THE MODERN PRACTICE

By Jonathan G. Blattmachr & Martin M. Shenkman

Planmng ina Tlme of Uncertamty Part’*’

\/\/hy h|tt1ng the pause button may not be the'optimal approach

he election of Donald. J. Trump as our 45th
g I President was -largely unexpected: While it
\ -difficult to forecast the 'specifics of what that
will mean during his term, and, perhaps,-his- second

term, predictions can be useful to evaluate current plan-'

. ning. President-elect Trump has proposed wide-ranging
changes‘to thenation’s tax system that will affect virtual-
ly all Americans-and:their advisors: He appears to have
made tax legislation a priority for his administration.
He's suggested substantial reductions in corporate and
iindividual tax rates and the simplification of the tax sys-
tem generally throtigh elimination of many deductions
and ‘other complexities. Estate planners, in ‘particular,
are already facing a dramatic impact on their practices,

“as:many clients have hit the ;pause button on planning
in anticipation of a possible repeal of the estate-tax: This
may not.be the optimal approach for clients, and this
two-part article will explore why.: :

. The ramifications of a repeal of the estate tax, as
Trump ‘has” proposed, Would be 31gn1ﬁcant in many
‘ways.’ : :

From'a practlcal perspectwe, practitioners need to
assess ‘all these possible ‘options, inform clients of the
possibilities, guide them to ‘continue taking planning
steps' that are appropriate now and endeavor to antici-
pate, to the extent feasible, how the myriad of possible
changes might affect drafting, planning and their very
practices: Pausing.doesn’t address the anticipated reten-
tion of the gift tax, planning for-elderly or infirm clients,
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the risks of a client dying before change occurs, the
uncertainty of what change will occur and many other
common planning situations. We'll endeavor to provide
some insights and suggestions to assist practitioners in
these matters and identify specific strategies that may
still be useful in light of the current uncertainty. Part IT. .
of this article, which will appear in next month’ issue,
will cover helplng clients who are in different stages of
‘planning. ~

Change Not Guaranteed :

In addition to Trump's personal victory, the Republicans -
were also victorious. The House of Representatives is
controlled 241 to 194 by the Repubhcans, and the Senate
is controlled by a slight majority of the Republicans.
This balance in power might make it more likely that

many of Trump’s tax changes discussed throughout this -

article could be enacted.

But, certain commentators say that theres no guaran-
tee that Trump’s proposed changes wﬂl get though Here
are'some other perspectives:

. Although the strength of the Republican success was
significant, some pundits suggest that it may not
assure Trump the support to push all legislation he -
proposes to enact.® Trump, according to this view,
may have to spend time building bridges not only
with Democrats, but also with those in his own party. . -
But, ‘the pundits couldnt have been more wrong

- about the election, so the weight to afford any part1c- Bl
ular prognostication is “iffy” at best. i

« Some have suggested that under the rules of Senate :

* parliamentary procedure, any senator can filibuster -
virtually any bill (unless 60 senators vote to end it).
However, a filibuster: doesn't apply to a ‘budget bill
that uses the so-called “reconciliation” process, so
using that process may present an option for Trump -
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~* to use to circumvent a filibuster should one occur.
Nonetheless, getting a budget resolution adopted
can be politically challengmg and typ1ca]ly results in
many compromises. :
 With the array of substannal.leglslatlon a Trump
administration might propose, the: inevitable horse
trading will almost assuredly shape any actual legis-
latinn enacted. Trump's approach may also dampen

under the Bush administration (so tax relief could be
granted elsewhere—largely, income tax  reductions),

many estate tax planners (including, attorneys, accoun-
tants, life insurance representatives and trust officers)
never really experienced the significant reduction in
business that they could have if thered been immediate
repeal. And, those practicing in decoupled states (that is,
states that have an independent estate tax system) may
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jobs as infrastructure changes must occur here in the |

United States, although materials (for example, steel) |

may come from overseas.

