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THE GOLDEN AGE, 1981–?

It was not until the Economic Recovery Tax Act of
1981 that U.S. citizens and domiciliaries could leave
an unlimited amount of wealth to a surviving spouse.
That Act also severely circumscribed the provisions of
§20351 as to an estate’s inclusion of gifts made within
three years of the decedent’s death, and it provided a
phased increase in the amount of the gift and estate
tax exemption from $175,000 in 1981 to $500,000 in
1986 as well as an increase in the gift tax annual ex-
clusion of §2503(b) from $3,000 to $10,000. Tax leg-
islation in the decades that followed enacted further
increases and inflation-indexing which in 2021 have
resulted in an $11,700,000 gift and estate tax exemp-
tion and an annual gift tax exclusion of $15,000. Less
familiar but vitally important changes include the
1986 complete retroactive repeal of the generation-
skipping transfer tax (GSTT) provisions of Chapter 13
and replacement with a new GSTT regime and the

1990 enactment of the valuation provisions of Chap-
ter 14 which in certain respects codified ‘‘aggressive’’
transfer tax planning techniques. Concurrent with the
legislative changes has been the evolution of sophisti-
cated wealth transfer techniques such as family lim-
ited partnerships, sales to grantor trusts, and valuation
discounts for lack of control and lack of marketabil-
ity.

THE ‘‘AMENDMENT’’

Several bills introduced in Congress in 2021 would
limit or completely curtail opportunities for gift and
estate tax-advantaged transfers of wealth that have be-
come commonly used over the last four decades.
While it is apparent that gift and estate tax planning
will change significantly with the passage of a tax act
in 2021, the exact nature of those changes and their
effective dates remain uncertain at this time.

Various proposals have coalesced in the form of
‘‘Amendment in the Nature of a Substitute to the
Committee Print Offered by Mr. Neal of Massachu-
setts’’ (the ‘‘Amendment’’ https://
waysandmeans.house.gov/sites/
democrats.waysandmeans.house.gov/files/documents/
NEAL_032_xml.pdf), released by the House Ways
and Means Committee on Sunday, September 12,
2021. A final bill has yet to emerge, and the Senate
process is less far along. While planning on the basis
of proposed legislation is not merely unwise but is
silly to the point of danger, here the danger is the an-
ticipated elimination of existing planning opportuni-
ties (with one significant exception2)..

This article identifies the estate and gift tax plan-
ning techniques that are in the crosshairs but have not
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1 Section references are to the Internal Revenue Code, as
amended (‘‘the Code’’), or the Treasury regulations thereunder,
unless otherwise indicated.

2 The limit on the valuation reduction under §2032A for real
property used in farming or a trade or business is increased from
$750,000 to $11,700,000 and indexed for inflation. Amendment
§138208(a) and §138208(b), amending Code §2032A(a)(2) and
§2032A(a)(3). Effective for estates of decedents dying after De-
cember 31, 2021.
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yet received a bullet through the heart. As important
as it is to know what transactions are threatened, it is
equally important to recognize the proposed effective
dates of the legislative changes. The time to act is
now. Existing planning opportunities may soon disap-
pear.

Reduction of the Gift and Estate Tax Exemption

The current $11.7 million gift and estate tax exemp-
tion is an indexation of a $10 million base amount as
temporarily increased from $5 million by the 2017
Tax Cuts and Jobs Act (TCJA). Under current law, the
TCJA increase sunsets for decedents dying and gifts
made after December 31, 2025. The Amendment will
accelerate the sunset date to December 31, 2021. For
taxpayers to take advantage of the current $11.7 mil-
lion gift and estate tax exemption, gifts or lifetimes
would have to be completed before January 1, 2022.

Halving the gift and estate tax exemption has obvi-
ous significance with respect to the amount of wealth
that taxpayers may transfer at death without incurring
an estate tax. It also impacts pre-death wealth transfer
techniques designed for far greater estate tax savings.
A generous gift tax exemption facilitates pre-death
transfers thereby enabling income realized from in-
vestment of transferred assets, as well as from post-
transfer appreciation, to escape gift and estate taxa-
tion. Often overlooked is that the gift tax exemption
also facilitates income shifting. Income-producing as-
sets may be transferred to family members subject to
lower income tax rates than the transferor. But the
utility of doing so disappears if the transferor must
pay a gift equal to 40% of the assets’ fair market
value. Other revenue law changes proposed by the
Amendment will accentuate the importance of income
shifting if enacted.

