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WASHINGTON REPORT 13-16: Administration’s FY 2014 Budget Renews Old Proposals and Reveals 

a Few Surprises.  

 

MARKET TREND: The Administration continues to focus on the taxation of high income taxpayers by introducing 

new budget proposals impacting these individuals, keeping tax planning a top priority.           

 

SYNOPSIS:  The Obama Administration’s federal budget for fiscal year 2014 renews many of the President’s prior 

proposals, with some new twists, including: (1) reversion to 2009 federal transfer tax rates and exemptions as of 

2018; (2) a limited grantor trust proposal targeting certain sales transactions; (3) elimination of the GST tax planning 

benefits associated with “Health and Education Exclusion Trusts;” (4) a “Fair Share Tax” of 30% on individuals with 

income of $1 million or more (the so called “Buffet Tax”); (5)  a 28% cap on the value of itemized deductions and 

certain tax expenditures; (6) a $3 million limit on combined accumulations in tax-preferred retirement accounts; and 

(7) elimination of stretch IRAs. The budget also renews several proposals specifically affecting the life insurance 

industry.  If enacted, the proposals would significantly impact life insurance, tax and retirement planning for higher 

net worth individuals.      

 

TAKE AWAYS: The 2014 budget is only the Administration’s "wish list" for future tax legislation, none of which 

can take effect without Congressional action.  It is too early to assume that Congress will pass any of these proposals 

in their current form, if at all.  Prior Obama Administration budgets have not been well received on Capitol Hill and 

the FY 2014 budget has initially been received with mixed reviews from both sides of the aisle. There also may be 

significant reluctance to revisit issues addressed in recent tax legislation (e.g., transfer tax rates and exemptions). 

Long-term income tax planning will remain at a premium, further increasing the appeal of annuity and life insurance 

planning options.  Continued monitoring of these proposals and interaction with those who craft legislation will be 

crucial.  Accordingly, the AALU will remain vigilant in tracking the Administration’s proposals as they move through 

the legislative process. 



PRIOR REPORTS:  12-22; 12-10; 12-9; 11-22; 11-17; 10-81; 09-46; 08-33. 

 

MAJOR REFERENCES: Budget of the U.S. Government Fiscal Year 2014; General Explanations of the 

Administration’s Fiscal Year 2014 Revenue Proposals (April 2013).  

  

The Obama Administration’s federal budget for fiscal year 2014, as explained in the Treasury’s General Explanations 

of the Administration’s Revenue Proposals (“2014 budget”), renews many prior budget proposals, with some new 

twists (including some that conflict with the recently enacted American Taxpayer Relief Act of 2012 (“ATRA”).[1]  

The following summarizes and comments on the new and renewed proposals that could impact life insurance and tax 

planning, particularly for higher-income taxpayers (“HNWIs”).  Note that the 2014 budget is the Administration’s 

"wish list" for future tax legislation, none of which can take effect without Congressional action. The proposals, 

however, offer insights into future battlegrounds for additional tax reform. 

 

Select Transfer Tax Proposals 

 

Back to 2009 Transfer Tax Rates and Exemptions (RENEWED).  Despite ATRA’s “permanent” implementation of a 

top 40% rate and inflation-indexed $5.25 million exemptions for the federal estate, gift and generations skipping 

transfer (“GST”) taxes, the 2014 budget proposes a reversion to 2009 transfer tax rates and exemption levels in 2018 

– i.e., re-enactment of a top 45% estate, gift and GST tax rate, estate and GST tax exemptions of $3.5 million, and a 

$1 million gift tax exemption, all with no adjustments for inflation.  The proposal retains estate and gift tax 

exemption portability between spouses and includes provisions to address potential “clawback” issues based on the 

subsequent decline of the estate and gift tax exemption in 2018. 

• Comment:  Eliminating exemption reunification would once again make it more difficult to implement 

lifetime wealth transfer planning.  A lower gift tax exemption requires more complicated funding structures 

for life insurance trusts.  If implemented, we would see renewed reliance on annual gifts, split dollar 

arrangements, and installments sales to grantor trusts (subject to enactment of other proposals, discussed 

below).  ATRA’s recent enactment may make passage of this proposal less likely, but its inclusion in the 2014 

budget shows that the Administration refuses to remove estate tax reform from the bargaining table. 

