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New York Tax Reform Relating to Estates and Trusts

On April 1, 2014, Governor Cuomo signed into law the Executive Budget for 2014-2015, which
contains a number of significant modifications to the New York estate tax rules. The legislation
also imposes New York income taxes on certain trust distributions of accumulated income made
to New York residents.

Increase in New York Estate Tax Exemption
The legislation increases the New York estate tax exemption over the next several years from

its prior level of $1,000,000 to an amount that will match the Federal estate tax exemption
beginning on January 1, 2019, as shown in the following chart.

Increase in New York Estate Tax Exemption

Period Exemption
Prior to April 1, 2014 $1,000,000
April 1, 2014 through March 31, 2015 $2,062,500
April 1, 2015 through March 31, 2016 $3,125,000
April 1, 2016 through March 31, 2017 $4,187,500
April 1, 2017 through December 31, 2018 $5,250,000

Increased to match Federal exemption

Beginning on January 1, 2019 (currently $5,340,000%)

*The Federal estate tax exemption is increased for inflation annually.

Unlike the Federal exemption, which is “portable” for married couples, any unused New York
exemption of the first spouse to die will not be available for use by the surviving spouse on his
or her subsequent death.

Phase Out of New York Estate Tax Exemption

Although the New York estate tax exemption is being increased substantially, the New York
exemption is rapidly phased out for New York taxable estates’ that exceed the exemption, and
the benefit of the exemption is eliminated entirely for New York taxable estates that exceed the
exemption by more than 5%.? Nonetheless, married couples whose combined net worth

! The taxable estate is, generally, that portion of an individual's estate that does not benefit from the marital or
charitable deductions from estate tax.

2 Under prior law, the New York exemption of $1,000,000 was also eliminated for taxable estates in excess of the
exemption.
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exceeds the New York exemption can, with proper planning, still get the benefit of the New York
exemption on the death of the first spouse to die through the use of a “two-share” estate plan,
as described below.

Planning for Married Couples Under New Legislation

The estate plans of many married couples are designed to maximize the assets available for the
use of the surviving spouse without incurring Federal estate tax on the first death and to
minimize the Federal and state estate taxes payable on the survivor's death. Many such plans
divide the estate of the first spouse to die into two shares: (i) the deceased spouse’s Federal
estate tax exemption, which is given to a trust for the surviving spouse and issue that will be
insulated from Federal and state estate taxes at the surviving spouse’s subsequent death, and
(i) the balance of the deceased spouse’s estate, which is given to the surviving spouse outright
or to a trust qualifying for the marital deduction.

A gift of the full Federal exemption on the death of the first spouse to die will result in a New
York estate tax so long as the Federal exemption exceeds the New York exemption by more
than 5% (which is expected to be the case until 2019, when the New York exemption is fully
phased in).® The following chart illustrates the estimated New York estate tax that would be
payable on the death of the first spouse to die if, prior to 2019, the first spouse to die makes a
gift of the full Federal exemption.

New York Estate Tax
on Gift of Federal Exemption*

Excess of Federal New York

New York Federal Over New York Estate Tax on

Exemption Exemption Exemption Excess
Prior to
4/1/2014 $1,000,000 $5,340,000 $4,340,000 $490,000
4/1/2014 $2,062,500 $5,340,000 $3,277,500 $490,000
4/1/2015 $3,125,000 $5,450,000 $2,325,000 $505,000
4/1/2016 $4,187,500 $5,560,000 $1,372,500 $520,000
4/1/2017 $5,250,000 $5,670,000 $ 420,000 $535,000
1/1/2019 $5,900,000 $5,900,000 $ 0 $ 0

*The Federal exemption for 2015 through 2019 is estimated based upon a projected annual increase for inflation of
2%. The calculation of the excess Federal exemption and the New York estate tax that would be imposed on such

excess are, therefore, also estimated.

% If an individual has already made lifetime taxable gifts, thereby reducing his or her Federal estate tax exemption, a
gift of the remaining Federal exemption would result in a New York estate tax only if the individual's remaining
Federal exemption exceeds the New York exemption. For example, if an individual who has made taxable gifts of
$5,000,000 prior to 2014 dies in 2014, a gift of the balance of his or her remaining Federal estate tax exemption of

$340,000 would not result in the imposition of a New York estate tax.
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In the earlier years, while the New York exemption is still significantly lower than the Federal
exemption, for many clients it may be appropriate to pay a New York estate tax in order to make
full use of the Federal exemption on the death of the first spouse to die. In particular, such a gift
permits the appreciation on the full Federal exemption (rather than the smaller New York
exemption) between the death of the first and second spouse to die to escape both New York
and Federal estate taxes on the death of the surviving spouse. As a result, use of the full
Federal exemption may result in an overall tax savings, even when the payment of the New
York estate tax is taken into account.* However, as the difference between the Federal and
New York exemptions narrows over time, paying the New York estate tax will become less
beneficial and eventually may result in an overall tax cost.

