
 
 

 

 

Possible Estate Tax Reform in 2021 
What’s contained in Congress’ proposal and how it might impact you 

(as of October 15, 2021)

Congress is currently debating possible changes to the tax code. Unfortunately, the political uncertainty and evolving 

legislative text has made planning for these possible changes difficult. Since this is ongoing, we don’t know what 

items will be contained in final legislation, if any.  We do know that you should talk to your legal and tax advisors 

now, while there still might be time to take protective maneuvers. 

Gift and Estate Tax Exemptions 

The Tax Cuts and Job Act of 2017 (“TCJA”) increased the gift and estate tax exemptions, effective in 2018. Prior to 

TCJA, the exemptions were $5 million per person in 2011, adjusted annually for inflation. In 2017, the exemptions 

were $5.49 million. Starting in 2018, TCJA doubled the 2011 exemption from $5 million to $10 million before the 

inflation adjustment. As a result, here are the exemptions for the last few years (and into next year): 

 Per person Per married couple 

2018 $11,180,000 $22,360,000  

2019 $11,400,000 $22,800,000 

2020 $11,580,000 $23,160,000 

2021 $11,700,000 $23,400,000 

2022 $12,060,000 (est.) $24,120,000 (est.) 

Absent any actions by Congress, these higher exemptions amounts are set to automatically “sunset” after 2025 to the 

pre-TCJA 2011 amount of $5 million, but still adjusted for inflation. If the sunset occurs as currently scheduled, the 

exemptions would be approximately $6.5 million per person in 2026. 

The House of Representatives proposed accelerating the sunset to the end of 2021. If passed, the exemptions would 

be approximately $6 million1 per person in 2022. Notably, the Senate Finance Committee did not include an 

accelerated sunset in their working document,2 so whether a sunset is included in a final legislation remains unclear.  

Possible Action – Use the Exemption Now, Before Sunset 

In anticipation of sunsetting being accelerated from 2026 to 2022, clients facing a possible estate tax bill may want to 

explore making large gifts before the end of 2021. Making a gift now uses today’s large gift tax exemption and allows 

the donor to avoid an out-of-pocket gift tax on gifts within the exemption amount. Even though using the gift tax 

exemption effectively lowers the estate tax exemption available to the donor at death, the gift also removes any 

future appreciation of that gift from the donor’s estate.  

When using the gift tax exemption, the pre-TCJA portion is used first, before any part of the TCJA increased portion of 

the exemption.  And once sunset occurs, any unused TCJA increased portion is removed and lost. So, for example, a $7 

 
1 Without the TCJA increase in the exemptions, the 2021 exemptions would be approximately $5.85 million.  
2 The House has actually introduced a bill while the Senate Finance Committee merely has a working document.   

https://www.congress.gov/bill/117th-congress/house-bill/5376/text
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million gift in 2021 would first use the pre-TCJA exemption of $5.85 million; the balance of the gift would then use 

only $1.15 million of the additional $5.85 million TCJA increase; the remaining $4.7 million of the TCJA increase would 

be unused. If the same taxpayer made an $11.7 million gift in 2021 (before sunset), none of the TCJA increased portion 

would be lost upon sunset because it would be used on this gift. In both instances, because the entire pre-TCJA gift tax 

exemption was used, the donor would have $0 estate tax exemption left upon sunset.3  

There should be no downside to using the TCJA portion on gifts before sunsetting occurs, as the federal government 

has in the past provided assurance that there will be no “claw back.” That is, making gifts today that escape gift tax 

only because they fit within the current large exemption will not lead to a later imposition of gift tax or estate tax just 

because later gifts or the estate exceed a lower exemption amount after sunset.4    

Possible Action – Use the Exemption of Only One Spouse Now 

Even though a wealthy married couple could make gifts over $20 million before sunsetting occurs without triggering a 

gift tax, they might not yet be comfortable parting with that much wealth. But what if they were comfortable giving 

away about half that much; how should they best use today’s large exemption? One possible solution is for one 

spouse to use most or all of that individual’s exemption with a large gift while preserving all of the other spouse’s pre-

TCJA exemption.  

