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Dear Strategic Advisor: 
 
Many economic conservatives are worried. According to the Government Accountability 
Office (www.gao.gov), as of September 30, 2020, the federal debt stood at nearly $27 
trillion dollars—up more than $4 trillion from the prior year. 
 
While many would agree that the extra spending was needed to shore up an economy 
devastated by COVID-19, the dangers connected to extra government borrowing are real. 
The burdensome debt must be dealt with as we move past the pandemic. 
 
Before he was elected, President Biden announced his intention to ask Congress to raise 
taxes. According to reports in Bloomberg News (www.bloomberg.com), those connected 
to the administration are discussing the repeal of most aspects of the 2017 Tax Cut and 
Jobs Act (TCJA). 
 
· Raise the corporate income tax rate to 28 percent from 21 percent. 
· Pare back tax deductions for pass-through businesses. 
· Raise the income tax rate on individuals earning more than $400,000. 
· Impose a higher capital gains tax on individuals with income over $1 million. 
· Expand the scope of the federal estate tax. 
 
This last item creates the most anxiety with our high-net-worth clients. They understand 
that few features of the federal tax code are more directly associated with “the rich” than 
estate tax rules. Congress and the White House, currently controlled by Democrats, may 
find it politically expedient to increase the estate tax rate or lower the estate tax exemp-
tion or both. 
 
If our best clients are worried about higher federal estate taxes, what can they do now? 
 
Fortunately, successful people can employ many strategies now to anticipate a future 
increase in estate taxes.   
 
Please feel free to contact our office with any questions. 
 
Regards, 
Michael W. Lagos, CFP®  
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A WORD ABOUT CLAWBACK 
 
The TCJA dramatically increased the amount of the federal estate and gift tax exemption amount. One of 
the features of the TCJA is that many of its provisions—including the increase in estate and gift tax exemp-
tion—are set to expire in 2026.   
The possibility of the exemption amount being dramatically cut due to the sunset provision in the TCJA led 
many to worry about the so-called clawback effect. That possibility could increase the possible estate tax 
exposure later on for a person who tried to make sizable gifts in reliance on a bigger gift tax exemption 
amount today. 
 

For example, say that Harold, who is single, had a net worth in 2018 of $11.5 million. Harold made 
a gift equal to his entire 2018 exemption equivalent of $11.18 million, leaving him with $320,000 
of net worth. He paid no gift tax. 
 
Now assume that Harold dies in 2026. Let’s also assume that at that time the estate tax provisions 
of the TCJA have expired, and that the then-current exemption amount is $7 million and the estate 
tax rate is 40 percent. Under traditional estate tax calculation rules, Harold’s taxable estate would 
consist of past taxable gifts ($11.18 million) plus his current net worth ($320,000, assuming no 
change). Under that analysis, Harold’s taxable estate would again be $11.5 million. The estate tax 
liability would be $4.5 million times 40 percent—or equal to $1.8 million. That tax bill is over five 
times the size of his actual remaining estate. 
 

In late 2019, the IRS issued final regulations confirming that individuals taking advantage of the increased 
gift and estate tax exclusion amounts in effect from 2018 to 2025 will not be adversely impacted after 
2025 when the exclusion amount is scheduled to drop to pre-2018 levels. 
The regulations are directed specifically to address the estate and gift tax grandfathering provisions of the 
TCJA. What if Congress and the Biden administration are able to enact new rules with lower estate and gift 
tax exemption amounts? Would the regulations protect taxpayers who use up their exemption equivalents 
today? 
 
There is no guarantee that the anti-clawback regulations will stand up against new tax legislation. However, 
the 2019 rules do indicate that the Service leans toward not penalizing those who have implemented gift-
ing strategies that take advantage of then-current exemption amounts. 
 
It seems that if the current federal estate and gift tax structure remains the same and the exemption 
amount is lowered, the IRS is likely to maintain its anti-clawback position. However, that position could be 
changed by any new legislation that is passed. Therefore, planning professionals should be careful about 
how they describe the effects of any current planning in an imagined brave new world. 
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ESTATE TAX MANAGEMENT STRATEGIES 

 

We do not propose to describe every possible idea that might be used to reduce or manage future estate 
taxes. However, we will describe many of those that fall under these broader categories: 

 

· Gifts 

· Sales and loans 

· Charitable giving 

· Life insurance specific 

 

Gifts 

 

Those with high net worth can directly reduce their projected estate tax liability by giving part of their 
wealth away to family members—or other loved ones—while alive. However, the federal government has 
imposed conditions and limits around lifetime giving that need to be considered before a gifting strategy 
is implemented. 