These plans may produce atleast two negative effects.
First; there will be a huge increase inthe fedéral debt, at
least in the short'run: That simplyis Keynesian econom-
ics: The government should incur debt to:spur economic
activity but should pay.the:debt off when the economy
recovers==but-the “later” (repayment of the debt) never
occurs because:of the ‘political: pressure-ever to ‘cut:a |
government program: So; the: debt imight almost. cer-

‘tainly:continue to grow: permanently: Second, funding |

forinfrastructure:and how: and where'it: wﬂl bewused will

Theres a real prospect of at least

some sagmflcant change in the

estate tax system even if outrxght

repeal proves elusive. . -

‘rebuild JUSS,infrastructirre; buticertain: Repﬁbhcans in
| 'the House opposed it because there; ‘
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you raise taxes as the economy is beginning to
recover from really tough times, you'll slow down
economic growth. You'll make it harder.
. See; P'm . more worried about thefellow looking
. for the job. That's what I'm worried about. Lwant
" :people working: I-want people to find work. And
so, when we stimulate the econorny; it’s more like-
+ uly that person is:going to:find work: And the best -
- way:to stimulate the-economy:is not to raise taxes
j but to hold the low tdxes down

, »In anycase, studJes have shown thattax cuts: done in

P the UsS.in‘the past several decades seldom:recoup reve-
| nue losses and have minima

dal impact:on GDP growth.”
‘President Obamd: tried. ‘many-times:toget.funding to

increase in taxes:and/or increase:in the: d
Many Repubhcans professito be: deﬁc1t hawks.? So, it

. seems there will likely be some limitations on expendi-
| ture increases.and tax:cuts: Indeed, :although the 2001
Tax- Act repealed the estate taX,

i xmplementatlon was
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postponed due to the cost to the fisc. - :
What will happen is uncertain. But, theres a real
_prospect-of at least some significant change in the estate
tax system’ even if outright repeal proves elusive (for
example, higher exemption, lower tax and exclusion for
farms and small businesses). It may also be that the fore-
casted revenues from a capital gains tax.on death might
sufficiently offset the revenue loss from a repeal of the
estate tax to facilitate repeal.: :
- Nonetheless; the: question that needs to.be addressed

- is: ' What doestate planners tell their estate-planning

clients todo in the meantime? “Nothing™ is-the' wrong
advice. What might the nnpact be on: emstlng docu-
ments and plans?: ,

Economic Market ‘

Many pundits predict a period:of heightened ‘market ’

wvolatility that may have an impact on existing planning
(for: example; budgets, forecasts and market returns).
Market volatility could also add to.the uncertainty that
. the Trump tax proposals will create; making planning
even'more difficult. Although the stock market rose sig-
nificantly after Trump:won the presidency, it's uncertain
if an upward trend will continue. Some stocks will rise
and some will decline, perhaps based on perceived ben-
efits or detriments following the legislative dll‘eCthllS of
the Trump administration. e

Feasibility of Estate Tax Repeal .
Trump has proposed a repeal of the death tax. It's not
fully: clear whether he intended:that repeal to.include
the gift tax. The Republicans have long wanted to repeal
the estate tax, and the large march upward in the estate
* tax exemption may prove to have been a prelude to the
elimination of the tax: The dubbing of the estate tax as
a “death tax” reflects (and perhaps:contributed: to)- the
hatred many- Americans; surprisingly including many
not remotely likely to be affected by the tax, have had for
what’s become viewed as an-unfair double tax. - -

- We participated in a conference call after the election
with 30 prominent estate-planning lawyers. The consen-
sus seemed to-be that estate tax repeal isn’t probable—
one reason is that Trump.may not want to appear to be
benefiting his family. All who spoke appeared to-agree
it was unlikely that:the gift tax Would be repealed (as-it
would cut the income tax recelpts) but:that consensus
might not prove prescient. For those subscribing to this

view, deferring planning for a future that they anticipate
will include a gift tax doesn’t make sense. ‘
The reality is that the estate tax affects very few tax-
payers and raises insignificant federal revenue: A recent
Forbes article noted: RS

In tax year 2015, just 4,918 estates paid $17 billion
© in estate taxes (less than 1% of federal revenue).
More than a third was raised from the richest of
the rich—the 266 estates valued :at $50-million
or more brought in $7.4 billion to the Treasury."*.