Let’s look at an example where we assume that the exemption will decrease to $6 million per person starting in 2022. 

Example: Husband and Wife are together worth $22 million. They are willing to give $10 million in 2021 to their 

children.  

1. In 2021, Husband and Wife together make a $10 million dollar gift ($5 million from each). This means 

that after sunset, each spouse retains a $1 million exemption. Both die in 2022, when each still owns $6 

million of assets. Of their initial $22 million net worth, $12 million passes free of gift and estate tax ($10 

million by gift, $2 million at death).5 The remaining $10 million is subject to a 40% estate tax.  

2. In 2021, Husband alone makes a gift of $10 million, using all his pre-TCJA exemption and most of his TCJA 

increased portion. Wife makes no gift at all, so her entire exemption remains unused. Both Husband and 

Wife die in 2022. Husband has no remaining exemption, but Wife has her $6 million pre-TCJA exemption 

available. Together they pass $16 million6 free of gift and estate tax and only $6 million is subject to 40% 

estate tax.  

In the first instance, $4 million is paid in estate taxes.7 In the second, $2.4 million is paid in estate taxes.8   

Grantor Trust Reform 

Both the House and Senate proposals add a ground-breaking feature to estate tax law, in that it would pull any assets 

of a trust that is also a “grantor trust” into a grantor’s estate. This could easily put many irrevocable trust assets into 

 
3 The taxpayer’s future gift tax exemption and estate tax exemption could ultimately increase due to inflation indexing that occurs  after sunset. 
4 Treas. Reg. § 20.2010-1(c). 
5 ($5M gift * 2) + ($1M estate tax exemption * 2) = $12M. 
6 Husband’s $10M gift + Wife’s $6M estate tax exemption = $16M. 
7 ($22M – $12M) * 40% = $4M. 
8 ($22M – $16M) * 40% = $2.4M. 
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the grantor’s estate since many irrevocable trusts are drafted as grantor trusts. It would negatively impact Spousal 

Lifetime Access Trusts (SLATs) and change the way attorneys draft Irrevocable Life Insurance Trusts (ILITs)  and SLATs.  

First, some background. 

In the world of gift and estate taxes (transfer taxes) –  

• Revocable trust assets are in the grantor’s estate, but  

• Irrevocable trust assets are not in the grantor’s estate (at least this is generally true, particularly if the grantor 

does not also hold another interest in the irrevocable trust, such as being a beneficiary). 

In the world of income tax, the revocable vs. irrevocable trust distinction is not as determinative. If a trust contains 

certain provisions found in the “grantor trust” Code sections of 671 – 679, the trust itself does not owe income tax on 

income that it receives or that its assets generate. Instead, someone other than the trust owes the income tax on this 

income. This other person is usually the individual grantor, and such trusts are called “grantor trusts.” 

• All revocable trusts are grantor trusts. This is so well established that most people do not bother referring to 

revocable trusts as grantor trusts. A revocable trust is generally identical to the individual grantor for both 

transfer tax purposes and income tax purposes. 

• Irrevocable trusts are another matter. 

o Many irrevocable trusts are not grantor trusts (dubbed simply “non-grantor trusts”). Such trusts pay 

their own income tax at rates applicable to trusts. These trusts are separate from the individual 

grantor for both transfer tax purposes and income tax purposes. 

o Many other irrevocable trusts, however, are grantor trusts.9 These trusts have a dual nature that is 

somewhat nonintuitive.  They are considered separate from the individual grantor for transfer tax 

purposes (i.e., not estate taxed) but are considered one and the same with the grantor for income 

tax purposes. 

There are multiple provisions that can make a trust a grantor trust. Some of these are triggered even if the trust is 

irrevocable and the grantor himself has no power over or interest in the trust. For example, under IRC Section 677(a), 

a trust is generally a grantor trust if the income of the trust is or may be: 

• Used to pay life insurance premiums on the life of the grantor or the grantor’s spouse, and/or 

• Distributed from the trust to the grantor or the grantor’s spouse, or held for such distribution in the future.  

