
It’s déjà vu!
Perhaps you have noticed the myriad of articles and blogs about gift and estate tax changes that could – or
“will” – occur at midnight, December 31, 2012, the “tax witching hour.” Current law provides that we will
revert to 2001 transfer tax rates and exemption levels on January 1, 2013. Below you will find a comparison
between the current 2012 and soon-to-be 2013 rates and exemptions.

2012 2013

Gift Tax Exemption $5,120,000 $1,000,000

GST Tax Exemption $5,120,000 $1,000,000 (indexed for inflation)

Estate Tax Exemption $5,120,000 $1,000,000

Gift/GST/Estate Tax Rate 35% 55%

A little over a year ago, a similar scenario was playing
out as the 2001 transfer tax exemptions and rates
were about to sunset. In mid-December 2010, the
President signed what is often referred to as the
2010 Tax Act [the “Act”], setting the current higher
exemptions and lower rates. However, the Act is set
to expire on December 31, 2012.Although there is
much speculation and debate, it is uncertain what
will occur at the end of 2012.Much will depend on
what happens in this year’s election. However, there
are prudent actions that can, and should, be taken
well before December 2012 by anyone who wants to
maximize estate, gift and GST tax savings.1 If you do
not use the 2012 exemptions before year end, a
significant planning opportunity may be lost.

What you don’t know CAN hurt you
Transfer tax rates are at historic lows in 2012 and
transfer tax exemption levels are at historic highs.
There are still estate planning strategies available 
to maximize your estate, gift and GST tax savings.
We do not know, however, whether these strategies
will be viable next year. Waiting for the outcome of
the presidential election and its ultimate impact on
new legislation risks missing historic transfer tax
planning opportunities. 
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Of course, prior to beginning any significant gifting
strategy, it is important to consider the real life 
consequences of gifting. Any conversation relating 
to gifting must include a discussion of how a gift
may affect your lifestyle or the lifestyle of the gift
recipients. No person wants to end up like poor old
King Lear. In order to responsibly gift, you should pay
special attention to your core capital requirement
(the amount of assets you need in order to generate
sufficient income to support your current and
expected lifestyle). It is wise to be conservative with
gifting amounts below your core capital requirement
but it could be extremely advantageous, both
financially and personally, to be proactive with gifting
amounts in excess of your core capital requirement.
The key thing is that there are actions you can take
to avoid missteps but still take advantage of the
current law. 
If you wait too much longer, however, it may be
impossible to implement these techniques in time 
to “catch” the current transfer tax savings “wave.”
Assets you retain until you die will, more likely than
not, appreciate. Thus, if you have a taxable estate at
the time of your death, the amount of estate tax
owed on the value of your estate assets at your death
will very likely be higher on the same assets you could
gift today, without paying any transfer tax at all.
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Moreover, it is more transfer-tax-efficient
to give during life than to devise at death. If
you make a gift during your life, the transfer
taxes due (if any) are based on the value of
what you actually give the beneficiary and
are then paid by you (the donor), which
further reduces your taxable estate. However,
if you devise the same sum to a beneficiary
at your death, the estate taxes and rates are
computed on the value of your entire taxable
estate, prior to any reduction for the gift,
which results in higher transfer taxes on the
same gift.

Transfer taxes: timing is everything
Most transfer tax-savings strategies and
techniques take a fair amount of time to
implement properly – several months, in
many cases. Absent the making of outright
gifts of cash or cash equivalents, it takes time
to prepare all required documents and to
obtain formal appraisals of the property 
you want to gift. Titled property requires
additional time to fulfill all related regulatory
requirements and to accomplish proper title
change and recordation in all applicable
books and records before those gift transfers
will be deemed complete for gift tax purposes.
For assets that may have the benefit of
valuation discounts (discussed below),
multiple appraisals may be required. 

If you plan well, even if the current transfer
tax rates and exemptions are extended, it is
unlikely that you will have lost anything by
gifting this year.  

What you give can be just as 
important as how much you give
Many people favor gifting assets with a high
cost basis because, unlike assets owned at
death, gifted assets do not get, for income
tax purposes, a basis step-up to current fair
market value when you transfer them.
However, in some cases, the gifting of high
basis assets is not the best option. For
example, the need for income may favor 
making a gift of low basis non-income-
producing property and retaining the high
basis income producing property. Thus, an
analysis of all relevant factors must be made.