• In the case of taxpayers whose adjusted gross
income exceeds $400,000, the 75% and 100%
exclusion for gain on sale or exchange of quali-
fied small business stock under §1202(a)(3)
and §1202(a)(4), respectively, is reduced to
50%.3

• Reinstatement of the 39.6% income tax bracket
for married individuals filing joint returns with
taxable income in excess of $450,000
($425,000 for heads of households; $225,000
for married individuals filing separate returns;
$400,000 for other unmarried individuals;
$12,500 for trusts and estates).4

• An increase in the maximum capital gains rate
from 20% to 25%.5

• An increase in the tax on net investment in-
come imposed under §1411 in the case of tax-
payers whose modified adjusted income ex-
ceeds $500,000 in the case of married taxpay-
ers filing joint returns ($250,000 for married
taxpayers filing separately; $400,000 for other
taxpayers).6

• Capping the deduction for qualified business
income under §199A at $500,000 in the case of
taxpayers filing joint returns ($250,000 for
married taxpayers filing separately; $400,000
for other individual returns, and $10,000 for a
trust or estate).7

• A 3% surcharge on taxpayers whose modified
adjusted gross income exceeds $5 million ($2.5
million for married taxpayers filing sepa-
rately).8

The gift tax exemption facilitates movement of
income-producing assets to family members subject
to lower tax rates. With the series of proposed changes
to the taxation of higher-income individuals, the
Amendment increases the benefit of income shifting
but limits the opportunity to do so with the reduced
gift tax exemption.

Changes to the Taxation of Grantor Trusts

Trusts are arguably the most flexible of all entities
inasmuch as the income of a trust may be taxed to the
settlor, the trust, or a beneficiary without regard to
whether or not the trust income is distributed. When
the income of a trust is taxable to either the settlor or
a beneficiary pursuant to the provisions of Subpart E
such that the settlor or beneficiary is treated as the
owner of the trust income and/or corpus for U.S. in-
come tax purposes, the trust is referred to as a
‘‘Grantor Trust.’’ The income tax flexibility of Grantor
Trusts is accentuated by a lack of correlation between
the income tax and estate tax treatment. A Grantor
Trust may or may not be includible in the gross estate
of the settlor. A non-Grantor Trust may or may not be
includible in the gross estate of the settlor.

The Amendment addresses this lack of correlation
by adding §2901 to the Code. The new provision will

3 Amendment §138150; proposed §1202(a)(5). Effective for
sales and exchanges on or after September 13, 2021.

4 Amendment §138201(a); amending §(1)(j)(2)(A)–
§(1)(j)(2)(E). Effective for tax years beginning after December 31,

2021.
5 Amendment §138202(a); amending §1(h)(1)(D). Effective for

taxable years ending after September 13, 2021.
6 Amendment §138203(a); proposed §1411(f). Effective for tax-

able years beginning after December 31, 2021.
7 Amendment §138204; proposed §199A(a)(3). Effective for

taxable years beginning after December 31, 2021.
8 Amendment §138206; proposed §1(A). Effective for taxable

years beginning after December 31, 2021.
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require inclusion of trust assets in the gross estate of
a settlor or beneficiary who is regarded as the grantor
of the trust under the provisions of subpart E.9 Distri-
butions from the Grantor Trust to beneficiaries other
than the grantor or the grantor’s spouse will be treated
as taxable gifts.

Inclusion of Grantor Trust assets in the gross estate
of the settlor prevents allocation of the settlor’s GSTT
exemption to assets transferred to the Grantor Trust
until Grantor Trust status ends.10 Termination of
Grantor Trust status prior to the death of the grantor
will also be treated as a taxable gift.11 One might rea-
sonably conclude that if (a) the assets of a Grantor
Trust are included in the gross estate of the settlor or
beneficiary who is treated as the owner of trust in-
come and corpus under the Grantor Trust rules, (b)
distributions from the Grantor Trust are subject to gift
taxation, and (c) termination of Grantor Trust status is
also subject to gift tax, then the transfer of assets to
the Grantor Trust should not be treated as a gift for
U.S. gift tax purposes. This, however, is clearly not
intended inasmuch as the Amendment allows ‘‘proper
adjustment’’ for gift tax incurred on transfers to the
Grantor Trust for the amounts included in the gross
estate or treated as a gift on distribution or termina-
tion.12

Implications of the proposed changes in the gift and
estate tax treatment of Grantor Trusts are far-reaching
with respect to wealth-transfer planning. Many ac-
cepted Code-based estate planning vehicles such as Ir-
revocable Life Insurance Trusts (ILITs), Spousal Life-
time Access Trusts (SLATs),13 Qualified Personal
Residence Trusts (QPRTs), Grantor Retained Annuity
Trusts (GRATs), and Grantor Retained Unitrust
(GRUTs),14 and most Intervivos Charitable Lead
Trusts (CLTs) will be adversely affected. All of these
trusts are Grantor Trusts at the beginning of their life
cycles. Of these trusts, ILITs are the only ones cus-
tomarily designed to remain Grantor Trusts through

the lifetime of the settlor (although a SLAT will also
remain a Grantor Trust if the settlor predeceases the
beneficiary spouse). Under new §2901 as proposed,
the conclusion of the initial term of QPRTs, GRATs,
and GRUTs — and of the term in which many SLATs
and Intervivos CLTs are designed as Grantor Trusts —
prior to the settlor’s death would be treated as a tax-
able gift. The provision would require ILITs to be
drafted and funded differently than under current
practice to avoid inclusion of the entire death benefit
payable under the policy owned by the ILIT in the
settlor/insured’s gross estate.