Currently, an irrevocable trust can be written so as to invoke the above-described grantor trust statutory provisions 

without causing estate inclusion. For example, a provision that permits using income of the trust to pay premiums on 

a policy that insures the grantor or the grantor’s spouse is commonly placed in ILITs but does not cause estate 

inclusion. Also, the ability of the trust to make distributions of income of the trust to the grantor’s spouse – albeit not 

 
9 Grantor trusts are also often called “Intentionally Defective Grantor Trusts” or “IDGTs,” particularly when they are irrevocable trusts. 
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back to the grantor himself – is a main feature of SLATs, and this provision generally does not put the trust’s assets in 

the grantor’s estate.10   

If the proposed statute becomes law, thereby putting any grantor trust in the grantor’s estate, it seems that drafting 

attorneys would have to make big changes in the future, perhaps including: 

• ILITs would have to be drafted differently. For example, the trust could prohibit paying the premium from the 

income of the trust. 

• SLATs would have to be drafted very differently. For example, the trust could prohibit making distributions to 

the grantor’s spouse from the income of the trust. Unfortunately it is not clear that doing this is all that easy 

while keeping it a SLAT, and it is also possible that other provisions would need to be changed.11  

Effective Date 

The new law would apply to: 

• Any grantor trust created on or after the date that the law is enacted; and 

• Any grantor trust created before the law is created, but only if there is a new “contribution” to the trust after 

the law is created. Stated another way, if a grantor trust is an irrevocable trust and is thus excluded from the 

estate before the new law, it remains out of the estate (grandfathered) as long as no new contributions are 

made to the trust.   

o Presumably, “contributions” refers to gifts to the trust, and grandfathering would not be lost if the 

grantor merely loaned money or assets to the trust. 

o If any new contribution is made after the effective date, a portion of the trust attributable to those 

new contributions would be included in the estate. 

Possible Actions for Existing ILITs 

Below are some actions that might be considered by those with existing ILITs. Of course, none of these actions should 

occur without the parties first talking to their attorneys and/or accountants. Try to have these conversations soon, as 

we don’t know if or when any new law may be passed. 

• Large gift. Make a large gift of income producing assets to the ILIT prior to the date of enactment. Not only 

might this take advantage of the current large gift tax exemption before it sunsets, the trust could remain a 

grantor trust and continue to be excluded from the taxable estate as long as no further gifts are made to the 

ILIT. The trustee could use the trust assets to make future premium payments for a trust-owned policy.  

• Loans. Instead of the grantor making annual gifts to pay premiums, the grantor or a third party might lend 

money annually to the ILIT. To prevent future imputed gifts of interest amounts, the loan must charge a 

 
10 Part of the income tax (grantor trust) vs. estate tax dichotomy is because the grantor trust rules generally impute any power or interest held by 
the grantor’s spouse to the grantor himself, whereas this imputation does not generally occur under estate tax rules. As such, estate tax inclusion 
generally does not occur if the grantor gives assets to an irrevocable trust that benefits the grantor’s spouse but does not benefit the grantor. See 

IRC §§ 2036 and 2038. 
11 Other grantor trust provisions might snag the trust, such as the provision that makes it a grantor trust if the grantor or the grantor’s spouse holds 
a “reversionary interest.” See IRC §§ 672(e) and 673. 
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market rate of interest. Unless the ILIT has other assets available to pay the lender the interest annually, the 

interest will need to accumulate. Death benefit could be used to repay the loan principal and interest.  

• Paid up policy. Existing life insurance might be able to be taken paid up. No future premiums are then owed. 

Check with your financial advisor to determine the impact of going paid up on the life insurance policy.12  

• Turn off grantor trust status. The trust document might give the grantor, trustee, or a trust protector the 

ability to convert the trust into a non-grantor trust before the new law is enacted. Doing so would allow the 

grantor to continue to make annual gifts to the irrevocable non-grantor trust without causing estate 

inclusion. Turning off grantor trust status on a trust which is not already grandfathered constitutes a gift.  

• Trust reformation. If the trust document does not allow the trust to be converted to a non-grantor trust, it 

may be possible to do so by reforming the trust under state law. Sometimes this can be done without court 

involvement (known as a non-judicial agreement), but sometimes court approval is needed.  