By way of example, as shown in the above table, if the first death occurs in 2014, a gift of the
full Federal exemption would result in a New York estate tax of $490,000 but would remove the
appreciation on an additional $3,277,500 from the estate of the surviving spouse. In contrast, if
the first death occurs in 2017, a gift of the full Federal exemption would result in an estimated
New York estate tax of $535,000 but would remove the appreciation on only an estimated
$420,000 from the estate of the surviving spouse. Thus, in some instances, it may be
appropriate to limit the estate tax exemption gift on the death of the first spouse to die to the
New York exemption, thereby making use of the New York exemption, and at least a portion of
the Federal exemption, without incurring a New York estate tax.

Married New York residents whose estate plans include a gift of the full Federal exemption on
the death of the first spouse to die should contact us to discuss whether they wish to revise their
estate plan in light of this New York tax law change.

Top Marginal New York Estate Tax Rate Remains 16%

A proposal to decrease the top marginal New York estate tax rate from 16% to 10% was not
incorporated into the final legislation, and, therefore, the top marginal estate tax rate remains
16%. However, because state estate taxes are generally deductible for Federal estate tax
purposes, the effective top marginal New York tax rate is 9.6% when the benefit of the Federal
deduction is taken into account. The top effective combined Federal and New York estate tax
rate, which applies to New York taxable estates exceeding $10,100,000, is 49.6%.

Certain Taxable Gifts Included in New York Taxable Estate

The new legislation curtails the ability to make death bed gifts to reduce the New York taxable
estate. A lifetime taxable gift> made between April 1, 2014 and December 31, 2018 by an

* If there is no appreciation during the life of the surviving spouse on the assets used to fund the Federal exemption
gift, there would be an overall tax cost as a result of paying the New York estate tax on the first death. Thus, the life
expectancy of the surviving spouse and the likelihood that the assets will appreciate in value would need to be
considered to determine whether the payment of the New York estate tax on the death of the first spouse to die is
appropriate.

° Generally, a “taxable gift” is a gift that does not qualify for the marital deduction, the annual exclusion or the
exemption for educational or medical expenses.
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individual who was a New York resident at the time of the gift will be subject to New York estate
tax on the donor’s subsequent death if (i) the donor dies within three years after making the gift
and (ii) the gift, when aggregated with the donor’s New York taxable estate, exceeds the New
York estate tax exemption in effect at the time of death.

Taxation of New York Resident Trust Beneficiaries

Under New York law, trusts established by New York residents (“resident trusts”) are, in
general, subject to New York income taxes. However, certain resident trusts, known as “exempt
resident trusts”, are exempted from the payment of New York income taxes. An exempt
resident trust is a trust created by a New York resident that (i) does not hold any property
located in New York, (i) has no New York resident Trustees and (iii) has no New York source
income. If an exempt resident trust is established in a jurisdiction, such as Delaware, that does
not impose a state income tax on such a trust, only Federal income taxes are paid on trust
capital gains and ordinary income accumulated in the trust.

While under the new legislation an exempt resident trust retains its income tax exempt status for
New York purposes, the legislation imposes income taxes on a New York resident beneficiary of
such a trust who receives a distribution of net income that was accumulated in the trust on or
after January 1, 2014, with certain limited exceptions and a potential offsetting credit for taxes
paid in another jurisdiction.

Despite the new legislation, there are still certain tax benefits associated with exempt resident
trusts. In particular, an exempt resident trust may result in (i) the avoidance of New York
income taxes on capital gains (which, in general, are taxed to the trust even if distributed to a
beneficiary), (ii) the deferral of New York income taxes on income accumulated in the trust and
(iii) the avoidance of New York income taxes entirely on accumulated income if the income is
eventually distributed to a non-New York beneficiary.

New York Income Taxation of “ING” Trusts

The legislation eliminates for New York residents a trust technique known as an “ING” trust (an
“incomplete gift, non-grantor trust”). The ING trust strategy was designed to avoid New York
income taxes on a trust created by a grantor for his or her own benefit. The new legislation
eliminates this technique by treating an ING trust as a “grantor trust” taxable directly to the
grantor for New York income tax purposes. This change is effective as of January 1, 2014, with
transitional relief available for an ING trust that is liquidated prior to June 1, 2014.

* * %

Please contact one of the attorneys in our Private Clients and Charitable Organizations Practice
Group if you would like to discuss the new legislation and its potential impact on your estate
plan.
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U.S. Treasury Circular 230 Notice

Any U.S. federal tax advice included in this communication was not intended or written to be used, and
cannot be used, for the purpose of avoiding U.S. federal tax penalties.
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