 

When we talk about gifts as an estate tax management tool, we are nearly always imagining gifts to non-
spouse family members. Because of the nature of the federal estate tax—with its unlimited marital deduc-
tion—we are usually concerned with estate tax management only at the second death. For most married 
high-net-worth people, estate taxes are an issue only at the second death. As such, gifts to a spouse do 
not typically reduce the overall estate tax liability.   

 

OUTRIGHT GIFTS 

 

The simplest way to make a gift to a loved one is to make a gift of cash. A gift of after-tax money creates 
no income tax issues for the giver or for the recipient.   

 

It is also possible to make a gift of a capital asset. In general, such a gift generates no immediate income 
tax consequences, although the gift tax implications are the same as if cash is given.  

 

Gifts of special kinds of assets may generate an income tax result for the donor in addition to creating gift 
tax implications. For example, if the owner of a nonqualified annuity contract transfers to a nonspouse, 
the gift is treated as an income taxable surrender of the annuity by the donor. 
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ANNUAL EXCLUSION 
 
The easiest gift is one that qualifies for the federal annual gift tax exclusion ($15,000 in 2021). A donor 
who makes one or more gifts of after-tax cash of total amounts equal to or less than the exclusion does 
not need to file a gift tax return to report the transfer. 
 
A person with many loved ones can give away up to $15,000 to each without gift tax consequences. A 
married couple who joins together to make gifts can double the amount available annual exclusion. 
 
Every dollar given away has the potential to reduce the donor’s estate tax liability. However, for people 
with high net worth, using the annual exclusion to make gifts will not make a serious dent in their federal 
estate tax exposure. In fact, for most, annual gifts will only slow the increase in the size of their estates. 
 
LIFETIME EXEMPTION 
 
If annual giving is not a complete solution to estate tax management, what about the strategy of making 
large lifetime gifts? In general, those planning such gifts are intending to use up all or part of their lifetime 
federal estate and gift tax exemption equivalent ($11.7 million in 2021). 
 
As we touched on in the clawback discussion earlier, the federal government ties together federal estate 
and gift tax rules. While a person may use up the exemption equivalent during lifetime, such large gifts 
reduce the amount of the exemption to offset estate taxes after death. 
 
The federal government requires the donor who makes large lifetime gifts to file a gift tax return. One of 
the purposes of that tax form is to keep track of how much of the exemption equivalent has been used. 
 
A simple large gift will generally not reduce the donor’s projected estate tax liability. However, any post-
gift appreciation of the gifted money or property will show up in the recipient’s net worth rather than on 
the donor’s ledger. 
 
SOPHISTICATED GIFTS 
 
Many of our high-net-worth clients are already working with a professional team, including an experienced 
estate planning attorney. They may already be considering sophisticated giving techniques that will use 
part of the lifetime exemption equivalent. 
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Family Limited Partnerships (FLPs) 
 
Consider this example: 
 
· Frank and Barbara Buckley are each in their late 60s and have a combined net worth of more than 

$40 million. 
· The Buckleys’ estate consists of a closely held business interest, personally owned commercial real 

estate, personal real estate, liquid investments, and cash. 
· The Buckleys have four children. 
· Frank and Barbara have already done basic estate tax planning and are open to the idea of making 

controlled gifts to family members. 
· The Buckleys’ advisors recommend that they implement FLP planning to help manage the size of their 

estate tax exposure. 
 
The Buckleys decide that they will put a piece of commercial property worth $10 million into a new FLP. 
The implementation works like this: 
 
· Frank and Barbara create the Buckley Limited Partnership and transfer the property into it. 
· The partnership is structured so that it has a 1 percent general partnership interest, and the other 99 

percent ownership interests are limited partnership interests. 
· At inception of the FLP, Frank and Barbara own all the partnership interests—both general partnership 

and limited partnership. 
· The operating agreement for the FLP says that the general partner will make all the decisions for the 

FLP. 
 
After the initial implementation, the Buckleys decide to give away some of the limited liability interests to 
their children. They divide the limited partnership interests into 1 percent blocks. 
 
Each 1 percent block has a nominal value of $100,000: $10 million divided by a hundred 1 percent inter-
ests. The elder Buckleys can decide how much of their lifetime exemption equivalents to use up with gifts 
of FLP interests to family members. 
 
However, the FLP structure has the potential to produce even better results. 
 
