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2010 FEDERAL ESTATE TAX AND GENERATION-SKIPPING TRANSFER TAX

The first quarter of 2010 is over, the DOW is closing in on $11,000, a healthcare bill has
been passed providing 32 million uninsured Americans health insurance, yet we are still awaiting
the necessary remedies to the federal estate tax system. Since the inception of the Economic
Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) Congress has failed to remedy
the uncertainty of what would happen on January 1, 2010 when the federal estate tax and
generation skipping transfer tax (GST) were repealed for a year. Although the repeal created a
number of substantial benefits in 2010, there are a myriad of planning and administration
problems associated with the 2010 federal death tax rules. What happens if Congress reenacts
the prior tax rules, alters the 2011 rules or even worse, reenacts the prior tax rules retroactively to
the beginning of this year.

EGTRRA:
EGTRRA provided a number of estate and gift tax breaks by raising the unified credit




exemption amount incrementally to $3.5 million in 2009, lowering the marginal federal tax rate
from 55% to 45%, and providing a one year repeal of the estate tax and the GST tax in 2010.
The increased unified credit allowed individuals to transfer a greater amount of assets tax free at
death and lowered a decedent’s estate tax bill.

Benefits of 2010 Repeal of the Estate Tax and GST Tax:

In 2010, EGTRRA crescendoed: it repealed the federal estate tax and GST tax, reduced
the gift tax marginal tax rate to 35%, and altered the step up in basis rules. This is substantially
beneficial for decedents who pass away in 2010 as property transferred in 2010 can escape the
estate tax and GST tax. In 2010 it may also be beneficial to divert assets from a spouse and have
them pass directly to children or grandchildren. It may also be beneficial to create generation
skipping trusts for the benefit of grandchildren to avoid a hypothetical second layer of tax if the
property is transferred from parent to child and then from child to grandchild. Further, gifting in
2010, may be beneficial by deferring a portion of gift taxes to a future period. If the marginal tax
rate reverts back to 55% in 2011, one can obtain the 20% deferral (the difference between the
55% marginal tax rate and the current 35% gift tax rate) that will be paid at death or on a future
gift. Thus, this does have substantial benefits, however, nothing in life is as good as it appears as
outlined below.

Basis Step Up Issues:

With a repealed estate tax and GST tax, the original IRC § 1014 step up in basis is
limited, meaning the death time beneficiaries of assets may be burdened with future income
taxes arising from previously appreciated assets. This creates planning issues resulting in a
nightmare for estate administration in 2010. Under § 1022, there is now a modified carryover
basis meaning the basis step up is now limited to $3 million for a spouse and $1.3 million for non
spousal beneficiaries. As a general rule, it is now best to allocate this to property that has
appreciated substantially and would be subject to ordinary income tax rates of 35% as opposed to
the current capital rates of 15%. Thus, if property, such as a family business, has substantial
appreciation above these limits, the beneficiaries that receive such property will be forced to pay
taxes on the appreciation at a future sale.

This creates further problems and issues about fairness of distributions among
beneficiaries. An example would be a decedent having a $3 million distributable estate that
distributes $1 million of cash to Child 1, $1 million of capital assets with a basis of zero to Child
2, and $1 million of non-capital assets with a basis of zero to Child 3. Under the new § 1022,
only $1.3 million of basis can be increased. Ideally, for tax purposes, it would be best to allocate
$1 million to the non-capital assets Child 2 receives and $300,000 to the capital assets that Child
3 receives as it is best to allocate this to property that would be subject to ordinary income tax
rates of 35% first and then to property taxed at current capital rates of 15%. However, this
creates inequity for Child 3. He receives less than $1 million as he will need to pay capital gains
income taxes on $700,000 of remaining appreciation ($1 million FMV- $300 thousand step up
allocated) at a sale of the assets whereas Child 1 and Child 2 would not have any taxes to pay
with a fully stepped up basis. Even if a proper allocation was made so the children receiving the
capital and non-capital assets receive the same amount after tax, the child receiving cash will still
receive more and this would be an inefficient use of the basis step up amounts. Under the
original IRC § 1014, this problem does not exist as these assets will each have a basis of $1
million at the decedent’s death. The new rule may create family discord.




