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MARKET TREND: The current combination of higher federal income tax rates, the net investment income tax, 

and the effects of state income taxes may require families to more carefully consider the impact of the loss of a basis 

“step-up” in assessing the overall tax efficiency of lifetime gifts.  In these cases, life insurance can provide flexibility 

in weighing the costs and benefits of whether to gift or hold an asset for tax planning purposes.    

 

SYNOPSIS: Since enactment of the American Taxpayer Relief Act of 2012 (“ATRA”), the application of higher 

effective tax rates on income and capital gains has increased the importance of reviewing the income tax 

consequences of lifetime gifting strategies that sacrifice a step-up in income tax basis to limit potential estate tax 

exposure.  Specifically, variations in the state tax impact of a gift in both the donor’s and recipient’s state of 

residence may alter the typical analysis, leading certain families to consider holding certain assets until death to 

achieve a basis step-up rather than making lifetime gifts.  Any such analysis, however, will be extremely fact specific 

and must be tailored to a family’s unique circumstances. 

 

TAKE AWAY:  In this post-ATRA tax world, sophisticated wealth transfer planning will require (1) a reasonable 

estimate of life expectancy, (2) a comprehensive review of an individual's assets, their fair market value and tax 

basis, and the potential for appreciation and/or income generation, (3) consideration of potential state tax 

consequences in both the donor’s and recipient’s states of residence, (4) identification of practical goals for 

retaining or transferring certain assets, and (5) a review of several models involving various types of transfers at 

varying time and anticipated tax rates. Given this complexity, individuals will require an experienced advisory team 

that can work together to compile the necessary information, craft appropriate assumptions, calculate and model 

the projections, and implement a plan based on these projected outcomes. Regardless, life insurance planning 



should remain a key component of any wealth transfer plan, given its ability to provide a mortality and market 

hedge, and its flexibility to serve multiple objectives, including income tax-deferral, estate tax minimization 

(facilitating asset retention, if desired), and retirement and liquidity planning.  

  

PRIOR REPORTS:  13-01; 13-06. 

 

After two years of intense focus on gifting to use a “sunsetting” $5 million federal gift tax exemption, 2013’s income 

and transfer tax changes have altered the landscape for evaluating the overall tax efficiency of commonly used 

gifting strategies, which may lead families to revamp their estate plans to achieve greater tax efficiency.  

 

Overview Of Key Tax Increases 

 

As of 2013, the major tax changes impacting both individual income and gift and estate tax planning include the 

following: 

 The maximum federal income tax and capital gain rates increased to 39.6% and 20% respectively, for 

individuals with taxable income over $400,000 (single) and $450,000 (married). 

 The “Pease limitation” on all itemized deductions was reinstated, beginning with individuals with adjusted 

gross income (“AGI”) of $250,000 (single) and $300,000 (married), which effectively raises federal 

income tax rates by 1.2%. 

 The 3.8% net investment income tax (“NII tax”) took effect on passive investment income (e.g., 

capital gains, rents, interest, etc.) for individuals with AGI over $200,000 (single) and $250,000 (married). 

 The top federal estate and gift tax rate was made permanent at 40%, and the federal unified credit against 

the gift and estate tax (“federal unified credit”) remained at $5 million, subject to annual inflation 

adjustments as of 2012 ($5.25 million in 2013). 

 In addition to these federal taxes, most states impose their own income taxes (like California, at a top rate of 

13.3% and New York at almost 9%) and some also impose separate estate taxes (like New York, at a top rate 

of 16%).  Depending on an individual’s state of residence, state taxes could increase the top total effective 

income and/or estate tax rates to near 50%. 

 

 

 

 



2013 Effective Federal Tax Rates*  

 

 

 

*   Includes estimated impact of Pease limitation (1.2%) and NII tax on capital gains, qualified dividends, and other 

passive income (3.8%). 

 

Lifetime Transfer Planning After ATRA 

 

Although basis considerations have always been a part of gift planning, prior to 2001, when the federal unified 

credit was relatively low ($675,000) and the top federal estate tax rate was relatively high (55%), lifetime gifts 

routinely made sense to remove assets and their future appreciation from the taxable estate to avoid the higher 

estate tax exposure.  Post-ATRA, however, the implementation of higher income tax rates, the NII tax, and 

“permanent” transfer tax rates and exemptions, combined with the effects of state taxes, increase the importance of 

considering the impact of long-term income tax consequences on the potential transfer tax benefits of lifetime gift 

strategies.  

 

Income or Estate Tax?  This issue initially arises due to the difference in the income tax basis of property received 

by lifetime gift versus by bequest.  

 Gifts.  The recipient typically takes a “carry-over” income tax basis in the gifted property.  Depending on the 

asset, a subsequent sale or other taxable disposition of the property generally results in capital gains tax to 

the recipient on the difference in the property’s fair market value when sold and its original, carry-over 

basis.  

 Bequests.  Generally, property received by bequest receives a “step-up” in income tax basis to the property’s 

fair market value as of the decedent’s date of death.   Thus, an immediate sale of the property by the 

beneficiary does not generate capital gain. 

As income and capital gains rates have shifted higher, including the addition of the NII tax, the possible income tax 

liability to the recipient of gifted property also increases, especially if the property transferred has a low tax basis 



and/or substantial potential for growth. Application of state income taxes only increases this exposure.  Conversely, 

the availability of a large, permanent federal unified credit that increases with inflation adjustments over time 

offers clients the ability to shelter more property from federal estate taxes and receive the benefit of a step-up in 

income tax basis for their heirs, a benefit magnified for residents of states that impose income taxes but not estate 

taxes.  Thus, the overall tax analysis of whether and what assets to gift during life, if any, has become considerably 

more complex.  