In many court cases the IRS has been forced to concede that a limited partnership interest is worth sub-
stantially less than its nominal value. The FLP’s operating agreement might provide that the limited part-
ners have no ability to sell their ownership interests without the permission of all the other partners. The 
operating agreement might also limit their ability to influence control over the management of the part-
nership’s operations. Finally, the agreement might require all the owners to agree to any proposed liqui-
dation of the entire LLC. 
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The limits on the limited partners’ abilities, along with the fact that many limited partners own minority in-
terests in the business, mean that the value of a limited partner’s interest is probably less than its nominal 
value. In some cases gift discounts of 40 percent or more have been allowed for limited partnership inter-
ests. 
 
On the downside, many FLP court decisions have gone the Service’s way. Certain kinds of implementations 
run the risk that the entire value of the FLP can end up back in the donors’ taxable estates—making the 
steps taken useless. 
 
Implementation of the FLP strategy does not eliminate the Buckleys’ projected estate taxes, but it does re-
move a valuable asset from the taxable estate. If the FLP assets are appreciating, all the growth is on their 
kids’ side of the ledger, not the Buckleys’.  
 
At the deaths of the elder Buckleys, the value of their remaining limited partnership interests in the FLP 
should qualify for an estate tax discount. 
 
Finally, and perhaps most importantly, the elder Buckleys may be able to retain indirect control of the man-
agement of the FLP asset.   
 
Grantor Retained Annuity Trust (GRAT) 
 
Here is how a GRAT typically works: 
 
· The grantor contributes assets with appreciation potential to a fixed-term, irrevocable trust.  
· The grantor keeps the right to receive a fixed income stream over the trust’s fixed term. Within limits 

the grantor is able to decide on the annuity amount. 
· At the end of the term, the remaining assets in the trust are distributed to the grantor’s children. 
 
The grantor is making a gift to her children. The taxable value of the gift is calculated by  
 
· subtracting the present value of the grantor’s retained interest from  
· the fair market value of the property transferred into the trust. 
 
The IRS assumes the trust assets will generate a return of at least the applicable federal midterm rate 
(AFMR) for the month the assets were transferred to the trust. As of the date of this article, that rate has 
consistently been less than 1 percent for a significant time.   
 
Any appreciation of GRAT assets during the term of the trust in excess of the amount retained by the gran-
tor will go to the beneficiaries. In this low-interest rate environment, the likelihood that the GRAT assets will 
outperform the federal rate seems high. That makes GRAT planning more attractive because the value for 
gift tax purposes will generally be lower than the value of what the recipients actually receive. 
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What are the downsides? Like many sophisticated giving techniques, a successful GRAT implementation 
requires the work of a professional planning team, including accountant and estate planning attorney. If 
the assets in the GRAT fail to outperform the AFMR, some of the assets will go back to the grantor—even 
though gift tax consequences have been incurred. Likewise, if the grantor fails to survive the GRAT term, 
the GRAT assets will be included in the grantor’s taxable estate. 
 
Qualified Personal Residence Trust (QPRT) 
 
A QPRT is a special kind of GRAT that involves the transfer of the grantor’s personal residence. The grantor 
makes a gift of the residence to an irrevocable trust and keeps the right to live in the property for a term of 
years. At the end of the term, the property transfers to the donees—typically, the grantor’s children. 
 
The value of the gift is the fair market value of the property at the time of transfer to the QPRT minus the 
present value of the right to live there for the term. The present value is determined in connection with the 
AFMR. Since the AFMR is low, the present value of the grantor’s right is also low—making the value of the 
gift relatively high in this interest rate environment. As a result, the low interest rate environment makes 
QPRT planning less attractive. 
 
QPRTs also have the twin downsides of 
 
· needing a professional team to implement and 

risking estate tax inclusion if the grantor dies before the term ends. 
 
Sales and Loans 
 
The current low-interest environment makes certain kinds of estate tax management techniques using 
sales or loans more attractive. 
 
INSTALLMENT SALE TO DEFECTIVE GRANTOR TRUST (DGT) 
 
In an installment sale to a DGT, a client sells property, generally to the grantor’s children through a trust 
arrangement, in exchange for a note bearing interest. The interest rate used is based on the relevant IRS 
applicable federal rate, matched up to the loan’s duration. Longer term loans generally have higher rates, 
although even the current IRS long-term loan interest rate is less than 1.5 percent. 
 
A DGT is a trust recognized for federal estate tax purposes but ignored for income tax purposes.  
 
Under the arrangement, the grantor sells substantial assets to the DGT in exchange for a promissory note. 
The value of the assets in the grantor’s estate are effectively frozen at the amount of the note. The chil-
dren—through the trust—are responsible for making the loan payments. 
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At the end of the DGT term, the trust assets will have been sold to the children through the trust. To the ex-
tent that the assets sold have outperformed the loan interest rate, the seller and the children will have real-
ized leverage on the transaction and will have successfully made a transfer from one generation to the next 
without gift tax consequences. 
 
