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Recently enacted legislation allows each US citizen or resident alien to transfer $5 million of 
assets free of federal gift and estate tax.1  Therefore, it is now possible for a married couple 
to transfer $10 million of wealth to their children with no federal gift or estate taxation and 
with a full step-up in basis for income tax purposes.  [Certain assets, such as IRA and 
qualified retirement plan benefits, do not qualify for the step-up in basis.] Please also note 
that this legislation is set to expire at the end of 2012; after that it is not clear what the 
exclusion amount will be, or whether portability will continue.  It is not even clear at this 
time that the law will remain in place until the end of 2012. 

In this Update, we explain three of the ways in which a married couple can structure their 
foundational estate planning to achieve this $10 million transfer of wealth.  Determining 
which of these three plans, if any of them, is appropriate for you requires careful thought.  
Traditionally, most couples have implemented a form of the by-pass trust plan explained in 
section 2, below.  In order to take advantage of the combined $10 million exclusion amount, 
we encourage you to contact us and your other professional advisors to review whether 
updating your estate plan makes sense. 
 

 
1.  Use New Portability Feature 

The idea of portability is that one spouse’s unused estate tax exclusion can be used by the surviving 
spouse against gifts and transfers upon death.  The policy behind portability is to permit a married 
couple to pass $10 million of assets to their beneficiaries with no federal estate tax without having to 
implement complicated trusts or rearrange their assets to fund such trusts. 

The married couple could, for example, own all of their assets in joint names with rights of 
survivorship or tenancy by the entirety.  Each spouse might also name the other spouse as the 
primary beneficiary on any retirement accounts and insurance policies.  Each spouse would also 
have a Will that leaves any other property to the surviving spouse.  Upon the death of the first 
spouse to die, the surviving spouse becomes the owner of all the couples’ assets by operation of the 
joint ownership and beneficiary designations, and by being the beneficiary under the deceased 
spouse’s Will or revocable trust. 

To enable use of the deceased spouse’s $5 million estate tax exclusion amount, the surviving spouse 
would need to file a federal estate tax return upon the first spouse’s death and make the portability 
election on the return.  That may be the only reason an estate tax return is needed.  Thereafter, the 
surviving spouse would have $10 million of estate and gift tax exclusion available to protect gifts and 
transfers upon death from federal estate and gift taxes. 

                                                
1 On December 17, 2010, President Obama signed into law the Tax Relief, Unemployment Reauthorization, and Job 
Creation Act of 2010 (TRA), which establishes a $5,000,000 exclusion amount for federal gift, estate and generation-
skipping transfer (GST) tax purposes and a 35% maximum rate of taxation.  See our Tax Planning Update entitled Our 
Top Ten for 2011 for more planning ideas in the wake of this legislation.  The term “exclusion” here is shorthand for 
the amount of a taxable (i.e. not going to spouse or charity) estate on which the federal estate tax is forgiven. 

http://mcarthurlaw.com/_pdfs/OurTopTenfor2011.pdf
http://mcarthurlaw.com/_pdfs/OurTopTenfor2011.pdf
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The principal advantage of portability is that upon the surviving spouse’s death all of the couples’ 
assets receive a step-up in basis for income tax purposes (again, certain assets such as IRA and 
qualified plan benefits do not qualify for a basis step-up upon death).  This is a significant benefit 
that should be carefully considered.  Another benefit is that the couple does not need to divide the 
ownership of their assets as required by the by-pass trust plan outlined in section 2, below. 

Whether a couple should rely upon this new portability feature in lieu of the more traditional by-pass 
trust is complicated.  One complication is the current law only provides for portability through the 
end of 2012.  However, President Obama’s revenue proposals, released in February 2011 as part of 
the Administration’s 2012 budget proposals, proposed making the portability feature permanent.  
The current lack of permanency in the portability feature explains why we recommend having the 
disclaimer by-pass trust plan as part of any arrangement to take advantage of portability.  Therefore, 
by enacting legislation that expires in two years Congress foiled its goal of permitting couples to 
avoid so-called “complicated trust planning.” 

For some clients, relying on portability may not be advisable.  For example, in a multiple marriage 
situation, one or both spouses may desire to ensure that his or her assets eventually pass to children 
of a prior marriage, which cannot be assured by passing all property to the surviving spouse.  The 
first spouse to die may wish to provide greater creditor protection to the surviving spouse by the use 
of a spendthrift trust, instead of passing the property outright to the surviving spouse.  The first 
spouse to die may wish to appoint a professional trustee to manage the assets for the surviving 
spouse or the couple may wish to make full use of their generation-skipping transfer (GST) tax 
exemptions.  The GST exemption currently is not portable. 