 

State Tax Impact.  The analysis of whether clients should make lifetime gifts will depend in part on the spread 

between the projected income or capital gains taxes (federal and state) due on the gain realized from the sale of 

gifted property as compared to the estate tax exposure (federal and state) applicable to inherited property.  Where 

the spread is small, lifetime use of the unified credit may not generate the greatest tax savings. 

 

Determining the spread requires a review of the state estate and income tax rates of the client’s and the recipient’s 

states of residence.  For example, California residents face a top federal and state capital gains tax rate of roughly 

38.3% (factoring in exposure to the NII tax and the Pease limitation), but only a 40% top estate tax rate, since 

California has not decoupled from the federal estate tax system – a 2.7% difference.  Compare to Washington state, 

which does not impose a separate state income tax but does have a state estate tax.  A Washington resident faces a 

top estate tax rate of 51.4% but only a 25% capital gains rate, a 26.4% difference.  With these disparities, the overall 

tax consequences between a gift and a bequest by a California resident and a Washington resident to another 

resident in the same state can vary. 

 

Example:  In 2013, A has an estate worth $15 million.  He wants to transfer real property worth $2 million (with an 

income tax basis of $500,000) to his only child, B.  A has a life expectancy of 10 years, expects all his property to 

double in value over that time, and will use his federal unified credit to shelter the transfer.  At the end of 10 years, 

A will die and leave his estate to B. B will then sell the real property, whether received by gift or bequest.  Assume 

(1) application of a single federal unified credit subject to a 2% annual inflation adjustment, (2) a 40% estate tax 

rate and a 38.3% capital gains tax rate if A and B are California residents, and (3) a 51.4% estate tax rate and a 25% 

capital gains tax rate if A and B are Washington residents. 

  

 

 



Based on the above, a gift between Washington residents would provide a tax savings for A’s family, while, as 

California residents, A and B would benefit more from the step-up in income tax basis received through a bequest 

at A’s death rather than making a lifetime gift of the property.      

 

Many Other Moving Parts.  In addition to the state tax considerations, there are numerous moving parts to this type 

of analysis, leaving few general “rules of thumb” in the post-ATRA tax planning world.  Determining if and what 

type of lifetime gift strategy will make sense for a particular family requires a highly fact specific analysis that 

includes a review of the:  

 Donor’s current and projected net worth and life expectancy, 

 Types of assets intended for transfer, their current and projected values and the future likelihood of their 

sale, and 

 Anticipated total (federal and state) income and transfer tax rates at the time of the planned gift and at the 

donor’s death in the donor’s and recipient’s state of residence.  

Unfortunately, projections of any type are always uncertain but especially with regard to the amount and timing of 

capital gains tax exposure, since it may be difficult to predict when or whether gifted property will be sold and what 

the gain may be at that time.  Thus, an income versus estate tax comparison should be only one of several factors 

considered in an individual’s overall plan. 

 

Where Life Insurance Planning Fits In 

 

As income and estate tax planning concerns continue to merge under the new tax laws, techniques that serve 

multiple objectives (e.g., income tax-deferral, estate tax minimization, retirement and liquidity planning, etc.) will 

likely have far greater appeal. Annuities and cash value life insurance products are a natural fit in this area as they 

can achieve numerous goals.  

 Deferred annuities delay the receipt and recognition of income for both income tax and NII tax purposes.  

  

 Life insurance offers income access and tax deferral by allowing withdrawals of cash value (up to the 

owner’s investment in the contract, assuming the policy is not a modified endowment contract) without 

imposition of income tax and NII tax.  Policy death benefits also are paid without imposition of income tax 

(and without imposition of estate tax if the policy is held in an irrevocable trust).  

  

 Acquiring life insurance in a trust that provides lifetime income access to a spouse (or allows an 

independent party to add the spouse as a beneficiary in the future) could support a  couple’s lifetime 

retirement planning while protecting the death benefits from estate tax at their death.  



 Life insurance planning continues to address traditional needs for life insurance, including family financial 

security and protection, liquidity, and “equalization” among heirs, particularly in blended family situations.  

  

 From an investment perspective, life insurance can provide both a mortality and market hedge, as most 

traditional estate planning techniques rely on variables like future asset appreciation and life 

expectancy.  In many cases, life insurance relies on neither, and, when held outside of the estate, can 

provide flexibility in weighing the costs and benefits of whether to gift or hold an asset for tax planning 

purposes.  As in the California example above, life insurance proceeds could offset the additional estate 

taxes from holding the real property until death and provide liquidity for the tax payment so the property 

would not need to be sold, unless desired. 

TAKE-AWAYS 

 In this post-ATRA tax world, sophisticated wealth transfer planning will require (1) a reasonable estimate of 

life expectancy, (2) a comprehensive review of an individual's assets, their fair market value and tax basis, 

and the potential for appreciation and/or income generation, (3) consideration of potential state tax 

consequences in both the donor’s and recipient’s states of residence, (4) identification of practical goals for 

retaining or transferring certain assets, and (5) a review of several models involving various types of 

transfers at varying time and anticipated tax rates. 

  

 Given this complexity, individuals will require an experienced advisory team that can work together to 

compile the necessary information, craft appropriate assumptions, calculate and model the projections, and 

implement a plan based on these projected outcomes. 

  

 Regardless, life insurance planning should remain a key component of any wealth transfer plan, given its 

ability to provide a mortality and market hedge, and its flexibility to serve multiple objectives, including 

income tax-deferral, estate tax minimization (facilitating asset retention, if desired), and retirement and 

liquidity planning. 

  

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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