A More Limited Grantor Trust Proposal (MODIFIED).  Last year’s budget included a new, sweeping proposal to 

impose estate tax on most trusts treated as grantor trusts for federal income tax purposes.[2] The 2014 budget 

includes a more limited proposal that targets sales or comparable transactions to trusts that are 

disregarded for income tax purposes under the grantor trust rules (“disregarded transactions”), such as 

installment sales by a grantor to a grantor trust or sales by a beneficiary to a beneficiary defective income trust or 

“BDIT.”  

For disregarded transactions between a trust and a “deemed owner” of the trust under the grantor trust rules, the 

property received by the trust, plus all retained income therefrom and appreciation thereon (but less any 

consideration received by the deemed owner) will be: 



• Subject to estate tax as part of the deemed owner’s gross estate at death, 

  

• Subject to gift tax when a person’s status as the “deemed owner” terminates (e.g., toggling off of grantor trust 

status), or 

  

• Treated as a gift by the deemed owner to the extent of any trust distributions to another person during the 

deemed owner’s life. 

The trust must pay any transfer tax imposed, although the taxable amount will be reduced by any prior taxable gift 

made by the deemed owner. The proposal would apply to trusts that engage in a described transaction on or after 

enactment. 

 

Important for life insurance planning, the 2014 budget says the proposal would not apply to (1) 

any trust that is a grantor trust solely by reason of IRC § 677(a)(3) (relating to the trustee’s ability, 

without the consent of an adverse party, to apply trust income to pay premiums on life insurance 

policies insuring the grantor or the grantor’s spouse, as found in most irrevocable life insurance 

trusts (“ILITs”)) and (2) any trust having the exclusive purpose of paying deferred compensation 

under a nonqualified deferred compensation plan if the trust assets are available to satisfy claims 

of the grantor’s general creditors (e.g., rabbi trusts).  

• Comment:   Even with the more limited scope, enactment of this proposal would greatly impact estate and 

life insurance planning with grantor trusts. 

  

• Installment sales to grantor trusts can remove much of the appreciation in the transferred property from the 

grantor's taxable estate without incurring gift tax.  Under this proposal, however, growth in the grantor 

trust’s assets will not escape estate taxation, which would make installment sales to grantor trusts inefficient 

for funding life insurance purchases.  Sales to BDITs also would become ineffective for estate planning or for 

insurance funded business succession plans.  Query whether “AFR loans” (those made at the applicable 

federal rate) are similarly impacted as comparable transactions. 

  

• The proposal states, however, that it will not apply to a trust that is a grantor trust solely by reason of IRC 

§677(a)(3).  Would this exception mean that a grantor could enter into a sale or loan transaction with such a 

trust, including policy sales,[3] installment sales or split dollar loans, without triggering the proposal’s 

adverse tax consequences? Due to concerns that IRC §677(a)(3) may be insufficient to establish wholly-

owned grantor trust status,[4] however, many ILITs include additional grantor trust powers to ensure 

grantor trust treatment for the entire trust. Enactment of the proposal could mean that clients must risk 

relying on just IRC §677(a)(3) to attain wholly-owned grantor trust status for their trusts. The broader 

proposal found in the Administration’s FY 2013 budget that called for the coordination of income and 



transfer tax rules for purposes of planning with grantor trusts did not gain meaningful traction on Capitol 

Hill. Nonetheless, this is a proposal that should be taken seriously in the current environment. 

Targeting of GST Exemption Planning.  

• Limits on Duration of GST-Exempt Trust Status (RENEWED).  Since many states have repealed their rules 

limiting the duration of trusts, which allows assets to remain in trust perpetually (“dynasty trusts”).  If 

created as GST-exempt trusts, these dynasty trusts can grow estate, gift and GST tax-free for multiple 

generations. The 2014 budget, however, proposes to terminate a trust’s GST-exempt status on the 90th 

anniversary of its creation, which would subject taxable distributions and taxable terminations after the 

trust’s 90th anniversary to GST tax.  This provision would apply to any contributions made to existing trusts 

or to trusts created after the provision’s enactment. 