 

In order to maintain flexibility, we suggest that in many cases estate plans should be structured so 
that, at the time of death of the first spouse to die, the surviving spouse can choose: (1) to use 
portability if the law has then developed to the point where portability appears to be reliable; or (2) 
to establish the more traditional by-pass trust.  This estate planning structure is illustrated in the 
figure above.  If the surviving spouse decides not to use portability, then he or she can fund the 
traditional by-pass trust by disclaiming assets within 9 months of the death of the first spouse to die.  
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The Disclaimer By-Pass Trust can provide for the health and support needs of both the surviving 
spouse and descendants.  This plan places great control in the surviving spouse and would most 
likely be appropriate in first marriage situations where any children are common to that couple. 

2. Use Traditional By-Pass Trust Plan 

Historically and before portability, a married couple had to arrange their estate planning affairs 
carefully to take advantage of both spouses’ estate tax exclusions – without this planning the couple 
could easily err, limiting themselves to just one exclusion from federal estate taxes.  For example, if a 
married couple owned all of their assets in joint names and all of their beneficiary designations on 
their insurance policies and retirement accounts made those assets payable to the surviving spouse, 
when the first spouse died the surviving spouse would inherit all of the property by operation of law 
and beneficiary designation.  Later, when the surviving spouse died, the entire estate would be 
subject to estate taxes and only the surviving spouse’s estate tax exclusion was available.  The estate 
tax exclusion of the first spouse to die was wasted. 

To solve this problem, estate planners would recommend that a married couple’s estate plan include 
the funding of a by-pass trust (aka Family Trust or credit shelter trust) upon the first spouse’s death.  
The estate tax exclusion amount of the first spouse to die would pass to the by-pass trust.  The trust 
would provide income and principal benefits to the surviving spouse and perhaps children and 
grandchildren.  Upon the surviving spouse’s death, the trust would pass free of estate taxes (hence 
the name “by-pass” trust as in by-passing taxation).  The idea behind the by-pass trust is to ensure 
that the estate tax exclusions of both spouses are used in passing the couples’ joint wealth to the 
children. 

The by-pass trust is created by the Will (or revocable trust) of the first spouse to die.  The language 
of the Will typically directs that the by-pass trust be funded with the largest amount that will not 
trigger any estate taxes (i.e., the estate tax exclusion amount).   The figure below illustrates this type 
of plan.2   

  

                                                
2 Only the by-pass trust of the first spouse to die is used.  Why then does the illustration show the Will for each of the 
husband and wife with a by-pass trust?  Because there is no certainty (typically) as to which spouse will die first. 
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To ensure the funding of the by-pass trust, each spouse needs to own sufficient assets in his or her 
name which will pass upon death by the Will to the by-pass trust.  Remember, if all the assets are 
owned as joint tenants with rights of survivorship or tenancy by the entirety, 100% of the assets 
passes automatically to the surviving spouse and skips the funding of the by-pass trust (because joint 
assets do not pass under a Will).  Since the federal estate tax exclusion has grown from $1 million in 
2001 to $5 million in 2011, arranging the couple’s assets in a sufficient amount for funding the by-
pass trust is now more challenging. 

The property owned by the first spouse to die which exceeds the estate tax exclusion usually passes 
outright to the surviving spouse or to a marital trust for the benefit of the surviving spouse in a non-
taxable transfer.  Most often a marital trust is used, and it is structured as a qualified terminable 
interest property trust (the “QTIP” trust).  The QTIP trust is generally regarded as the most flexible 
format for enabling the estate tax marital deduction and creating post-death tax planning 
opportunities. 

Each spouse can dictate the ultimate disposition of his or her by-pass trust and marital trust.  For 
example, this plan might be ideal for multiple marriage situations because it allows each spouse to 
ensure that his or her property will pass to his or her descendants from a prior marriage.  This plan 
might also be the most palatable estate planning option if one spouse wants to ensure that the assets 
are properly managed by a professional trustee or when there is concern that the surviving spouse 
might be financially exploited.  This structure might also be selected when each spouse desires to 
fully use his or her GST exemption (which, again, is not portable).  Assets passing through a by-pass 
trust or marital trust can be protected from the claims of the surviving spouse’s creditors by 
structuring the trusts as spendthrift trusts.  These are significant advantages of the traditional by-pass 
trust planning not available when relying on portability. 

