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Estate tax repeal in 2010 raises transfer tax issues P
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The estate tax officially disappeared on Jan. 1, 2010. This temporary estate tax repeal was Partner
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2001, which included several other important transfer tax changes for 2010.
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In addition, beginning for one year on Jan. 1, 2010, the gift tax is reduced to 35 percent, T 202.521.1511

the generation-skipping transfer (GST) tax is repealed and the step-up-basis rules at death E Fran.Schafer@gt.com
are severely limited. www.GrantThornton.com/tax

This drastic and temporary change in transfer tax rules raises many issues for taxpayers
with carefully crafted estate plans. Opportunities and concerns are magnified by the
scheduled return to 2000 transfer tax rules beginning in 2011. The outlook is also
complicated by the prospect of congressional action to change the 2010 rules — action
that could be retroactive to Jan. 1, 2010, and extended into 2011 and beyond. Before
making any decisions, taxpayers should understand the current rules and political outlook,
and consult an estate planning professional.

Current law

In 2009, the exemptions for the estate tax and GST tax reached $3.5 million per spouse,
and the top rate of each was reduced to 45 percent. The gift tax exemption in 2009
remained at $1 million, while the top rate was reduced to 45 percent. In 2010, the estate
and GST taxes both disappear completely, while the gift tax (with the $1 million
exemption) is reduced to 35 percent.

In 2011, the transfer taxes are scheduled to revert to the law in place before 2001. That
means the gift, estate and GST taxes will be reunified with top rates of 55 percent and an
exemption of just $1 million. Only the GST exemption will be indexed for inflation. (See
table 1).
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Table 1

Estate, gift, and generation-skipping tax rates and exemptions under current law

Estate tax Gift tax GST tax

Exemption Top rate Exemption Top rate Exemption Top rate
2009 | $3,500,000 45% $1,000,000 45% $3,500,000 45%
2010

Estate tax Estate tax $1,000,000 3506 GST tax GST tax

repealed repealed repealed repealed
2011+ $1,000,000

$1,000,000 55% $1,000,000 55% (+inflation 55%

adjustment)

Besides the exemptions and rates, there are several other transfer tax rules that will change
over the next two years. In 2011 the state death tax credit, which was repealed for several
years, will return. 2010 also includes several one-year changes. New Section 2511(c) is
effective for gifts made after Dec. 31, 2009, but sunsets after 2010. It could limit some
estate planning techniques involving grantor trusts as it treats transfers to trusts as a gift
unless the trust is wholly owned by the donor or the donot’s spouse.

Most importantly, the automatic step-up in basis at death disappears in 2010. Previously,
heirs were allowed to “step-up” the basis of inherited property to the property’s value at
the time of the decedent’s death. The basis of property inherited in 2010 will be limited to
the lesser of its basis in the hands of the decedent or its value at the time of death. Estates
will be able to allocate just $1.3 million in basis to increase the bases of assets up to their
value at the time of death, while another $3 million can be used to increase the bases of
assets given to a surviving spouse.

Political outlook

Democratic lawmakers have announced their intention to reinstate the estate and GST tax
for 2010 and possibly make this change retroactive so that it applies to the entire year.
This effort could run into political and legal challenges, but it is important to remember
that it is possible a retroactive change could be enacted and upheld by the courts.

It is also possible that Congress will enact a purely prospective change to the estate tax for
2010, or the retroactive portion of the tax could be struck down by courts. If Congress
proposes a prospective change to the estate, gift and GST tax for part of 2010, lawmakers
are likely to use an effective date of the day the bill is introduced. This would prevent a
rash of gifts being made as taxpayers scramble to take advantage of the time between a
bill’s introduction and its enactment.

Most Democrats support extending 2009 transfer tax rules permanently to prevent both
estate tax repeal in 2010 and the return to 2000 law in 2011. The House in 2009 voted 225
to 200 in favor of an estate tax bill (H.R. 4154) that would permanently extend the 2009
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exemption of $3.5 million and top rate of 45 percent. This bill did not index the
exemption for inflation.

With a slimmer Democratic majority and several —
. . able
conservative Democrats, Senate leaders will have 2 BN eRey Rt ule L R A

more difficult time passing an estate bill. They may |l

be forced to compromise with Republicans, who Per spouse | Top rate
would be trading the temporary repeal in 2010 for S
better permanent rates and exemptions. Sens. Jon Current law $1 milion 55%
Kyl, R-Ariz., and Blanche Lincoln, D-Ark., have '(':_? ;5355'!) $3.5 billion 45%
proposed a compromise with a $5 million : —

Kyl/Lincoln $5 million 35%

exemption and top rate of 35 percent, which could | compromise

also be phased in gradually.

Democrats could attempt a short-term fix that covers only 2010 and possibly 2011 — and
then return to the issue later. It is unclear whether any estate tax legislation will address
issues besides the rates and exemptions, such as the return of the state death tax credit and
Section 2511(c). Many observers believe it is likely that any legislation will retroactively
restore the basis “step-up” rules for all decedents’ estates in 2010, even if the estate tax
itself is not retroactively reinstated for the entire year.

Implications

The current, future and potential changes in the law present an excellent opportunity for
taxpayers to consult with their estate planning professionals. In many instances, estate
planning documents may need to be revised to plan for these changes. In addition, other
potential opportunities presented by these changes in the law should be explored.

The potential swings in the exemptions and rates from year to year (or even month to
month depending on legislation) also could have implications for many estate planning
techniques that use formulas based on rates and exemptions to divide and dispose of an
estate. The potential for rule changes in basis step-up and Section 2511(c) — if left in
place for 2010 — could also affect planning strategies. Contact an estate planning
professional for advice about dealing with your specific situation.

Any transfers or estate planning techniques based on the current repeal of the GST tax
and a gift tax rate of 35 percent should be considered with care, due to the possibility of
retroactive reinstatement of the GST tax and a retroactive increase in the gift tax rate. If
you are considering such a strategy, it will be important to contact an estate planning
professional to examine all the possible scenarios.

The information contained berein is general in nature and based on authorities that are subject to change.
1t is not intended and should not be construed as legal, acconnting or tax advice or opinion provided by
Grant Thornton LLP to the reader. This material may not be applicable to or suitable for specific
circumstances or needs and may require consideration of nontax and other tax factors. Contact Grant

© 2010 Grant Thornton LLP
All rights reserved
U.S. member firm of Grant Thornton International Ltd



Thornton LLP or other tax professionals prior to taking any action based upon this information. Grant
Thornton LLP assumes no obligation to inform the reader of any changes in tax laws or other factors that
could affect information contained herein. No part of this document may be reproduced, retransmitted or
otherwise redistributed in any form or by any means, electronic or mechanical, including by photocopying,
Sfacsimile transmission, recording, re-keying or using any information storage and retrieval system without
written permission from Grant Thornton LLP.

Tax professional standards statement

This document supports the marketing of professional services by Grant Thornton LLP.
It is not written tax advice directed at the particular facts and circumstances of any person.
Persons interested in the subject of this document should contact Grant Thornton or
their tax advisor to discuss the potential application of this subject matter to their
particular facts and circumstances. Nothing herein shall be construed as imposing a
limitation on any person from disclosing the tax treatment or tax structure of any matter
addressed. To the extent this document may be considered written tax advice, in
accordance with applicable professional regulations, unless expressly stated otherwise, any
written advice contained in, forwarded with, or attached to this document is not intended
or written by Grant Thornton LLP to be used, and cannot be used, by any person for the
purpose of avoiding any penalties that may be imposed under the Internal Revenue Code.
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