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TThe American Taxpayer Relief Act of 2012 (ATRA) 
that averted the United States’ descent over the  
“fiscal cliff” includes some welcome relief from both 
the large estate tax increases that had been scheduled 
to go into effect in 2013 and the uncertainty that has 
plagued the federal estate tax regime in recent years. 
The act addresses gift, estate and generation-skipping 
transfer (GST) tax rates and exemptions, as well as 
various breaks that may affect your estate plan.

Estate, gift and GST taxes

Beginning in 2013, ATRA sets a maximum tax rate 
of 40% for estate, gift and GST taxes. It also retains 
a $5 million unified estate and gift tax exemption 
and a $5 million GST tax exemption. Both exemp-
tions are adjusted annually for inflation, so the 
2013 exemptions will be a little more than the 2012 
exemptions of $5.12 million. 

Estate taxes will increase over those of 2011 and 2012 
(and, in some cases, 2010), when the maximum 
tax rate was 35%. If Congress hadn’t passed ATRA, 
however, the increase would have been much 
larger: The maximum rate would have reverted  
to 55% in 2013 and the exemption amount would 
have dropped to $1 million (with no adjustment 
for inflation except for the GST tax).

ATRA also removes the veil of uncertainty surround-
ing federal gift, estate and GST taxes by making these 
changes permanent — or at least as permanent as 
any tax code provision can be. There’s nothing to 
stop Congress from modifying these taxes in the 
future. But the absence of an expiration date allows 
people to develop estate planning strategies with 
greater confidence.

Portability

ATRA also makes “portability” of estate tax exemp-
tions between spouses permanent. When one 
spouse dies, his or her estate can make a portability 

election, allowing the surviving spouse to use the 
deceased spouse’s unused exemption amount.

Portability enables married couples to take advan-
tage of their combined exemption amounts with-
out sophisticated estate planning techniques, such 
as credit shelter trusts. A credit shelter trust makes 
the most of the deceased spouse’s exemption and, 
by limiting the surviving spouse’s control over the 
trust, keeps the assets out of the surviving spouse’s 
taxable estate. Portability, on the other hand, pre-
serves the deceased spouse’s exemption even if the 
surviving spouse gains unrestricted access to the 
deceased spouse’s wealth.

Before ATRA, the value of portability was hampered 
by its temporary nature: It was available only in 2011 
and 2012, making it risky for couples to rely on it. 
Permanence now makes portability a viable alternative 
to more complicated estate planning techniques. 

Keep in mind, however, that trusts continue to 
offer significant benefits, including:

	✦  Professional asset management,

	✦  Protection of assets against creditors’ claims,

	✦  Avoidance of transfer taxes on future  
appreciation, 
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	✦  GST tax planning (portability doesn’t 
apply to the GST tax), and

	✦  Preservation of state exclusion 
amounts in states that don’t  
recognize portability.

In addition, if a surviving spouse remarries, 
the benefits of portability with respect to 
the first spouse may be lost. (Portability is 
available only for the most recent spouse’s 
exemption.)

Other provisions

ATRA permanently preserves several 
other provisions that affect estate plan-
ning, including:

	✦  The federal estate tax deduction 
(rather than a credit) for state  
estate taxes,

	✦  Deferral and installment payment of 
estate taxes attributable to qualified 
closely held business interests, and

	✦  GST tax protections, including 
deemed and retroactive allocation  
of GST tax exclusions, relief for late 
allocations, and the ability to sever 
trusts for GST tax purposes.

The act also extends through 2013 the 
ability of individuals age 70½ and older to 
make tax-free IRA distributions to charity 
(up to $100,000 annually).

Review your plan

Now that ATRA has brought some stabil-
ity to the federal transfer tax system, your 
estate planning advisor can help you deter-
mine whether you should adjust your 
strategies. It’s also a good idea to monitor 
legislative activities in the coming months. 
Congress may make additional gift, estate 
and GST tax changes in connection with 
its deficit-reduction efforts. D

The recently enacted American Taxpayer Relief Act of 2012 
(ATRA) makes it easier to convert an existing traditional 
401(k), 403(b) or 457(b) account into a Roth account — 
a potentially attractive tool for providing for your children 
or other heirs.

Contributions to Roth accounts aren’t pretax. However, 
qualified distributions — including earnings — are  
tax-free. Essentially, the choice between a Roth or a  
traditional account comes down to whether you want to 
pay the tax now or later. A Roth account may be more 
attractive if you wish to prepay the tax liability on an 
account you plan to leave to your heirs.