  

• Comment:  Perpetual estate and GST tax-free growth is preferred and provides a significant incentive for 

individuals to leverage their GST tax exemptions through dynasty and ILIT trust planning, particularly given 

the current $5.25 million GST exemption.  Practically, however, few trusts last indefinitely due to the 

exponential growth of beneficiaries through the generations, the impact of inflation, and the ability of trust 

beneficiaries to petition courts to break-up long-term trusts as the beneficiaries’ interests become more 

divergent. 

  

• Eliminate GST Tax Treatment for HEETs (NEW).  Generally, a donor’s direct payments to medical care 

providers or for tuition on behalf of another person are exempt from federal gift tax.[5]  Such “qualified 

transfers” are also GST tax exempt.[6]  A Health Education and Exclusion Trusts (“HEET”) is a dynasty 

trust designed to make qualified transfers for the benefit of “skip persons” (e.g., grandchildren and more 

remote descendants) that will avoid GST tax on the transfers and a later taxable termination.[7]  A HEET 

must have at least one “non-skip” beneficiary, generally a charity, to avoid a direct skip upon creation and a 

subsequent taxable termination.[8] Using this structure, theoretically, the HEET can benefit multiple 

generations while the trust assets appreciate gift, estate and GST-tax free. 

The 2014 budget would clarify that the GST exemption applies only to qualified transfers made directly 

by a living donor, and not to trust distributions even if made directly to the medical care provider 

or educational institution.  

• Comment:  If enacted, the proposal would not only limit or eliminate the use of HEETs, but also limit the 

flexibility of trustees of all trusts in managing the impact of GST tax on trust distributions.  For example, a 

trustee may seek to mitigate GST tax exposure by making qualified distributions from a non-exempt trust to 

cover a skip beneficiary’s medical care or tuition.  A broad application of this proposal would directly limit 

that flexibility.  



Changes to GRATs Still on the Table (RENEWED).  As with the 2013 budget, the 2014 budget proposes that grantor 

retained annuity trusts (“GRATs”) (1) have a minimum 10-year term and a maximum term equal to the grantor’s life 

expectancy plus 10 years, (2) prohibit any reduction in the annual annuity payable during the minimum term, and 

(3) have a remainder interest with a value (unspecified) that is greater than zero. 

• Comment:  A 10-year minimum term GRAT increases the risk of the grantor’s death during that term and 

the corresponding risk of inclusion of the GRAT assets in his/her estate.  It also eliminates the use of a series 

of short-term (e.g., 2-year) GRATs to hedge against the grantor’s mortality risk and to limit the impact of a 

GRAT’s poor investment performance.  The minimum remainder interest requirement and the prohibition 

on reductions in the annual annuity may eliminate the ability to zero-out the gift made upon the GRAT’s 

creation for gift tax purposes.  The maximum term limitation eliminates the ability to use very long-term 

GRATs that rely on increases in the applicable 7520 rate over time to reduce the portion of the GRAT assets 

included in the grantor’s estate at death.[9] 

  

• Enactment of these provisions will curb the ability of trustees and portfolio managers to actively manage a 

GRAT’s investment performance risk, and thus the GRAT’s ability to achieve a successful wealth transfer. 

These measures also reduce the attractiveness of GRATs in planning for individuals with higher mortality 

risks. Acquiring life insurance as part of the overall GRAT plan may help mitigate this mortality and market 

risk exposure. 

No Proposal Included on Valuation Discounts (NEW).  The 2014 budget does not include the proposal from over a 

decade of prior budgets for the IRS to provide regulations imposing additional “disregarded restrictions” for the 

valuation of family entity/business interests transferred to family members.  These previous proposals generally 

would eliminate marketability or minority discounts associated with intra-family transfers of interests in family 

entities, which could remove some valuation and tax planning benefits associated with family entities. 

• Comment:   Elimination of this proposal from the budget does not mean there will be less scrutiny for 

valuation discounts.  The IRS has been working on regulations in this area for some time and has listed this 

item on its Priority Guidance Plan since 2003, so changes to valuation discounts on transfer of family entity 

interests remain possible. 