In comparison to the portability plan outlined in section 1 above, the negatives are as follows: 

1. The by-pass trust plan requires that the married couple divide their assets 
to enable the funding of the trusts.   

2. The by-pass trust assets will not receive a step-up in income tax basis 
upon the surviving spouse’s death, whereas if the couple relies upon 
portability all their assets are stepped up to fair market basis upon the 
surviving spouse’s death.   

3. The by-pass trust is also administratively more complicated and 
expensive during the surviving spouse’s lifetime, as income tax returns 
are required, and frequently accountings and reports to the beneficiaries 
will be needed annually.   

4. Lastly, the surviving spouse might consider the by-pass trust more 
confining than receiving the property outright – and of course that may 
be precisely the goal in certain situations. 

A benefit of the by-pass trust is that the property in the by-pass trust, including all appreciation since 
the trust was funded at the first spouse’s death, is not subject to estate taxes upon the surviving 
spouse’s death.  The by-pass trust could double or triple in value and still escape estate tax upon the 
surviving spouse’s death (although there may be income tax in the future on that capital 
appreciation).  



 

5 Copyright 2011 McArthur Franklin PLLC  All Rights Reserved. 

 

One way to help neutralize the income tax disadvantage of the by-pass trust plan (as compared to 
relying on portability) is for the by-pass trust to allow for the appointment of an Independent 
Trustee who is authorized to distribute to the beneficiaries for any purpose.  If the surviving spouse 
has estate tax exclusion that will go unused because the surviving spouse has insufficient assets to 
fully use his or her exclusion amount, then the Independent Trustee could distribute appreciated 
assets out of the by-pass trust to the surviving spouse that would receive a step-up in basis when the 
surviving spouse dies (i.e., thereby saving income taxes a la portability) and that would not increase 
estate taxes because of the surviving spouse’s excess estate tax exclusion.  Therefore, most existing 
by-pass trust plans should be reviewed and, if appropriate, have this flexibility added (but we caution 
that it may be inappropriate in some situations, such as the multiple marriage situation).3 

3. Use Special By-Pass Trust 

A more sophisticated plan to use the estate tax exclusion of the first spouse to die involves the use 
of an irrevocable lifetime QTIP marital trust.  The goal of this plan is to have all the benefits of a 
traditional by-pass trust plan (e.g., control ultimate passage of assets, escape estate tax and provide 
creditor protection) and to simulate the income tax advantage of portability.  Because this plan is 
complicated – but worth it, we believe – it is best illustrated by an example.   

Suppose that John and Mary are married Virginia residents.  Mary is 5 years younger than John and 
is expected to survive John.  Mary establishes the lifetime QTIP marital trust (the “Marital Trust”) 
illustrated below.  Mary gives at least $5 million of assets to the trust.  Mary would elect QTIP 
treatment to qualify the Marital Trust for the federal gift tax marital deduction on a gift tax return 
reporting her gift.  Because the QTIP election is made, Mary’s gift to the Marital Trust would not 
cause any federal gift tax liability at the time of the trust funding and the value of the trust would be 
included in John’s estate for federal estate tax purposes at the time of his death. 

 

                                                
3 In our Tax Planning Update entitled Our Top Ten for 2011, we suggested that “given the expected fluid transfer tax 
structure, it is critical that your estate planning documents provide as much flexibility as possible to adapt to an ever 
changing landscape.”  We also suggested authority be given to an Independent Trustee to distribute the trust funds to a 
new trust for the beneficiaries (also known as decanting) and that you appoint a Trust Protector who is authorized to 
amend the trust instrument within certain parameters. 

http://mcarthurlaw.com/_pdfs/OurTopTenfor2011.pdf
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The primary reason for establishing the plan is to the use the “Special By-Pass Trust” that arises for 
Mary after John’s death.  But Mary has to put the plan into effect while John is living – think of it as 
staging before the important and critical second act.  During the first act -- while John is living -- 
John would be the sole beneficiary of the Marital Trust.  All of the income must be paid to John.  
The Trustee would also have the authority to distribute principal for John’s health, education, 
support and maintenance.  An Independent Trustee could be appointed to have the authority to 
distribute additional amounts of principal to or for the benefit of John for any reason.  Therefore, 
during this period of time, the assets are just for John’s benefit.  John can be a trustee and manage 
the assets in the same manner as before establishing the trust.  