Under pre-ATRA law, participants in employer retirement 
plans were allowed to make “in-plan” Roth conversions 
only if they were entitled to take distributions eligible 
for a rollover. Generally, this prevented current employees 
from taking advantage of a Roth conversion. Now, if your 
employer’s plan allows it, you can convert a traditional 
retirement account into a Roth account even if you’re not 
eligible for a distribution.

Keep in mind that you’ll need to pay any taxes due on 
your account balance in the year of conversion.

Is it time for a Roth conversion?
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SStories of “trust fund babies” who’ve squandered 
the wealth their parents carefully set aside for 
them to ensure their financial well being are all too 
common. If you’ve built up a large estate and are 
eager to share your wealth with your children, you 
may be concerned about their ability to handle it. 
Fortunately, there are steps you can take to help 
ensure they won’t blow through their inheritance 
at a young age. 

Build incentives and  
flexibility into a trust

An incentive trust is a trust that rewards children 
for doing things that they might not otherwise 
do. Such a trust can be an effective estate planning 
tool, but there’s a fine line between encouraging 
positive behavior and controlling your children’s 
life choices. A trust that’s too restrictive may incite 
rebellion or invite lawsuits. 

Incentives can be valuable, however, if the trust is flex-
ible enough to allow a child to chart his or her own 
course. A so-called “principle trust,” for example, gives 
the trustee discretion to make distributions based on 

certain guiding principles or values without limiting 
beneficiaries to narrowly defined goals. But no matter 
how carefully designed, an incentive trust won’t teach 
your children critical money skills. 

Put on your teacher’s cap

There’s no one right way to teach your children about 
money. The best way depends on your circumstances, 
their personalities and your comfort level. 

If your kids are old enough, 
consider sending them to a 
money management class. 
For younger children, you 
might start by giving them 
an allowance in exchange 
for doing household chores. 
This helps teach them the 
value of work. And, after 
they spend the money all in 
one place a few times and 
don’t have anything left for 
something they really want, 
it teaches them the value of 
saving. Opening a savings 

Are your children prepared 
to handle your wealth?

Many parents take an all-or-
nothing approach when it comes 
to the timing and amounts of  
distributions to their children, 
either transferring substantial 
amounts of wealth all at once or 
making gifts that are too small  
to provide meaningful lessons.
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account or a CD, or buying bonds, can help teach 
kids about investing and the power of compounding.

For families that are charitably inclined, a private 
foundation can be a great vehicle for teaching chil-
dren about the joys of giving and the impact wealth 
can make beyond one’s family. For this strategy to 
be effective, children should have some input into 
the foundation’s activities. When the time comes, 
this can also be a great way to get your grandchil-
dren involved at a very young age.

Consider distribution  
amounts and timing

Many parents take an all-or-nothing approach when 
it comes to the timing and amounts of distributions 
to their children, either transferring substantial 
amounts of wealth all at once or making gifts that 
are too small to provide meaningful lessons. 

Consider making distributions large enough so that 
your kids have something significant to lose, but not 
so large that their entire inheritance is at risk. For 
example, if your child’s trust is worth $2 million, 
consider having the trust distribute $200,000 when 
your son or daughter reaches age 21. This amount 
is large enough to provide a meaningful test run of 
your child’s financial responsibility while safeguard-
ing the bulk of the nest egg.

Or maybe you want to encourage financial success 
by making matching gifts equal to the amount of 
income your children earn each year. Be careful, 
though, not to accidentally dissuade your beneficia-
ries from pursuing other worthwhile though less 
financially rewarding endeavors. 

Spell out your plans

Your estate plan can be a powerful teaching tool, 
but only if your children or other beneficiaries 
understand the lessons you’re attempting to impart. 
To avoid hurt feelings — or even litigation — it’s 
important to discuss your plans with your family. 
For example, if you set up an incentive trust for 
your children, communication is critical to ensure 

they understand your motivations and the values 
you’re trying to reinforce. Or if you’re limiting your 
children’s inheritance so they can make their own 
way, providing nothing more than a financial safety 
net so they won’t end up on the street should they 
fail, explain to them your reasons. 

Whatever approach you choose, ensure that everyone 
in the family is on the same page. There are many 
ways to achieve this, including informal discussions, 
family letters explaining your intentions, structured 
family meetings and family mission statements.

Make your legacy last

If you plan on leaving a sizable amount of your 
estate to your children, consider incentive trusts, 
educate your children on money management and 
be smart with your distributions to them. Perhaps 
most important, communicate with your children 
about the reasons behind your decisions. These 
steps will increase the chances there will be money 
left to pass on to your grandchildren. D
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IIf you had a suitcase full of cash that you wanted 
to leave for your family, would you bury it in the 
backyard without telling anyone about it? Of course 
not. But you may be doing the equivalent if you 
manage assets online without leaving instructions 
on how to access them.