Select Insurance & Financial Industry Proposals 

Mark to Market Treatment for All Derivatives (NEW).  Following the recent report by the Ways and Means 

Committee regarding the taxation of derivatives, the 2014 budget advocates an overhaul of the current tax rules 

pertaining to derivatives.  Current law subjects derivatives to varying, complex, and incoherent tax rules. The 2014 

budget proposes that all derivatives contracts be marked to market with resulting gains and losses taxed each year 

and treated as ordinary income. 

• Comment: While mark to market is viewed by some as the optimal regime to tax derivatives, many 



taxpayers will face valuation and liquidity issues from its implementation.  Thus, some anticipate that 

Congress would limit the proposed rule to publicly traded derivatives and derivatives referencing publicly 

traded property.  Even with a more limited scope, the change would impact many users of derivatives.    

Information Reporting for Private Separate Accounts (RENEWED).  The 2014 budget proposes reporting 

requirements on life insurers related to the build-up of funds held in private separate accounts of certain life 

insurance policies.  The Administration believes that policy owners may be using private separate accounts to avoid 

income tax on investments, particularly if the policy owner has too much control over the account’s funds. Thus, for 

each policy with cash value invested in a private separate account for any part of the taxable year that represents at 

least 10% of the value of the account, insurers would need to provide the IRS with the policy holder’s tax 

identification number (“TIN”), the policy number, the accumulated, untaxed income, the total contract value, and 

the portion of the account value within a private separate account.  A private separate account is any account where a 

related group of persons owns policies whose cash values, in total, represent at least 10% of the value of the separate 

account.  The proposal would take effect for tax years beginning after December 31, 2013. 

• Comment:   While this proposal only relates to disclosure of positions, its implementation would allow the 

IRS to more closely evaluate private placement variable contracts and determine whether they should be 

disregarded as insurance contracts because the owners have retained too much investment control. Thus, it 

may signal an interest in reviewing the treatment of certain types of insurance contracts. 

Reporting Sales of Existing Life Insurance Contracts (RENEWED).  The Administration believes that the current 

tax reporting rules for life settlements are inadequate and that certain exceptions to the transfer-for-value rule may 

allow investors to avoid paying tax on the profit generated when an insured dies. The 2014 budget renews a proposal 

to impose new reporting requirements and to improve tax rules related to life settlements.  The proposal would 

modify the transfer-for-value rule to prohibit buyers of existing life insurance policies from taking advantage of any 

exceptions to the rule.  In addition, buyers of policies with death benefits of $500,000 or more would need to report 

to the IRS, the seller, and the policy issuer: (1) the purchase price, (2) the buyer’s and seller’s TINs, and (3) the issuer 

and policy number.  Finally, upon the payment of any death benefit to a buyer, the carrier would need to report to the 

buyer and the IRS: (1) the gross benefit payment, (2) the buyer’s TIN, and (3) the carrier’s estimate of the buyer’s 

policy basis. 

• Comment:  These reporting requirements would allow the IRS to increase its compliance and collection 

efforts with regard to life settlements.  Policy investors also may find they cannot engage in structures 

designed to avoid income tax on the death benefits they receive from their acquired policies.  If enacted, these 

provisions, along with higher income tax rates, could change the overall economics of life settlements.  Any 

proposed legislation, however, must be drafted with care, particularly with regard to the transfer for value 

limitations, to prevent overly broad language from affecting non-targeted transactions (e.g., policy sales from 

a grantor to a grantor trust, or business related policy transfers, like the roll-out of split dollar arrangements 



or buy-sell restructurings). 

Modify Proration Rules for Life Insurance Company Accounts (RENEWED) & Expand Deduction Limits Related to 

COLI Policies (RENEWED). 

DRD: Corporations, including life insurers, may deduct dividends received from other domestic corporations to 

prevent double taxation (the “dividends received deduction” or “DRD”). For life insurance companies, the deduction 

is limited by the portion of the company's dividend income used to fund tax-deductible reserves for its obligations to 

policyholders.  The Administration believes that, in some cases, carriers may use the current proration rules to 

deduct more DRD than their actual economic share of the account. Thus, the 2014 budget renews a proposal to 

repeal the existing proration regime used to compute the company’s share of deductible dividends and would require 

carriers to use a new methodology to determine their DRD.  