On the other hand, if the assets underperform the note interest rate, no gift leverage will be achieved. 
 
In this low interest rate environment, where asset performance is likely to outperform the IRS interest rate 
table, a sale to a DGT is an attractive wealth transfer technique. 
 
FAMILY LOANS 
 
The older generation may simply loan money to children or grandchildren. As with the installment sale to a 
DGT, the loan must carry the appropriate interest rate from the IRS table, or else it will have gift tax conse-
quences. 
 
However, if the next generation invests the amount borrowed, and the borrowers are able to secure an as-
set appreciation rate that exceeds the loan interest, the net effect will be growth in the hands of the bor-
rowers rather than for the lender. 
 
The net effect will be for the older generation to nearly freeze the value of its assets in this low interest rate 
environment. The family loan technique offers a way to transfer most of the future growth of an estate with-
out creating immediate gift tax consequences and without the need for an extensive administrative setup. 
 
Charitable Giving 
 
Those who have high net worth and who also have philanthropic goals should consider charitable giving as 
part of their planning package. Lifetime giving creates opportunities for current income tax benefits, imme-
diate gratification, and also eventual estate tax benefits. Testamentary planning allows the successful indi-
vidual a great deal of pre-death flexibility while also producing a charitable estate tax deduction. 
 
CHARITABLE REMAINDER TRUST (CRT) 
 
An affluent person seeking to help a charity and also solve some tax problems might consider implement-
ing a lifetime charitable remainder trust (CRT). Under a CRT, the donor usually receives an income stream 
for life or for a stated number of years, after which the remainder interest, the amount left in the trust at 
the donor’s death, passes to the charity.  
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If properly implemented, a CRT creates a number of tax benefits for the donor: 
 
· No capital gains tax is generated on the sale of appreciated assets after they have been donated to the 

CRT. 
· The donor receives an immediate charitable income tax deduction equal to the value of the donation 

minus the present value of the annuity stream. The present value is calculated using the IRS interest 
rate in Section 7520. 

· The donor’s estate receives a future estate tax deduction for the value of the charitable remainder in-
terest. 

 
Because of their tax characteristics, CRTs work best at times when capital gains tax rates, estate tax rates, 
and interest rates are high. 
 
CHARITABLE LEAD TRUST (CLT) 
 
A CLT can be structured as a grantor trust, meaning the income earned by the trust is taxable to the grantor 
or, a nongrantor or family trust, meaning the income earned by the trust is income taxable to the trust. The 
key characteristic of the charitable lead trust is that the roles in a charitable remainder trust are reversed. 
The charity receives an income stream for a period of years, and the remainder of what’s left at the end 
goes back to the grantor or to the grantor’s family. 
 
In the context of estate tax management, we are usually considering a nongrantor trust because of its fa-
vorable gift tax characteristics. This kind of CLT is designed to transfer wealth from the grantor to the non-
charitable beneficiaries at a discount while also providing a lead benefit to the charity. The transfer from 
the grantor to the family members is a taxable gift. The gift is discounted by the value of the charitable lead 
interest using the IRS rate under Section 7520 (1 percent as of the date of this writing). 
 
Say that George from our prior example sets up a Family CLT with $10 million of assets. Say also that 
George sets up a 20-year CLT naming a public charity as annuity beneficiary with a 5 percent annual annui-
ty payout at the end of each year. He also names his children the remainder beneficiaries. 
 
Based on current interest rates, that would generate a current taxable value of the gift from George to his 
children of about $1 million, and George would owe gift taxes based on that gift amount. 
 
If the CLT assets grow more rapidly than the applicable federal rate (AFR), the children will receive a sub-
stantial remainder interest—free from additional gift taxes. On the other hand, if the CLT assets decrease in 
value during the first ten years, the children may receive nothing at the end of the charity’s annuity pay-
ment stream. 
 
TESTAMENTARY GIVING 
 
Many high-net-worth people will choose to make charitable gifts at death. It is possible to make such gifts 
of cash by beneficiary designation or through testamentary documents. Clients can also choose to make 
sophisticated gifts—such as CRT or CLT transfers—as part of their estate plans. 
Gifts at death produce estate tax deductions—reducing the gross estate dollar-for-dollar by the amount of 
the gift.   
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On the other hand, testamentary giving plans do not take advantage of today’s rules to leverage charitable 
gifts in a way that provides benefits to family.   
 
Life Insurance Specific 
 
Life insurance can be a complementary financial tool in helping high-net-worth people manage their estate 
tax problems. 
 