Unfortunately, in an increasingly digital world, peo-
ple often overlook digital assets when developing an 
estate plan, and the consequences can be disastrous.

Living a virtual life

Meet Tim. He’s a 45-year-old single father and, 
like many tech-savvy, environmentally conscious 
people, he does just about everything electronically. 
His paychecks are deposited directly into his check-
ing account. He manages his bank and brokerage 
accounts online and receives the statements via 
e-mail. Most of his bills are delivered electronically 
and paid automatically from his checking account. 
He files his tax returns online and doesn’t keep hard 
copies. He uses a Web-based storage service to back 
up important documents.

Tragically, Tim dies unexpectedly. His executor 
searches his home but finds no paper records of Tim’s 
assets and debts. He finds a laptop and a smartphone, 
but both are password-protected. No one in the family 
knows where Tim had accounts, and even if they did, 
a court order would likely be required to access them. 

The executor has little choice but to hire an IT 
expert to hack into Tim’s computer. But without 
user names and passwords, he still has to go to 
court to gain access to Tim’s accounts.

Meanwhile, Tim’s bills are still being processed 
automatically. But with no more paychecks being 
deposited, his checking account has insufficient 
funds to pay them.

Protecting digital assets

As people rely less and less on paper records, scenarios 
like Tim’s will become increasingly common. And the 
impact goes well beyond personal finances. 

A sole proprietor or small-business owner likely 
uses computers to maintain customer and product 
information, to track orders and to prepare bills 
and probably relies on e-mail for most correspon-
dence. If the owner dies and his or her family lacks 
access to this information, the business may suffer. 

In addition, many people have digital assets with great 
sentimental value, such as online photo and video 
galleries, social media pages and personal websites.

To avoid a situation similar to Tim’s, you must 
include digital assets in your estate plan. Fortunately, 
it’s not hard to do. It can be as simple as listing (on 
paper or on a flash drive or similar medium) the 
locations, user names and passwords for all digital 
assets and storing the list in a safe-deposit box or 
other secure place. 

Planning your digital legacy

Several companies have  
established Web-based services 
that store user names, passwords 
and other digital assets and make 
them available to your loved ones 
according to your instructions.
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Estate Planning Red Flag

You’re married and relocating into  
or out of a community property state
There are 10 community property states: Alaska (optional), Arizona, 
California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington and 
Wisconsin. In these states money earned and property acquired by either 
spouse during marriage generally belongs to the “community” — meaning 
each spouse has an undivided one-half interest (regardless of how property 
is titled). When one spouse dies, his or her share of community property 
goes to the surviving spouse unless a will provides otherwise.

Typically, property retains its character as community or separate property 
when you move from one state to another unless you take an action — 
whether intentional or not — that causes the character to change. For example, a couple might  
use a marital property agreement to convert community property into separate property or to agree 
that income from separate property will also be separate property. Or a couple might unintentionally 
convert separate property into community property by commingling it with community property.

A common mistake made by couples relocating from community property states is to convert their com-
munity property into jointly held property. Community property offers a tax advantage: It generally 
is entitled to a fully stepped-up basis in the hands of a surviving spouse, so he or she can sell it without 
triggering capital gains tax. With jointly owned property, the surviving spouse receives a stepped-up 
basis on only half of the property’s value.

For couples who relocate to community property states, a potential trap involves “quasi-community  
property” — property that would have been community property if the couple had lived in the new state  
all along. Some states treat such property as community property, which can lead to unpleasant surprises.

When relocating, it’s critical to find out how a new state’s laws will affect your property rights. If neces-
sary, modify your will or use trusts or other tools to ensure that your estate plan continues to operate  
as desired — or to take advantage of new options that weren’t available in your old state.

One problem with this approach is that the list is of 
little use if you change your passwords frequently. 
A better alternative may be to use password man-
agement software on your computer and other 
devices and to write down the master password and 
store it in a safe place together with the password 
for unlocking the computer itself.

In recent years, several companies have established 
Web-based services that store user names, passwords 
and other digital assets and make them available to 
your loved ones according to your instructions. For 

example, a service might release your information 
after two or more trusted “verifiers” confirm that 
you’ve died or become incapacitated.

Reducing stress on your family

If, like many people today, you have significant digi-
tal assets, talk to your estate planning advisor about 
strategies for ensuring that your family or personal 
representatives have access to them when the time 
comes. A little preparation now can make things 
much easier on your family during a stressful time. D