Under current law, because settlors of Grantor
Trusts are treated as owning trust income and corpus
for income tax purposes, sales of appreciated property
and other assets by settlors to Grantor Trusts for fair
market value are not gain recognition events.15 This
planning technique has been of special importance
and benefit in estate and gift tax planning for the
ultra-wealthy inasmuch as it allows any amount of
wealth to be transferred by sale to a Grantor Trust
without gain recognition and without a gift tax conse-
quence as long as the promissory note tendered by the
Grantor Trust to the grantor/seller has a fair market
value equal to that of the assets it received. The effect
of the transaction (particularly in the current low in-
terest rate environment) is to effectively ‘‘freeze’’ the
value of the transferred assets for estate tax purposes;
that is, the fair market value of the note tendered by
the Grantor Trust plus interest payments will be in-
cluded in the grantor’s gross estate but the assets sold
to the trust and any post-sale income and appreciation
in those assets is excluded without further gift or es-
tate tax cost.16 The Amendment adds §1062 to the
Code making sales between settlors and Grantor
Trusts fully taxable.17 Further, sales between settlors
and Grantor Trusts are added to the loss disallowance
rules of §267(b).18

Implications of the proposed changes in the tax
treatment of Grantor Trusts is important beyond Sub-
chapter J and Chapters 11 and 12 of the Code. For ex-
ample, Grantor Trusts along with Qualified Subchap-
ter S Trusts (QSSTs) and Electing Small Business
Trusts (ESBTs) are permissible shareholders of S cor-
porations. The adverse gift and estate tax effects de-
scribed above apply to any person treated as the
deemed owner under the provisions of proposed
§2901. The legislative language defines a ‘‘deemed
owner’’ as ‘‘any person who is treated as the owner of
a portion of a trust under Subpart E of Part 1 of Sub-

9 Amendment §138209(a)(1); proposed Code §2901(a)(1).
10 See §2642(f)(flush).
11 Amendment §138209(a)(1); proposed §2901(a)(2),

§2901(a)(3).
12 Amendment §138209(a)(1); proposed §2901(a)(4).
13 SLATs are trusts with respect to which spouses make gifts for

the benefit of each other, thereby allowing the settlor to retain in-
direct financial benefit through the spouse’s beneficial interest in
the trust. See generally Ward, Hard Times in the Land of Plenty:
Depressed Asset Values Create Opportunities for Wealth Transfers
for U.S. Persons (Part 2), 49 Tax Mgmt. Int’l J. 437 (Sept. 11,
2020).

14 QPRTs, GRATs, and GRUTs are trusts established under the
provisions of §2702 and regulations thereunder with respect to
which the settlor retains a beneficial interest in the trust, thereby
allowing assets to be transferred to the trust for less than fair mar-
ket value for gift tax purposes. See generally Ward, above n. 13.

15 See Rev. Rul. 85-13.
16 See generally Ward, above n. 13.
17 Amendment §138209; proposed §1062(a)(1).
18 Amendment §138209; proposed §267(b)(14).
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chapter J of Chapter 1.’’ Thus, the new rules clearly
apply to any settlor treated as the owner of trust in-
come and corpus under §673 through §678 and §679,
as well as beneficiaries under §678. Further,
§1361(d)(1)(B) provides that ‘‘for purposes of
§678(a), the beneficiary of such trust shall be treated
as the owner of that portion of the trust which con-
sists of stock of an S corporation with respect to
which’’ a QSST election as been made. Thus, the
practical effect of the Amendment may be to eliminate
the use of Grantor Trusts and QSSTs as beneficiaries
of corporations making S elections, leaving ESBTs as
the only desirable alternative for trust ownership of S
corporation stock.

Addition of §2901, §1062, and paragraph (14) to
§267(b) is effective with respect to trusts created on
or after the date of enactment, as well as post-
enactment contributions to grandfathered trusts.

