate. QTTP status and portability are elected.
Betty dies a few years later with her own $10 million
estate and a $6 million exclusion amcunt, The QTIP

040 U.évlnlihviswgﬂgn_ Jax
R

trust has grown to $8 million at Betty's death,

1. Total tax:
Betty’s $10 million
+ Ralphs (QT1P) $8 million
$18 million
Betty’s exemption ($6 million)
DSUE (Ralph} ($5.34 million
$6.66 million
x 40%
$2.664 million
2. Fair allocation:
A. QTIP should pay: $1.064 million calculated
as follows:
$8 million
($5.34 million)
(Betty benefitted from $5.34 million DSUE)
$2.66 million
x 40%
~ $1.064 million
B. Betty should pay: $1.6 million calculated
as follows:
$10 million
($18 million gross estate less $8 million QTIP)
($6 million)
{$11.34 million less the $5.34 million DSUE)
$4 million
x 40%
$1.6 mitlion
$1.6 miilion (Betty pays) + $1.064 million (QTIP pays)
= $2.664 million total estate tax

3. Applying proposed formula 2207 A waiver:
Total Section 2207A potential reimbursement
amount:
$ 2.664 million
Surviving spouse’s estate tax if no QTIP or DSUE
were factored in;
$1.6 million
Amount of Section 2207A reimbursement waived:
$1.6 million
Amount of Section 2207A reimbursement owed by
QTP trust:
$1.064 million

4. Conclusion: This is a fair result because the QTIP
trust must only reimburse the surviving spouse’s
estate for the tax on the increased QTIP trust asset
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value exceeding the DSUE (that is, ($8 million -
$5.34 million = $§2.66 million) x 40%=
" $1.064 million).

Remarriage

Temporary Regulations Section 20.2010-1T(d)(5) pro-
vides that the DSUE available at the surviving spouse’s
death relates to the most recently deceased spouse
married to the surviving spouse. Temp. Regs. Sec-
tion 25.2505-2T(2){1} allows the surviving spouse to
apply the DSUE te gifts even if he remarries, as long as
his new spouse is alive; however, once the new spouse
dies, the DSUE from the prior deceased spouse is lost.
Despite whether the surviving spouse might benefit
from a potential new DSUE, losing the first DSUE
could cause more hardship on one of the parties,
depending on how the elections and any waiver were
structured. If the surviving spouse remarries a wealthy
individual who dies having fully used his applicable
exclusion amount, the surviving spouse will have
na DSUE. The executor should consider refraining
from making QTIP and portability elections involv-
ing wealthy younger surviving spouses more apt to
remarry, unless it’s clear that the surviving spouse will
promptly gift and fully use the DSUE,

Additional Concerns

While the formula Section 2207A waiver solves the
allocation problem described above, there are addi-
tional concerns that practitioners will need to consider
before using such a waiver. Could the agreement be
construed as a contingent QTIP election? Because
Section 2207A{a}(2) requires the waiver to be includ-
ed in a will or revocable trust, can an executor and sur-
viving spouse contract to make a will? Unfortunately,
when new laws, such as portability, are passed, there
can be unintended results caused by other JRC sec-
tions. Such is the case here.

When concerns about potential complications and
inequities with electing both portability and QTP status
outweigh planning for a step-up in basis, the traditional
bypass trust might be a betier fit because Section 2207A
doesnt apply. Alternatively, bypass trusts can be designed
50 that the assets could receive a step-up in basis by being
included in the surviving spouses estate (for example,
invoking the Delaware tax trap). Such techniques are
beyond the scope of this article, although theyre not
without their own drawbacks. Drafters who include
QTIP trusts in their documents to potentially receive a
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step-up in basis at the surviving spouse’s death but fail
to appropriately consider portability and Section 2207A,
may put executors in difficult situations, While the
executor could certainly still require such a waiver prior
to the portability election in the absence of guidance
in the will or revocable trust, the executors job will
be easier and less controversial if the governing docu-
ments address these issues. The testator may also wish
to insert language in the document giving the executor
sale discretion as to whether a QTEP election or portabil-
ity election is made and exculpating the executor from
liability to any beneficiary or person for either making
or forgoing such elections. Otherwise, many execufors
may decide the risks outweigh the merits of serving. ]

Singing The Blues
“Art Blakey” (24 in. by 18 in.} by Frederick . Bman,

L I G H T sokd for §5,000 at Swann Auction Galleries recent

African-American Fine Art Sale in New York or
June 10, 2014, Te Chicage-raised Rrown referenced
religious, historical and urban themes in his work
but was especially note! for his numerous portrails
of )azz ancl biues artists.