Last, the modified carryover basis rules create a nightmare for executors. To
implement the new rule the executor must find proof of the basis for every asset the decedent
owns or else it may be presumed at zero. What is the basis of an original oil painting that a
relative gave you nearly two decades ago? This requires much unnecessary research and work to
go through documents and receipts that may not be there. It increases the cost and complexity of
estate administration. Under the original § 1014, this is avoided as everything is merely marked
up to a FMV at the decedent’s date of death.

Future Planning and Current Document Modification Issues:

In addition to the § 1022 modified carryover basis rules, there are many planning and
administration issues relating to how Wills created under the non-2010 rules will be treated and
what the estate tax will look like for the rest of the year as well as in 2011. Advanced Estate
Planning techniques of using a martial trust and a residuary trust with clauses called “pecuniary”
and “reverse pecuniary” clauses may be problematic. These were used to take into account that
the unified credit amount changed from year to year in recent years, and allowed a trust to
automatically account for changes in the unified credit. This is further complicated in that many
clients use the non-marital/ residuary trust to immediately fund trusts for children after their
death. Pecuniary clauses may bequeath the lowest amount to a marital trust to reduce estate
taxes and place the rest in a residuary trust or reverse pecuniary clauses may place an amount
equal to the unified credit exemption into a residuary trust and give the balance to a marital trust.
Under the aforementioned first clause, $0 will be placed in the marital trust as this is the lowest
amount that would not raise federal estate taxes in 2010. This potentially may leave a widow
with no funding as the residuary trust is for the children. Under the second clause, since there is
no exemption amount, the residuary trust will receive $0 and the marital trust tax will be
overfunded at the expense of the children’s trust. This can result in a misallocation of assets.

In addition, it is uncertain whether and how to modify such provisions as it is uncertain
whether Congress will retroactively re-enact the estate tax and GST tax or what the estate tax
will look like in 2011 and thereafter. In 2011, the estate tax and GST tax is to return, but with a
marginal tax rate of 55%, a unified credit amount of $1 million, and the old step up in basis rules
under 8 1014. Thus many of the administration and planning problems discussed above may be
resolved then.

However, today it is uncertain whether to take advantage of the favorable GST or gift tax
rules or to patch one’s Will for one year. The benefits modifying a Will may be outweighed by
the costs of modification. Many individuals are taking a wait and see approach as Congress may
accelerate the 2011 rules, treat 2010 as under the 2009 rules, or any number of other possibilities.
Further, it is uncertain whether Congress will apply these changes retroactively to January 1,
2010, so that transfers made in hopes of taking advantage of the 2010 rules will be now fully
taxed at a higher rate. For example, if Congress makes the rules retroactive, then someone gifting
large sums to take advantage of the lower marginal tax rate of 35% may now be forced to pay
55%. Someone making a direct skip usually subject to GST in other years may now be subject to
an additional 55% GST under retroactive application.

Further, it may not be worth reviewing the costs of modifying a Will if you do not expect
to die in 2010 or if Congress will eventually remedy the issues created by the 2010 rules. Thus,
it is uncertain how to modify Wills and determining what Congress will do. It is like looking
into a crystal ball especially where this crystal ball is an amalgamation of a compromise between
many public and private interests. It may require the creation of many contingencies in a Will




based on Congress’ actions which may be expensive and futile as no one can see into the future
of what Congress may do.

