ESTATE TAX CHANGES

On December 17, 2010, the President signed legislation (hereinafter the “Act”), which extends the so-called “Bush Tax Cuts” for a two year period. From an estate planning perspective, the Act provides clients with certain tremendous, but temporary, estate planning opportunities. Below are the highlights of the Act that impact your estate plan. 

Estate Tax. Had the Act not passed, there would have been a large increase in federal estate and gift taxes on January 1, 2011. The estate tax exemption would have dropped to $1 million per person and estates worth more than the exempt amount would have been taxed at a top rate of 55%. The Act increases the federal exclusion amount for individuals dying in 2011 or 2012 to $5 million (adjusted for inflation beginning in 2012) and the maximum estate tax rate for estates with assets exceeding this amount is 35%. At these levels, the vast majority of estates will not be subject to any federal estate tax. 

Tax Basis. Beneficiaries will receive a step-up (or down) in basis in assets they inherit from decedents dying in 2011 or 2012 for calculating gains for income tax purposes upon the sale of those assets. Property with a stepped-up (or stepped-down) basis receives a basis equal to the property’s fair market value on the date of the decedent’s death (or on an alternate valuation date). 

Step-Up Basis Option for 2010. Estates of decedents dying in 2010 have the option to elect to apply (1) the estate tax based on the new 35% top rate and $5 million exemption, with stepped-up basis or (2) no estate tax and modified carryover basis, which allows an aggregate increase in basis up to $1.3 million for assets left to anyone by the decedent, with an additional aggregate basis increase of up to $3 million for property passing to a surviving spouse, with other estate property taking a carry-over basis equal to the lesser of the decedent’s basis or the fair market value of the property on the decedent’s death. The personal representative has until September 17, 2011, to file an estate tax return and make this election. 

Portability of Exclusion Amount. Under the Act, individuals dying in 2011 or 2012 (but not those dying in 2010) can pass any unused estate tax exemption on to their surviving spouses. To transfer the remaining exemption, the individual’s personal representative must file an estate tax return (even if one would not otherwise be required) and elect to allow the surviving spouse to use the exemption. 

2010 Gifts. The Act does not change the gift tax rules for 2010. Any 2010 gifts in excess of the annual exclusion ($13,000 per donee) will reduce the donor’s $1 million lifetime exemption, and gifts in excess of this amount are subject to a 35% gift tax. 
2011 and 2012 Gifts. For gifts in 2011 and 2012 the lifetime gift tax exclusion is increased to $5 million (adjusted for inflation in 2012). Gifts in excess of the annual exclusion ($13,000 per donee) will reduce the estate tax exemption available at death. 
Charitable IRA Rollover Extended. The Act extends through 2011 the ability for individuals over 70 ½ to make direct transfers of up to $100,000 per year from Individual Retirement Accounts to qualified public charities without paying an income tax on the gifted funds. Further, donors can elect that transfers completed by January 31, 2011, be deemed made in 2010 for tax purposes, and those gifts will count toward the donor’s 2010 minimum withdrawal requirements

The GST Tax. The Act reinstates the GST tax for transfers that skip a generation made after December 31, 2009, but transfers made during 2010 are taxed at a 0% rate. The GST exemption amount in 2011 and 2012 is $5 million. Transfers made after 2010 are taxed at 35% to the extent they exceed the exemption amount. For personal representatives of large, complex estates the new GST rules are complicated and may require rethinking decisions regarding the timing of distributions and the allocation of the decedent’s GST exemption. 

Expiration of the Act. On January 1, 2013, the Act expires and the federal estate, gift, and GST tax rates return to pre-2001 levels which include increased tax rates of up to 55% and decreased exemption amounts of $1 million, adjusted for inflation. The good news is that the Act provides a tremendous, but temporary, opportunity for wealthy individuals to transfer significant levels of assets to family members free of gift and GST taxes, but only for the next two years. 

Rhode Island Estate Tax. The Rhode Island estate tax exemption increased from $850,000 in 2010 to $859,350 in 2011 with a top Rhode Island estate tax rate of 16%. 

Massachusetts Estate Tax. The Massachusetts Estate tax exemption remains at $1 million with a top Massachusetts estate tax rate of 16%. 

Florida Estate Tax. As a result of the repeal of the federal state death tax credit in 2004, there is no Florida estate tax. 