COLI: Generally, businesses can deduct interest on indebtedness, but there are extensive rules which largely preclude 

businesses from deducting interest on loans associated with life insurance. In addition, the interest deductions of a 

business are reduced to the extent the interest is allocable to unborrowed policy cash values based on a statutory 

formula, except with respect to contracts that cover individuals who are officers, directors, employees, or 20-percent 

owners of the taxpayer. Because of concerns that highly leveraged businesses can find ways to circumvent these rules, 

the 2014 budget proposes to remove the exception for all policies except those insuring 20% owners. As proposed, 

the change would take effect for policies issued after December 31st, 2013. 

• Comment:  We note that these proposals have been rejected by House tax-writers on a bipartisan basis. The 

AALU, in conjunction with the broad life insurance industry, has strongly opposed the COLI and DRD 

proposals to increase taxes by nearly $11 billion on life insurance policyholders and companies. The COLI 

proposal would impair the ability of businesses to use life insurance to protect jobs and secure important 

employee benefits and would indirectly tax the earnings or “inside build up” of life insurance policies owned 

by businesses by disallowing a proportionate amount of deductible interest for unrelated borrowing. The 

DRD proposal would reduce the life insurance companies’ DRD even further than current law by 

inappropriately changing the calculation of the DRD on separate accounts and would drain value from 

insurers’ financial and retirement security products. 

 Financial Crisis Responsibility Fee (RENEWED). The Troubled Asset Relief Program (“TARP”) requires the 

President to propose an assessment on the financial sector to pay back the costs of the financial sector rescue effort.  

Accordingly, the Administration has again called for the enactment of a “Financial Crisis Responsibility Fee” 

designed to recoup the costs of the TARP program and discourage excessive risk-taking.  The fee would apply to U.S.-

based bank holding companies, thrift holding companies, certain broker-dealers, companies that control certain 

broker-dealers, insured depository institutions, and U.S. companies owning or controlling these types of entities as of 

January 14, 2010. Firms with worldwide consolidated assets under $50 billion would not be subject to the fee while 

their assets are below this threshold. 

• Comment:   The new fee could apply to life insurers that own a bank or thrift company or that control 



certain broker-dealers and would be based on the certain defined, covered liabilities of a financial firm. For 

insurance companies, certain policy reserves and other policyholder obligations would be deducted in 

computing covered liabilities. 

Select HNWI Income Tax Proposals 

Impose a “Fair Share Tax” (NEW).  The 2014 budget proposes a “Fair Share Tax” (“FST”) on HNWIs of 30% of 

adjusted gross income (“AGI”), less a credit for charitable contributions (equal to 28% of itemized charitable 

contributions after the overall 3% limitation on itemized deductions).  Application of the FST is phased in starting at 

$1 million of AGI ($500,000 for a married individual filing a separate return) and is fully phased in at $2 million of 

AGI ($1 million for a married individual filing a separate return).  The thresholds will be inflation indexed beginning 

in 2014. 

• Comment:  As an implementation of the so called “Buffet Rule,” the FST would essentially operate as 

another alternative minimum tax on HNWIs over the applicable thresholds.  The FST will apply in addition 

to the already higher income tax rates and the 3.8% Medicare tax on net investment income. Thus, the FST’s 

enactment would further increase the premium placed on income tax planning options, including annuities, 

life insurance and corresponding private placement alternatives for these products. 

Reduce the Value of Certain Deductions & Tax Expenditures (RENEWED).   To reduce the perceived gap between 

the value of certain itemized deduction and other expenditures for HNWIs versus middle income taxpayers, the 2014 

budget again proposes to reduce the value to 28% of certain exclusions and deductions that would reduce taxable 

income in the 33% and higher tax brackets.  The income exclusions and deductions affected include: (1) all 

itemized deductions, (2) foreign excluded income, (3) tax-exempt state and local bond interest, (4) 

employer-sponsored health insurance and self-employed health insurance costs, (5) employee 

contributions to retirement plans, and (6) selected above-the-line deductions.[10] The provision has a 

proposed effective date of January 1, 2014. 