Conclusion

In summary, the repeal of the estate tax and GST tax may appear to be beneficial on the
surface. However, by allowing these issues to sit and die like an unattended patient in the
hospital emergency room while an insured patient receives immediate medical attention,
Congress has created a number of estate administration and planning issues for both the client
and professionals involved in estate planning and administration. By not remedying this,
Congress has placed yet another burden of uncertainty on the same individuals who have created
much of the wealth and jobs for this country. If you feel strongly that these rules should be
remedied immediately as millions of people are in limbo waiting to see what changes and actions
will be taken, please write your local Congressional representative asking for immediate action
to be taken. Our focus now needs to be on jobs, closely held businesses, and taxes. A list of
representatives is below.
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Representative Glenn (GT) 202-225-  202-225- https://forms.house.gov/thompson/contact-
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Please visit our website: www.pozzuolo.com

UPCOMING SEMINARS

CONTINUING LEGAL EDUCATION/CONTINUING PROFESSIONAL EDUCATION (CLE/CPA)
SEMINARS FOR ATTORNEYS AND CERTIFIED PUBLIC ACCOUNTANTS

“A GRAYING POPULATION: ESTATE PLANNING FOR THE AGING MIDDLE CLASS SUBURBAN
CLIENT” presented by JOSEPH R. POZZUOLO, ESQUIRE AND LISA A. LEGGIERI, ESQUIRE on
FRIDAY, MAY 7, 2010 AT NEUMANN UNIVERSITY

“CURRENT TRENDS IN EMPLOYMENT LAW: DISCRIMINATION THROUGH THE FAMILY
MEDICAL LEAVE ACT” presented by JUDITH P. RODDEN, ESQUIRE AND LESLEY M. IBANEZ,
ESQUIRE on FRIDAY, MAY 13, 2010 AT NEUMANN UNIVERSITY.

“HOW TO INTEGRATE AN ESTATE PLAN FOR SUCCESSION PLANNING FOR A SUBURBAN
CLOSELY HELD BUSINESS INCLUDING ETHICS” presented by JOSEPH R. POZZUOLO, ESQUIRE
AND JEFFREY H. SMITH, ESQUIRE on FRIDAY, MAY 21, 2010 AT NEUMANN UNIVERSITY

More info can be found at: http://www.pozzuolo.com/Seminars.shtml

Publications

All of the following professional publications and past newsletters written by attorneys of
this office are available by clicking here: http://pozzuolo.com/Pubs Articles.shtml

Corporate/Tax

Design Buy-Sell Agreements For Maximum Utility
Deferred Compensation Rewards And Retains Key Employees

How To Use Non-Qualified Deferred Compensation Arrangements As A Business, Retirement And Tax Planning
Tool

Protecting A Client’s Business From Unfair Competition Using Restrictive Covenants

Money Purchase Pension Plan Falls Out Of Favor

Why An Employment Contract Is Mandatory

What Type of Qualified Corporate Retirement Plan Best Serves Your Business, Tax And Retirement Needs
Structuring Loans From Qualified Plans — How To Handle The Strict Tax Rules

How An S Corporation Avoids The Double Taxation Incurred When Excessive Compensation Is Treated As A
Dividend

Bankruptcy — How To Prevent It And How To Cope With It Should It Happen To Your Business




How To Look, Act And Sound Like A Professional Corporation
How Mortgage Lenders Should Draft Broker Agreements To Avoid RESPA Violations

How to Structure a Suitable Buy-Sell Agreement

Estate Planning
The Limited Liability Company — A Sophisticated Tool For Estate Planning

Diversify Strategies For An Effective Estate Plan

Use Wills To Maximize Family Protection And Minimize Tax

Six Proven Estate Planning Techniques

Divorce Raises The Need For Performing An Estate Planning Review

Divorce and Estate Planning

Remarriage Situations Can Raise Special Estate Planning Considerations

College Funding Tool Offers Estate Planning Advantage

Drafting The Durable Power Of Attorney For Wealth Protection Purposes

Why Living Wills — Advance Directives Are An Essential Part Of Estate Planning
Special Needs Trust — An Estate Planning Tool For The Disabled

Adapt Estate Planning Strategies to Fit the Needs of Same-Sex Couples

Actual resolution of legal issues depends upon many factors, including variations of facts and
state laws. This newsletter is not intended to provide legal advice on specific subjects. Itisto
provide insight into legal developments and issues. You should always consult with legal counsel
before taking any action on matters covered in our updates.
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