~Many have viewed the estate tax not as a revenue

The repeal of the estate tax may

prove a polx‘mcal vxctory for Trump

‘but might not mean a complete

ehmmateon of transfer taxes for

the wealthy

raiser, but rather as a means of accomplishing a social
objective of limiting the concentration of wealth. But,
statistics as to the concentration of wealth: in the United
States ‘suggest that the estate tax hasn’t been particu-
larly successful at dampening wealth concentration.
“The United States exhibits wider disparities of wealth
between rich and poor than any other major developed
nation”** : -

So;, if the estate tax raises an insignificant pOI‘thD of
the federal revenues, apparently hasn't had great success
in-dampening wealth cencentration (although-that isn't
to say-the situation wouldn't be more extreme:absent
the tax), generally appears despised and is incredibly
complex, repeal may not be as implausible as some prac-
titioners. might like to believe: Further, the enactment -
of a capital gains tax on death (and perhaps. on gift)

‘noted below may provide revenue offsets for-a sufficient

portion of the revenue loss from repeal. i
Trump has proposed a capital gains tax at death

" meaning perhaps a retention of the gift tax or, like - k
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Canada; perhaps even the imposition‘of a capital gains ' to what estate-planning: practitioners “should- advise

tax on the gift of an appreciated asset. So, the repeal of
the estate tax may:prove a political victory for Trump,
but might not-mean:a- complete ehmmatlon of transfer
taxes for the wealthy. ;

Timing of:Estate Tax-Repeal- .
Practitioners' need to-be ‘concerned  not only with: the
potential for repeal and what :might replace the-estate
taxif s’ repealed but also w1th the tlmmg of any of
thesé changes. - LR s

o If; the ‘estate tax:is repealed; ' might repeal be effective
Jan. 1, 2017 or some other date?

Most taxpayers face no tax |
1mped4ment by shlftmg assets to :
a Iower bracket famr!y member

because the grft tax exempt|on |s |

;z»?:sold 10, the cthd to: sell Absent a

clients to do. The timing-uncertainty:is also’ ‘why hitting
the-pause. button on planning may prove madwsable,

espeaa]ly for elderly or. mﬁrm chents
Gift Tax Repeal Unlukely?

‘Will the gift tax remain-orbe: repealed as: part of abroad

repeal of the estate-and: generation-skipping: transfer
(GST) tax? While the Republican: blueprint ' (tax:plan)
‘mentions estate:and :GST but not gift tax; it 1snt clear
‘whether Trump’s' proposal torepeal the “deathitax

r :.mtended asia shortharid reference toiall transfer taxes “

i As practitioners: know; the gift tax st just a/back-
stop for the estate tax; it also ensures the integrity.of the
income tax

. If the glft tax were: repealed al taxpa:yer (f oF.

;- ,,»:another (for example, schild) whos in'a
~ 'bracket. The parent ‘could simply: glft the-asset:to:be
tax cost, there '

g2
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created by a gift tax, but because all family members are
already in the maximum income tax bracket. So, as the
exemption grows, the repeal of the gift tax may become

in some respects -less. relevant. as a backstop to the’

income tax, although there are other ramifications. Also,
lowering the income tax rate as Trump has proposed will
lessen the incentive to-shiftincome in all events.

But; it isn't:the high tax bracket-to high tax bracket
transfers that would be problematic to the federal fisc.
Rather, it might be transfers to a taxpayer with tax loss-or
other deduction carryforwards or transfers to a non-res-
1dent ahen (NRA) taxpayer who pays no tax that mi

e value. Alsb, w1thout a glft

to ‘person B for income .