• Comment:  The proposal effectively taxes otherwise deductible or excludable items at a rate equal to the 

difference between the applicable tax bracket and 28%.  This amount is significant for top-bracket taxpayers 

(e.g., taxpayers in the 39.6% bracket would see an 11.6% tax on the value of these items) and minimizes long-

standing benefits associated with certain employee health and retirement benefits. This cap also would 

adversely impact charitable contributions by HNWIs and reduce incentives to purchase tax-exempt bonds. 

Thus, tax-exempt organizations and tax-exempt bond issuers likely will continue to lobby against this 

proposal.   If this proposal appears to gain traction, however, HNWIs potentially subject to the limitation may 

want to accelerate deductions into 2013.  

Taxation of Carried Interests as Ordinary Income (RENEWED).  The 2014 budget again proposes to increase the 

federal income tax rate imposed on certain managers and executives of private-equity firms, venture-capital firms, 

hedge funds, and certain types of partnerships by taxing the “carried interests” they receive in the firms’ profits as 



ordinary income rather than capital gain (an increase in the tax rate from 20% to 39.6%). In addition, gain from the 

sale of the carried interest would be treated as ordinary income. The 2014 budget also would require the manager to 

pay self-employment taxes on such income. 

• Comment: Adoption of the carried interest proposal would further impact the tax liabilities for fund 

managers who already have increased exposure due to higher capital gain rates. If passage of any carried 

interest legislation becomes imminent, managers will want to act promptly to review the options available to 

address the consequences of the proposal, including potentially restructuring their compensation 

arrangements or selling their carried interests to an affiliate to accelerate capital gain recognition.  

Select Retirement Planning Proposals 

Elimination of Stretch IRA Payments (NEW).  The 2014 budget would require non-spousal beneficiaries of inherited 

retirement plans to take distributions over no more than five years (as opposed to their current ability to stretch 

these payments over their life expectancy).  Certain exceptions would apply for “eligible beneficiaries” (special needs 

individuals, individuals not more than 10 years younger than the participant, and minor children (but only until they 

reach majority)). 

• Comment: Although new to the Administration’s budget, Congress saw discussions of similar legislative 

proposals last year.  Enactment of such a proposal would eliminate stretch IRA planning and the appeal of 

Roth conversions (why incur income tax now when the deferral benefits will be limited later?) but would 

increase the utilization of life insurance. We note that a similar proposal was considered by the Senate 

Finance Committee, but ultimately not enacted by the Senate, during the 112th Congress. 

Limit Total Accrual of Tax-Favored Retirement Benefits (NEW).  Current law limits retirement contributions and 

benefits for each plan in which an individual may participate, but, according to the Administration, it does not 

adequately limit an individual’s ability to accumulate amounts in a tax-favored arrangement through multiple plans. 

The 2014 budget would limit an individual’s total accumulation under all tax-preferred retirement accounts to an 

amount considered actuarially sufficient to fund a joint-and-100% survivor annuity for an individual and spouse 

(beginning at age 62) that pays to the participant the maximum annual benefit allowed for the year under IRC 

§415(b) (currently $205,000 per year, which has an actuarial present value of approximately $3.4 million). 

• Comment:  The cap could affect individuals who generate high levels of earnings in qualified plans and 

IRAs and younger individuals who make substantial contributions to tax-preferred retirement accounts over 

time.  It also seems to counter a trend to reduce reliance on the social security system, which would support 

more savings in retirement accounts.  Thus, the proposal appears to target HNWIs and self-directed IRAs. If 

enacted, the proposal could create a shift in the savings behavior of HNWIs, who will search for other savings 

alternatives (like life insurance). Also, while the proposal is vague regarding implementation specifics, the 

administration of this cap would be extremely complicated and burdensome. 



Other Proposals (RENEWED) 

• Automatic IRAs.  Employers in business for at least two years with 10 or less employees must offer an 

automatic IRA option to employees, with regular contributions made to an IRA on a payroll-deduction basis 

(employees can opt out if desired).  The proposal exempts employers sponsoring qualified retirement plans, 

SEPs, or SIMPLEs for employees. 

  

• No RMDs for Small IRAs. The 2014 budget would exempt an individual from required minimum 

distributions if the aggregate value of the individual’s individual retirement and tax-favored individual 

retirement plan accounts do not exceed $75,000. 