You can leverage depressed assets into gifting
winners. Gifting currently depressed assets
that you reasonably believe have a high
likelihood of appreciation is a good technique
for income tax purposes

Nondiscounted gifting
In 2012, a married couple – both with their
full exemptions available – can give away a
total of $10,240,000 (twice the amount a sin-
gle person can gift, transfer-tax-free) in
excess of gifts which qualify for (1) the annual
gift tax exclusion or (2) the medical/tuition
exclusion, without paying any gift tax.2

Compare the cost of a taxable gift of
$5,120,000 under 2012 law versus 2001 law
(currently slated to be reinstated in 2013): 

For those clients who are not comfortable
gifting cash or cash equivalents this year, 
or those who are seeking to gain additional
leverage on the value of gifted assets, 
gifts of tangibles - real estate or business
interests - may be appropriate. Tangible
interest gifts could include artwork and 
collectibles. Gifts of certain interests may 
be discounted to take advantage of lack of
marketability and/or lack of control. It is
crucial that you allow time to obtain the
required valuations for such assets and to 
follow the appropriate procedures for gifting
assets other than cash or cash equivalents.

Closer look at familiar leveraging
techniques, ripe for 2012 use
A. Loans to others: Forgiveness is a gift
Many people have used loans to their
descendants instead of gifts in order to
avoid transfer tax costs for larger amounts
that would exceed their available annual
exclusions, especially when the gift tax
exemption was at the 2001 rate of only
$1,000,000. Historically, they relied on a
handful of techniques when they wanted
to forgive some or all of the outstanding
amounts due, such as using annual exclusion

amounts to incrementally forgive the balance
due over time, and forgiving outstanding
balances upon their deaths (under the terms
of their wills or trusts). However, these 
techniques are not free from potential
adverse consequences. In 2012, there is 
an opportunity to use your available gift tax
exemption to forgive a much larger amount
(potentially all) of such outstanding loan
balances. Depending on the amount of a
lender’s available gift tax exemption, this
year a single lender could forgive up to
$5,120,000 in outstanding loans – and a
married couple, who both have their full
exemptions available, could forgive up 
to $10,240,000.

B. Irrevocable Life Insurance Trusts
[“ILITs”]
A popular gift tax savings technique utilizes
so-called “Crummey” withdrawal powers 
to allow donors to contribute the annual
exclusion amount to pay the annual premiums
on life insurance held in an ILIT created by
the insured. Unfortunately, paying premiums
limited to the client’s available annual
exclusion amounts can limit the face value
of the insurance policy(ies) held in an ILIT.
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Gift of  $5,120,000 2012 2013

Available Exemption $5,120,000* $1,000,000*

Gift Subject to Gift Tax -0- $4,120,000

Gift Tax -0- $2,236,250

Client’s Net Outlay $5,120,000 $7,356,250

*Note: Example assumes the donor has the full exemption amount available in both years.
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This year, consider buying a larger policy for
an up-front, lump-sum premium payment,
instead of relying on beneficiary withdrawal
powers to cover an annual premium. Avoiding
the need for annual beneficiary withdrawal
powers removes some ILIT administrative
complexity during your life. In addition, it
eliminates the potential for a beneficiary’s
creditors (including an ex-spouse) to attach
the gift allocated to that beneficiary in any
given year, decreasing the amount available
to pay the premium. The balance of your
$5,120,000 exemption may also be used to
pay down the outstanding premiums on any
existing ILIT policy in order to reduce
future annual premiums, when you may
need to rely on annual exclusion gifts again. 

Perhaps you have an older ILIT, with terms
that are no longer consistent with your goals
and family circumstances. There could be
some possibility of modifying that ILIT’s
terms; however, the scope of modification
allowed may not be broad enough to meet
your goals. Modification can also be a lengthy
and expensive process. Another option is to
have the policy(ies) owned by the old ILIT
“sold” to a new ILIT that has more suitable
terms and conditions. Sometimes the current
fair market sale value of the old ILIT’s
policy(ies) can be a deterrent to using this
approach. This year’s transfer tax exemption
could provide a rare opportunity to make
such a sale to a new, better ILIT, by allowing
you to contribute enough to the new ILIT to
pay the full “purchase price” of the old policy
or seed a sale for a promissory note, both
without any transfer tax cost.