.aftera reasonable

to. protect them from creditors is complicated by the
need to avoid a gift tax. The repeal of the gift tax would
permit asset ‘protection planning unfettered by that
limitation. It would also eliminate a primary non-asset
protection motive: used to justify such planning. This
is an important point for practitioners advising. clients
while the future remains uncertain. If the end result of
planning now would be the shift of assets into protective

trust structures, the only benefit to hitting the planning

pause button may be the reduced professional fees asso-
ciated with planning while there’s a gift tax versus plan-
ning if the gift tax is repealed. With a gift tax, transfers
might require the complexity and cost of a note sale and
appraisal. If the gift tax were repealed, transferring the
same assets to an. irrevocable trust for asset protection
might require no more than a simple stock assignment.
The end result of planning under each scenario is the
same, shifting assets to a more protective trust struc-
ture. The only distinction is the cost of planning before
the fate of the gift tax is known. But, is that cost really
material relative to the assets that may benefit from
protection? If so many practitioners believe that the gift

| taxis unlikely to be repealed, does pausing planning that

would also provide asset protection,. divorce protection
and management control, seem optimal? Can we forget
the non-tax reasons for planning while we're in limbo of
knowing what the future of the estate tax mlght be?:

Repealmg Repeal . -
Even if the transfer taxes are repealed, thats no -assur-
ance that, just like “They’re back,” the classic line in the
horror film “Poltergeist;” a future administration may

not re-enact the estate and gift taxes: The interim period

during which the taxes may be repealed might pro-
vide clients with a window of planning opportunity to

investors lookmg for a politically safe
place to ‘invest ‘assets,, which could |
then be done without estate tax expo-
sure and the complex planning.trans-
fer taxes had required: : '

A repeal of the gift tax Would ehm-
inate an impediment to:asset protec-
tion planning for wealthier taxpayers.
Shifting assets into irrevocable trusts
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death will be ‘enacted “in-place of . the ‘estate: tax; as’it
i anada m the: earlyu19703 Indeed thats X

N Tod Angkatavamc ‘p‘artner in the Connecncut
ofﬁce of V\rl hers Bergman, has menﬂoned to-one of
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trust that’s structured as a grantor trust to preserve flex-
ibility) avoid that capital gains tax on death? This could
be vitally important to evaluating existing plans (should
we terminate a trust if feasible?) and current planning
(do we finish a so-called “spousal limited asset trust” or
“spousal lifetime access trust™ in process?). This might
also give rise to inverse swap planning. Under a capi-
tal gains tax on death regime, clients might benefit by
swapping appreciated assets into a grantor trust before
death to avoid a capital gains tax on: death. This is the
opposite of how planning is pursued under the current
tax regime. Is it possible-that.the Trump plan might treat
grantor trusts dlfferently from non- -grantor trusts w1th
respect to any gains tax at death? Perhaps, mcorporatmg
a trust protector with the power to turn off grantor trust'
status to prowde ﬂembﬂlty might be admsable :

Example- Your dlient is in the mzdst of creat—l

ing an irrevocable, dynast1c, grantor trust, to trans-
fer assets that are subject to Valuauon discounts.
; Your client undertook this plannmg in the wake
of  the proposed Internal ‘Revenue - Code  Sec-
tion 2704 regulatlons (proposed regs) Whlch most read as
reducing or even eliminating discounts in valuation. You
and your client both were reconsldermg the timing, struc-
ture and need for such planning as the Treasury has back-
pedaled from ‘what the original proposed regs appeared
to prowde for, Should the plan continue? In many cases, it
should, although perhaps without the timing. frenzy that
uutlally was ant1c1pated, s discussed below. - =
CIf the above plan is completed and assets. sh1fted
to an’ urevocable trust, will those assets out81de of the
chent/grantors estate be sub]ected to a ca "'tal gains

mrght assets transferred to urevocable ‘trusts prlor to
enactment be grandfathered and thereby avoid that
capital gains tax? If we view that as a possibility, then
planning should proceed apace on this basis. However,
might the opposite prove the-case? Might assets trans-
ferred in current planning to irrevocable trusts instead
lose out .on an income tax basis step-up by not being
inclirded “in- the - client/grantor’s estate if IRC Sec-
tion'1014 is retained? Perhaps more creative planning
now-can hedge a client’s planning “bet” Perhaps plan-

ning to shift assets to robust irrevocable trusts should .