Upon John’s death, if Mary is then living, the first $5 million of assets remaining in the Marital Trust 
would be distributed to the Special By-Pass Trust for Mary’s benefit.  The Special By-Pass Trust 
would typically provide for Mary and any of Mary’s and John’s descendants.  An Independent 
Trustee could distribute income and principal to any one or more of Mary and the descendants for 
any reason.  The creation of this Special By-Pass Trust is the key to this plan. 

When the Marital Trust is included for estate tax purposes in John’s estate he becomes the 
transferor of the trust for estate tax purposes.  This allows Mary to be a beneficiary of the 
continuing Special By-Pass Trust without causing it to be included in her estate for estate tax 
purposes.4  However, for income tax purposes Mary is still the grantor of any continuing trust for 
her benefit.  This allows Mary to have the benefits of “grantor” trust status as to the Special By-Pass 
Trust and to be a beneficiary of the trust.  This combination of benefits makes the Special By-Pass 
Trust – well – special.  A traditional by-pass trust is not a “grantor” trust.   

It is important to understand the advantage of having this “grantor” trust feature in place for the 
Special By-Pass Trust.  A “grantor” trust is not recognized as a separate taxpayer from the grantor 
for income tax purposes, but is recognized as separate for gift and estate tax purposes.  This 
difference provides an opportunity to transfer value free of gift tax.  For example, if a “grantor” 
trust earns income of $100,000 and the tax on that income is $28,000, the grantor pays the tax and 
the trust keeps all of the income.  The IRS has confirmed, in Revenue Ruling 2004-64, that the 
grantor is not treated as having made an additional $28,000 gift when the grantor pays tax on trust 
income, even when that income ultimately will pass to children.  Over a period of time, this feature 
is a powerful device for shifting wealth free of gift and estate taxes. 

Another favorable consequence of a “grantor” trust is that a sale of assets from a grantor to the 
“grantor” trust is not a taxable sale (it is treated as a sale to oneself).  No gain is realized, and the 
income tax basis of the asset sold is not adjusted.  If the sale is for a note, there is no income tax 
consequence to the payment of interest.  Likewise, the Trustee can sell highly appreciated assets 
back to the grantor without recognizing the gain.   

Over the years, Mary would pay the taxes on the undistributed income of the Special By-Pass Trust, 
in effect making tax-free gifts to the children.  She would also monitor the appreciation in trust 
assets and keep it at a minimum through swapping cash for assets from the trust.  Essentially, Mary 
could step-up the basis of the Special By-Pass Trust assets and thereby neutralize the income tax 
disadvantage.  This arrangement is better than relying upon portability since whatever the trust 
grows to, its value will be excluded from Mary’s estate, protected from generation-skipping transfer 

                                                
4 To accomplish the tax objectives, it is usually preferable to “situs” or locate the trust in a state such Delaware and use 
its laws to govern the administration of the trust.  Carefully giving attention to this feature makes the trust protected 
from the claims of the beneficiaries’ creditors.  Of course, the arrangement cannot be used to defraud creditors.    
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tax following John’s death, and protected from the claims of the beneficiaries’ creditors.  An overall 
estate plan using an Irrevocable Lifetime QTIP Trust is illustrated below. 

 
 

4. Conclusion 

The new $5 million per person exclusion amount and the existence of portability provide new 
opportunities to pass assets to your beneficiaries free of federal gift and estate tax.  Given the 
uncertainty regarding the permanence of the $5 million exclusion amount and portability, we think 
that “there is no time like the present” to review your estate plan to ensure that it takes full 
advantage of the current law and protects you and your family in the best manner possible. 
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DISCLAIMER: This material is not intended to constitute a complete analysis of all tax or legal 
considerations.  This material is not intended to provide financial, tax, legal, accounting, or other 
professional advice.  Consult with your professional adviser to obtain counsel based on your 
individual circumstances.  
 
U.S. TREASURY DEPARTMENT CIRCULAR 230 DISCLOSURE: Any tax advice contained in 
this communication (including any attachments) was not intended or written to be used, and cannot 
be used, for the purpose of (a) avoiding penalties that may be imposed by the Internal Revenue 
Service or by any other taxing authority; or (b) promoting, marketing, or recommending to another 
party any transaction, arrangement, or other matter addressed herein. 
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