Valuation Rules Applicable to Non-Business Assets

Also proposed effective as of date of enactment are
changes in the valuation rules applicable to transfers
of non-business assets. Traditionally, passive invest-
ment assets held through a business entity have been
subject to valuation adjustments (discounts) for the
lack of control or lack of marketability ascribed to the
entity interests. Those valuation adjustments remain
in effect for equity interests in partnerships, limited li-
ability companies, and corporations which are ac-
tively traded or which own assets devoted to the ac-
tive conduct of a trade or business. Valuation of non-
actively traded equity interests attributable to non-
business assets held by an entity will no longer benefit
from valuation adjustments based upon lack of control
or lack of marketability. Non-business assets are
broadly defined, but the proposed legislative language
would carve out exceptions for inventory and receiv-
ables.19 Further exceptions are provided for real prop-
erty used in the active conduct of one or more real
property trades or businesses within the meaning of
§469(c)(7)(C) in which the transferor materially par-
ticipates and with respect to which the requirements
of §469(c)(7)(B)(ii) are met. Further exceptions are
made for reasonably required working capital needs
of a trade or business.20

The proposed legislation also eliminates the use of
tiered entities to ‘‘stack’’ multiple valuation adjust-
ments by providing a look-through rule in the case of
the assets of any subsidiary with respect to which the
parent owns a 10% or greater interest

• determined by vote or value in the case of
stock of a corporation,

• capital or profits interest in the case of a part-
nership, or

• the beneficiary interest in the case of trusts and
similar entities.

The constructive ownership rules of §318(a) are
made applicable to these determinations.21 The
amendment to §2031 curtailing the use of valuation
adjustments for passive assets owned through busi-
ness entities is effective as of date of enactment.

Implications for International Estate Planning

Individuals who are not U.S. citizens or domicili-
aries but own assets present or deemed present in the
United States will also be adversely affected by the
Amendment. Just as U.S. citizens and non-citizens
domiciled in the United States at death will be limited
by a reduced exemption in the amount of wealth they
can transfer without payment of U.S. estate tax, for-
eign individuals resident in countries with which the
United States has treaties providing estate tax relief
based upon the U.S. gift and estate tax exemption will
have an increased U.S. estate tax exposure.22 To avoid
U.S. estate taxation on tangible real and personal
property present in the United States, foreign indi-
viduals sometimes use QPRTs, GRATs, and GRUTs to
minimize the U.S. gift tax on inter vivos transfers of
those assets.23 Those trusts are Grantor Trusts. Conse-
quently, those individuals will face additional U.S.
gift tax at the conclusion of the initial term of their
QPRT, GRAT, or GRUT.

Foreign Grantor Trusts satisfying the requirements
of §672(f)(2) also will not be immune to the effects of
the Amendment. If a foreign Grantor Trust owns tan-
gible real or personal property situated in the United
States, termination of Grantor Trust status prior to the
settlor’s death will subject the fair market value of
that property to a U.S. gift tax. If Grantor Trust status

19 Amendment §138210; proposed §2031(d)(2)(D)(i).
20 Amendment §138210; proposed §2031(d)(2)(C).

21 Amendment §138210; proposed §2031(d)(4).
22 See, e.g., Article XXIXB of the Convention Between Canada

and the United States with Respect to Taxes on Income and Capi-
tal, Article 10(5) of the Convention Between the United States of
America and the Federal Republic of Germany for the Avoidance
of Double Taxation with Respect to Taxes on Estates, Inheri-
tances, and Gifts, and Article 12(3) of the Convention Between
the United States of America and the French Republic for the
Avoidance of Double Taxation and the Prevention of Fiscal Eva-
sion with Respect to Taxes on Estates, Inheritances, and Gifts.
Each of these tax treaties allows the treaty resident a U.S. estate
tax exemption determined by multiplying the exemption available
under §2010(c) in the year of the decedent’s death by a fraction,
the numerator of which is the value of the decedent’s U.S.-situs
assets and the denominator of which is the value of the decedent’s
worldwide assets.

23 See generally Ward, Hard Times in the Land of Plenty: De-
pressed Asset Values Create Opportunities for Wealth Transfers
for Non-U.S. Persons (Part 1), 49 Tax Mgmt. Int’l J. 368 (July
10, 2020).
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lingers until the death of the foreign settlor, the fair
market value of shares of U.S. corporations, many
debt obligations of U.S. persons, and tangible real and
personal property situated in the United States will be
included in the foreign settlor’s gross estate for U.S.
estate tax purposes with greater potential for a U.S.
estate tax because of a diminished gift and estate tax
exemption.

CONCLUSION: ACT BEFORE THE
OPPORTUNITIES GO AWAY

Early in my career, tax legislation was almost al-
ways a summertime event. In recent years, tax acts
have tended to spoil Thanksgiving and Christmas

holidays. With respect to the changes in the estate and

gift tax provisions set forth in the Amendment, there

is a brief but uncertain window of opportunity for tax-

payers to complete transactions involving Grantor

Trusts. The days and weeks until enactment of the

2021 Tax Act will be the last act for many wealth

transfer planning transactions to which taxpayers and

their advisors have become accustomed. For those

willing to forgo the planning opportunities Grantor

Trusts provide, the final curtain call for an estate and

gift tax exemption temporarily increased by the TCJA

may linger until year end. Time is short. Act now.
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