C. Qualified Personal Residence Trusts
[“QPRTs”]
A QPRT is an irrevocable trust used for the
purpose of transferring a primary residence
and/or a second residence. The grantor’s
retained interest in a QPRT is the right to
use the residence during the specific term
selected by the grantor. Only the remainder
interest in the QPRT constitutes the taxable
gift. At the expiration of the term, the
remainder interest in the residence may
pass outright or in trust for a spouse and
children. Because the gift tax exemption is
only applied to the value of the remainder
interest, a QPRT gift benefits from a valuation
discount. Gifting a vacation residence in a
prior domicile may also minimize the
adverse consequences of a domicile audit 
at your death.

D. GST-exempt trusts and Dynasty Trusts
The hallmark of achieving gift and estate tax
savings lies in allocating as much exemption
as possible to assets that will otherwise
incur transfer tax as they pass down through
the generations. The GST tax is a flat tax  
at the highest federal rate that is imposed, 
in addition to gift and estate tax, on property
passing to a beneficiary more than one
generation below the donor (unless the
parent who is the donor’s child, or who is 
in that same generation, has predeceased
the donor). When creating a trust for a
beneficiary’s lifetime, a donor also creates
the opportunity to leverage the gift using
the donor’s GST exemption to pass assets
GST-tax-free for generations. In Florida,
such a trust may continue for the benefit 
of descendants, free of transfer taxes, for
360 years. 

The 2012 GST exemption is $5,120,000
(less any previously used GST exemption).
In 2013, absent a change, the GST exemption
falls back to $1,000,000 (adjusted for
inflation, and reduced as noted). The 2012
GST tax is 35 percent – in addition to any
gift/estate tax that may be due. In 2013, the
GST tax will increase to 55 percent. Funding
an irrevocable trust for your children and
their descendants during your lifetime, and
allocating your available GST exemption to
it now, should greatly increase the value that
passes from generation to generation.  
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E. Sales to [Intentionally] Defective
Grantor Trusts [“IDGTs”] 
Creating an IDGT gives you the opportunity
to make an “arm’s length” sale of assets to a
trust that you create for your beneficiaries.
The sale is accomplished with an interest-
bearing note instead of the trust paying cash
for the assets. Since the trust must be able
to make note payments, the trust will typically
need to be seeded with a cash gift. The
greater the initial seed, the more substantial
the assets that can be sold to the trust utilizing
both valuation discounts and GST exemption
to leverage the transfer of assets. If the gifted
assets appreciate in value, additional
leveraging will result. 

At the moment, the Applicable Federal Rate
(“AFR”) mandated by the IRS for the notes
used in these transactions – like the transfer
tax rates – is at a historic low. Due to the
unique attributes of a grantor trust, the
grantor realizes no capital gains on such 
a sale. While the value of the note and all
unpaid interest will be included in your
estate when you die, the value of the assets
sold to the IDGT are frozen as of the date 
of the sale. Thus, any post-sale IDGT asset
appreciation will not be included in your
estate. With interest rates so low, markets
coming back, and a three- to nine- year
window/loan term, it seems likely that 
well-selected assets will appreciate at a
greater rate than the AFR. The donor pays
any income taxes due annually on the trust’s
income. The payment of income taxes by
the donor is an additional tax-free gift to
the trust.

F. Spousal Lifetime Access Trusts
[“SLATs”] 
When concern about losing all rights to gifted
assets is an issue, married clients have an
advantage. Although one cannot retain an
interest in gifted assets without estate tax
inclusion, it is possible for a married 
individual to create an irrevocable trust 
that gives the grantor’s spouse access to
trust assets during his or her lifetime. 
So-called Spousal Lifetime Access Trusts
[“SLATs”] can help married clients maximize
gifting while alleviating some asset separation
anxiety. The typical SLAT beneficiaries are
the grantor’s spouse and descendants.
Distributions to the various beneficiaries
are made at the discretion of the trustee. 