  

• Non-Spousal Rollovers of IRAs.  The 2014 budget also would permit 60-day rollovers of inherited assets 

from defined contribution plans or IRAs by nonspouse beneficiaries who now can roll over such accounts 

only trustee to trustee. 

Take-Aways 

• The 2014 budget is only the Administration’s "wish list" for future tax legislation, none of which can take 

effect without Congressional action.  It is too early to assume that Congress will pass any of the 

Administration’s proposals in their current form, if at all.  There also may be particular reluctance to revisit 

issues addressed in recent tax legislation (e.g., transfer tax rates and exemptions). 

  

• Regardless, as many of the proposals are prospective, opportunities remain for planners to work with their 

clients to plan accordingly in advance of any changes.  

  

• Long-term income tax planning will remain at a premium, which should continue to increase the value of 

annuity and life insurance planning options. 

  

• Continued monitoring of these proposals and interaction with those who craft legislation will be crucial.  The 

AALU will remain vigilant in tracking the Administration’s proposals as they move through the legislative 

process. 

NOTES  

 
[1]           With an exception for the proposed permanent extension of certain middle-class tax credits (the American 

Opportunity Tax Credit, the expansion of the Earned Income Tax Credit, and the expansion of the Child Tax Credit, 

which are scheduled to expire in 2017), the 2014 budget uses current tax laws as the baseline for its proposals. 

[2]           As discussed in prior Bulletins 12-22 and 12-10. 

[3]           E.g., a sale to a grantor trust to avoid the estate tax inclusion rule for policies gifted within three years of 



death.   

[4]           For example, where a trust has income and owns a policy on the grantor and/or grantor’s spouse, it would 

appear to be a grantor trust.  But what if the trust earns no income, or does not apply all income to the insurance 

premiums? Is the trust still a grantor trust and, if so, as to what part (the whole trust or only as to the portion of the 

trust income actually used to pay premiums)?  Unfortunately, the IRS refuses to rule on the issues (See Rev. Proc. 

2013-3). 

[5]           See IRC §2503(e). 

[6]           See IRC 2611(b). 

[7]           “A taxable termination” occurs when the trust no longer has any non-skip persons as beneficiaries, leaving 

only “skip” beneficiaries. Trust distributions after that time would incur GST tax. 

[8]           A charity is a non-skip person, which should allow the trust to avoid taxable transfers at creation and at 

subsequent distribution, unless the trust includes the charity mainly to postpone or avoid application of the GST tax. 

The non-skip beneficiary (charity) must have a “substantial present economic interest,” although there is no 

guidance as to what will constitute such an interest.  Some trust drafters may use a 5%-10% unitrust amount or 

specify a set percentage of income paid annually to the charitable beneficiary. 

[9]           E.g., the so-called 99-year GRAT.  Generally, the amount includible in the grantor’s estate if he dies during 

the GRAT term is the amount required to produce the annuity using the 7520 rate in effect at the grantor’s death, not 

at creation of the GRAT (Reg. §20.2036-1(c)(2)).  Dividing the annuity payment by the applicable 7520 rate provides 

the amount of property needed to sustain the annuity payments as if they were an income interest in property in 

perpetuity.  The higher the 7520 rate, the less property is needed to produce a given income interest, so a higher 7520 

rate at death than at GRAT creation should lessen the amount includible in the grantor’s estate. 

[10]          The proposal states that if a deduction or exclusion for contributions to retirement plans or individual 

retirement arrangements is limited by this proposal, then the taxpayer’s basis will be adjusted to reflect the 

additional tax imposed.  Note that similar limitations would apply for purposes of the alternative minimum tax. 

  

             

For more information about the topic discussed in this Washington Report, please contact Albert 

Gibbons at algibbons@algibbons.com 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington 

Report as distributed or as re-circulated by our members, please be advised of the following: 

 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT BE USED, 

BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 

INTERNAL REVENUE SERVICE. 

 

In the event that this Washington Report is also considered to be a “marketed opinion” within the 

meaning of the IRS guidance, then, as required by the IRS, please be further advised of the 



following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR MARKETING OF 

THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON 

THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX 

ADVISOR. 
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