?

continue in light of the non-tax benefits noted above and

‘the possibility of avoiding a future capital gains tax (if

the estate tax is in fact repealed). But, those trusts might
appoint a person in a non-fiduciary capacity to hold a

right to vest in the grantor powers that would taint the.

trust corpus as includible in the grantor’s estate under
IRC Section 2038. This might give the client potentially
the better results in each of the above scenarios. -

The Devil May Be in the Details -

Because only very broad strokes of a Trump tax plan
have been presented so far, the details of any such pro-
posal can't be known. For example, if a capital gains tax,
on death is instituted as part of the repeal of the estate
tax, will transfers to trusts during lifetime be permitted.
as'a means to avoid that capital gains:tax? Some foreign
countries tax assets inside trusts every 21 years if they
haven’t been exposed to the capital gains tax on death.
Might such a program be proposed in the negotiations
that accompany so many tax bills? Will assets transferred
to trusts prior to the new legislation be grandfathered
for purposes of avoiding a 20 percent capital gains tax?
Might this mean that any trust can be terminated before

 the 21st anniversary is reached? Could this dlmmlsh the

use of trusts?

- If a capital gains-tax on death is prov1ded for, how will
taxpayers find tax basis data to'determine the tax? Many
practitioners voiced just such concerns in 2010:when a
carryover basis regime temporarily existed. Perhaps,the
difficulties aren’t as significant-as some think:: Canada
had an estate tax that was similar to the U.S. estate tax
system, which it repealed in favor of a capital gains tax .
on death. When asked about issues-of historic income
tax basis-determination, Canadian practitioners indicat-
ed that they really had no great difficulty in this regard.
When the Canadian system was created, there was. a
step-up in tax basis accompanying the new law so that
taxpayers didn't have to look back further than that year
for basis data. Might such an approach be considered as
part of a Trump repeal and capital gains on death plan?
If so, then practitioners will have to guide allclients as
to the recordkeeping involved-to identify income tax or
tair value basis for the year of transition. There was a dif-
ferent approach under the carryover basis regime (later
repealed) under:the Tax Reform: Act of 1976.1% ¢ .«

.The biggest losers of all under a capital gains tax at
death system might be “leveraged” families—that is,
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those whose assets have Targe:debts “againsl;t'\ them espe:
cially if the indebtednessis greater than remaining basis

at death; a common situation for families owning signif-

icant improved real ‘estate. The:law:is well settled after

Commissioner-v: Tufts that virtally any transfer during’

lifetime (even a gratuitous one) results in income recog-
nition to-the extent the debt exceeds basis."”: Currently,
_ under Sectxon 1014 and Treasury Regulations Sec-

of the estatetax system While:
button: mlght feel seductwe, ity may not: prove the optlmal

10. www, forbes com/S/tes/ashleaebe//ng/2016/ll/09/W/I t/ump-wdory y/e/d~
-+ estate-tax—epeal/ #6056 7662012, S 4
.o hitp:/inequality.orgMealth /nequalzty/ o

12 ‘The:Tax Reform Tax:Force Blueprint* (June 24 2016) hz‘tps//abelterway
wiispeakergev/. assets/paf/ABetterWay-Tax- Po//cyPaperpdf ~

13::Se2-United States v Cariton,512: $:26:01994):5 3

14:“What's: CRA's - position: orv Farnily-Gifts?” (Dec 27 2012) http//fbcca//
- knowledge-centre/whats-cras-position-famifjgifts. -+,

15: Seelntemal Revenue Code Section1022 (repealed)

; ;16« SeeIR( Section 1025tepeal
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