continued on back page
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Therefore, in 2011-2012, if you made
lifetime taxable gifts in excess of $1,000,000
and you die after 2012, there is a potential
for the amount of that excess gifting to be
taxed in your taxable estate. For example, if
you used your full 2012 gift tax exemption
($5,120,000), then you died in 2013 (when
the gift and estate tax exemptions have
reverted to $1,000,000), you would have died
having made gifts of $4,120,000 in excess of
the 2013 allowable tax-free gifts and in excess
of the 2013 estate tax exemption. The
potential for the IRS to tax that $4,120,000
difference in your estate is referred to as
the “clawback” or recapture of the untaxed
excess gifts, irrespective of the fact that the
gifts were within the gift tax exemption limits
when made. Most commentators believe
that even if the gift and estate tax exemptions
are reduced in the future, gifts made under
higher exemption amounts will not be clawed
back. Because the Tax Act of 2010 did not
specifically address this situation, we do not
yet know how such a situation will be handled,
and only legislation can change it. 

Notwithstanding the potential risk of a
clawback applying, gifting now is seen as
preferable to waiting. Even in the event of

The grantor’s spouse may be a trustee and
retain discretionary distribution powers.
However, the grantor’s spouse may not
make distribution decisions for his or her
benefit, unless such distributions are limited
to an ascertainable standard. During the
grantor’s lifetime, the grantor’s spouse may
not receive distributions for his or her
support, although distributions may be made
to the grantor’s spouse for other purposes.
After the grantor’s death, the grantor’s spouse
may receive distributions for support. An
independent trustee may make distributions
for the grantor’s spouse’s benefit for any
purpose. A SLAT can be very beneficial in
the right circumstances, but its use and
terms must be carefully considered with
your attorney.

“What if …”: The clawback issue
The amount of one’s available transfer tax
exemption for gifting is based on the
exemption for that year, reduced by prior
taxable gifts to which gift tax exemption 
has been allocated. This year, the gift tax
exemption (reduced as noted) is $5,120,000
and the estate tax exemption is correlated
with it. Absent a change in the law, both
exemptions revert to $1,000,000 in 2013.

an effective clawback of excess gifts, it
would seem that any appreciation in the
value of currently gifted assets will be out of
your estate and, at least, the (estate) taxable
value of such excess gifts would essentially
be frozen at the level of the excess over the
applicable exemption amount in the year of
your death.

Parting thoughts
Perhaps you are not really sure how much
gift and/or GST transfer tax exemption you
currently have available because you may
have made taxable gifts in the past. Your
available exemptions can be determined,
but it takes time. You also need time to
determine how much you are comfortable
gifting now or by the end of this year. 

Even if you are not sure how much you are
comfortable gifting this year, or there are
other issues to be resolved, you can still lay
the groundwork and get the ball rolling
now. You can determine what techniques
would work best for you, have applicable
trusts (or other documents) drafted, select
potential assets for transfer, and get any
needed valuations started. Get started now.
The clock is ticking.

1. All references to available/allowable estate tax exemptions and credits relate only to persons who are U.S. citizens; references to gift tax exemptions/exclusions generally apply
to U.S. citizens and U.S. Lawful Permanent Residents (i.e., “green card” holders).  While most transfer tax savings techniques discussed can be fine-tuned to benefit non-U.S.
citizens, the results will differ and must be addressed on a case-by-case basis.

2. The 2012 Annual Exclusion is an aggregate of $13,000 per donee, from each donor; or $26,000 per couple, if a husband and wife file a “split gift” Gift Tax Return on gifts
made from either of their assets this year.  Medical/Tuition [“ed/med”] Exclusion Gifts allow a donor to pay an unlimited amount for anyone’s medical or tuition expenses
(including health insurance premiums), if paid directly to the service provider, without incurring any gift tax or use of their unified credit; and, if properly structured,
ed/med gifts should not reduce the $13,000 amount available to be given to the same person by a donor each year.

Now serving the Florida Keys
Gunster is pleased to announce the
opening of its newest office located in
Key Largo, Florida, to better serve our
clients from the southernmost area of 
the state. 

Let us help you with your estate planning,
business litigation, real estate/title
insurance, environmental and land use,
construction, corporate, tax, international
and other legal needs.
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