• Distribution of trust assets. The trustee may be able to distribute ILIT assets (including a life insurance policy) 

to trust beneficiaries. Also, the trustee may be able to distribute the ILIT assets to another trust that is not a 

grantor trust, through a decanting provision in the trust and/or in state law, or through an appropriate 

distribution provision in the trust. The grantor could then make annual gifts to the new policyowner(s) – trust 

or individuals – to pay premiums. One downside is that individually-owned assets might not get the layer of 

control and creditor protection afforded by a trust. 

Sales to and from Grantor Trusts 

Being a grantor trust has long carried another result that taxpayers often use in estate planning. Specifically, an 

individual grantor can buy and sell assets in and out of that individual’s own grantor trust without either party 

recognizing gain or loss, and with the asset having a carryover basis in the hands of the new owner. This permits an 

individual who holds an asset with a large amount of built-in gain to sell it to an irrevocable grantor trust – often for 

installment payments rather than a lump sum – without triggering any income tax.  Simultaneously, there are 

favorable gift and estate tax results. Because it is a sale, no gift tax is owed and no gift tax exemption is used. And 

because the new owner is an irrevocable trust, any post-transfer appreciation of the assets escapes estate tax.   

In an apparent attempt to put an end to this technique, the proposed new law contains a provision that states that if a 

grantor sells assets to an irrevocable grantor trust that is subject to the new law, then gain would be recognized.   

It is not clear that such a provision is all that necessary. The technique of selling appreciated assets to an irrevocable 

grantor trust would presumably be far less attractive if the new bill becomes law, as the asset sold to the grantor trust 

(and its appreciation) would no longer be outside the grantor’s estate. We probably would not see many new 

attempted sales to grantor trusts, at least not for traditional reasons. 

  

 
12 A trustee may charge an annual fee, even for a paid up policy in an ILIT. The grantor’s payment of that fee is a gift which would cause at least 
partial estate inclusion under the proposed changes. The grantor and trustee should explore other options for payment of the fee, including loans.  
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Valuation Discounts 

Currently, transfers of fractional interests in a closely-held business or similar entity are permitted to be “discounted” 

when valued for gift and estate purposes. For example, a parent might give to a child a 30% interest in a family limited 

partnership (FLP) but value the gift at something lower than 30% of the FLP’s overall value. Instead, the value of the 

FLP interest given to the child might be reduced, or discounted, due to it being a non-voting interest or lacking 

marketability. The proposed legislation largely eliminates this discounting to the extent the entity holds non-business 

assets, such as marketable securities or other passive assets that are not used in the active conduct of a trade or 

business. Generally, under the proposed law, the non-business assets are not included in the valuation of the entity 

and are treated as transferred directly to the child without any discounts. Certain passive assets such as real estate in 

which the transferor materially participates would still be treated as a business asset if those assets are used in the 

active conduct of a trade or business.  

Possible Actions 

If you already have an entity such as a family limited partnership or family LLC (which often hold non-business assets), 

consider giving away fractional interests now. It may still be possible to take advantage of current valuation discounts 

while retaining control of a business entity.  

Talk to your financial advisor and estate planning attorney now 

Current law could be changing. Talk to your financial advisor and estate planning attorney now about whether it 

makes sense to make changes to your ILIT, use the higher exemption amounts, fund a grantor trust, and/or take 

advantage of valuation discounts to transfer wealth.   

 

 

 

 

 

 

This publication is not intended as legal or tax advice. This information is intended solely for the information and 
education of Northwestern Mutual financial representatives, their customers, and the legal and tax advisors with 
whom they work.  It must not be used as a basis for legal or tax advice and is not intended to be used and cannot be 
used to avoid any penalties that may be imposed on a taxpayer. Northwestern Mutual and its Financial 
Representatives do not give legal or tax advice.  Taxpayers should seek advice regarding their particular 
circumstances from an independent tax advisor.  Tax and other planning developments after the original date of 
publication may affect these discussions. Not all Northwestern Mutual representatives are advisors. Only those 
representatives with “Advisor” in their title or who otherwise disclose their status as an advisor of Northwestern 
Mutual Wealth Management Company (NMWMC) are credentialed as NMWMC representatives to provide advisory 
services 