IRREVOCABLE LIFE INSURANCE TRUST (ILIT) 
 
The death benefit of a personally owned life insurance policy is included in the taxable estate of the in-
sured for federal estate tax purposes. Most of our high-net-worth clients would prefer to avoid that result. 
 
Death proceeds of life insurance properly owned from inception by a third party—such as an ILIT or an adult 
child—are not included in the taxable estate of the insured. Those who want to avoid estate taxes with re-
gard to the life insurance death benefit usually choose third-party ownership, and the most common meth-
od is ILIT ownership. 
 
Clients may consider combining large gifts with ILIT-owned life insurance to leverage the value of the gifts 
when they are eventually paid out as death benefits to the next generation. 
 
WEALTH REPLACEMENT 
 
Life insurance—either owned by an ILIT or otherwise—is often employed in connection with charitable giving 
plans. The death benefit is designed to replace the value of the wealth that goes to charity. 
 
For example, say that James plans to leave his IRA worth $3 million to charity at death. He makes the chari-
ty the beneficiary of the account. 
 
To replace the $3 million gift at death, James buys a life insurance policy on himself. At his death the IRA 
gift is effectively replaced by the life insurance death benefit. 
 
If James wants to keep the insurance from inflating the value of his estate for estate tax purposes, he 
might create an ILIT to own and be beneficiary of the policy. 
 
SHORT-TERM HEDGE 
 
Sometimes clients might implement estate tax management strategies that have a short-term risk of estate 
tax inclusion. One such example is that of the grantor-retained annuity trust (GRAT), which we discussed 
earlier. 
 
If the person creating and funding the GRAT dies during the GRAT term, the asset is included in that per-
son’s taxable estate. If the grantor survives the term, the value of the asset is excluded from the taxable 
estate. 
 
To deal with the short-term extra estate tax exposure, the grantor sometimes buys insurance on her life. 
Because the risk is short-term, the coverage might be term insurance.   
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PRIVATE SPLIT DOLLAR 
 
When an ILIT is used to help the older generation manage their federal estate tax exposure, one of the is-
sues they often face is how to get sufficient money into the trust to pay the premiums. The simplest way is 
for the insured grantor to write a check. That easy method creates gift tax implications requiring the in-
sured to use annual exclusion or lifetime exemption gifts, depending on circumstances. 
 
What if adequate annual exclusions or lifetimes exemptions are unavailable? The parties might consider 
family split dollar. 
 
Implemented in a business context, split dollar is a way for an employer to help finance personal life insur-
ance coverage for an employee. In a private, family situation, split dollar can be used to achieve certain 
kinds of estate planning objectives—especially providing life insurance to cover estate-tax liabilities on a gift 
tax-favorable basis. 
 
The parties to a typical private split-dollar implementation are the insured’s irrevocable life insurance trust 
and a financing party, typically the insured or a member of the insured’s family. 
 
Under the 2003 regulations, private split dollar will fall into either the loan regime of taxation or the eco-
nomic benefit regime. The regulations provide that the loan regime will generally be used when a financing 
recipient is the owner of the insurance contract. Conversely, the economic benefit regime will be applied if 
the financing party is the owner of the insurance contract. 
 
In general, when applied to a business split-dollar transaction, the two split-dollar regimes dictate the in-
come tax results of the transaction. In a private split-dollar context, the regimes mainly control the gift tax 
results of the transaction. 
 
Most private split-dollar arrangements are administered under the loan regime. Many kinds of design varia-
tions are possible. One such design is for the older generation to lend money to the ILIT to cover the premi-
um, and the loan balance accrues interest along the way at the IRS-mandated rate. At the insured’s death, 
the loan plus interest is paid back to the older generation (or the estate). Any excess death benefit is paid 
to the ILIT. 
 
The net result is that if everything works as expected, the ILIT will receive a substantial portion of the death 
benefit free from estate tax and without any significant gift tax burden along the way. 
 
CONCLUSION 
 
Many of our high-net-worth clients are anxious about possible changes to the estate tax rules. Even those 
unmarried individuals worth less than $11.7 million—or married people worth less than $23.4 million com-
bined—may have a federal estate tax problem in the near future. 
 
Our best clients need help in deciding what to do right now. With a working understanding of the tools avail-
able to help them—including the possible use of life insurance—we can help them ease their fears and 
make sensible plans for the future. 
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LWA strives to develop and maintain sound financial plans designed 

to achieve our client’s wealth accumulation, preservation and trans-

fer objectives, with the goal of preserving their wealth for multiple 

generations.  We provide these services in a confidential and consul-

tative manner, building life-long relationships based upon education, 

trust, communication and service. 
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