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Estate Tax Legisiation in 2009:
Avoiding the Train Wreck

hen Congress enacted the Eco-
w nomic Growth and Tax Relief

Reconciliation Act of 20011
(“EGTRRA”), 2010 seemed like
a time in the distant future. EGTR-
RA contained the promise of a one-
year repeal of the estate tax, in
2010, followed by a reversion to
prior law (with a $1 million exemp-
tion) in 2011. Now 2010 is nearly
upon us, and Congress needs to act
swiftly to avoid the train wreck that
they put into play in 2001. All indi-
cations are that 2009 will be the
year to stop the train.

What is in play

The obvious issues in play are the
estate tax exemption levels and
rates. Also under discussion are
whether to make the exemption
portable between spouses, whether
to re-unify the gift tax and the estate
tax, and whether to reinstate the
state death tax credit. We’ll review
each of these issues in turn.

Exemption levels. Prior to the
enactment of EGTRRA, the exemp-
tion level for the gift tax, the estate
tax and the generation-skipping
transfer (“GST”) tax was $1 mil-
lion. In 2001, Congress enacted a
series of changes to the exemp-
tion level for the estate tax and the
GST tax, but left the gift tax exemp-

tion at $1 million. Specifically,
the estate tax exemption increased
to $1.5 million in 2004, $2 million
in 2006, and $3.5 million in 2009.
For the year 2010, the estate tax
was to be repealed and, due to the
operation of a sunset provision,
in the year 2011, the estate tax was
to return with a $1 million exemp-
tion level. While some Republicans
claimed to have repealed the estate
tax, the truth was that Congress
simply set the scene for further leg-
islation by putting untenable pro-
visions into law.

Actual reduction of the exemp-
tion level is politically difficult.
Thus, during the presidential cam-
paign season, Democratic candi-
dates proposed to freeze the exemp-
tion level at its 2008 level of $2
million. Now that the $3.5 mil-
lion exemption has gone into effect
in 2009, President Obama has pro-
posed to freeze the exemption at
that level. While the President’s pro-
posal still lacks detail, Congress has
moved forward in the budget
debates. The concurrent resolution
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on the budget, as passed by both
houses of Congress, calls for the
estate tax exemption to be made
permanent at $3.5 million.2 Again,
there is no detail on the proposal,
only a policy statement that says
that only a small fraction of people
should be subject to the estate tax,
and the general statement that 2009
law should be made permanent.

While Republican members of
Congress continue to introduce
stand-alone bills calling for repeal
of the estate tax,3 the rumor in
Washington is that Republican
Congressmen know that there are
not nearly enough votes for estate
tax repeal to carry the day. Con-
sequently, according to the rumor,
the Republicans’ real position now
is to support a $5 million exemp-
tion level in lieu of repeal.

At the other end of the spectrum,
Rep. McDermott (D-WA) has rein-
troduced his “Sensible Estate Tax
Act of 2009,” H. R. 2023 (intro-
duced on 4/22/09). This bill pro-
vides for the estate tax exemption
level to go down to $2 million.
Mr. McDermott also provides for
the exemption amount to be
indexed, to avoid increasing the
pool of estate tax payers over time.
Hence, the range of possible exemp-
tion levels appears to have nar-
rowed from last year. It seems clear



at this point that the exemption
level will wind up somewhere
between $2 million and $5 million.
With the political momentum
opposed to a reduction in the
exemption level, and with the cost
limitations prohibiting a large
increase in the exemption, the most
likely outcome is a permanent $3.5
million exemption.

Tax rates. Prior to the enactment
of EGTRRA, the estate tax was
imposed at a 55% marginal rate on
estates in excess of $3 million. A
surtax on estates between $10 mil-
lionand $17,184,000 created a flat
35% tax on estates in excess of
$17,184,000. EGTRRA repealed
the surtax and called for a grad-
ual reduction of the top rate to 45%
over a period of several years. Fur-
thermore, because the exemption
level was increasing, the lower mar-
ginal rates were swallowed up by
the exemption and now, in 2009,
we have a flat 45% estate tax rate.

The concurrent resolutions
passed by Congress call for a con-
tinuation of 2009 rates—that is, a
flat 45%. Others have called for
even lower rates, reminiscent of
Sen. McCain’s campaign platform
and its 15% estate tax rate. Mr.
McDermott’s Sensible Estate Tax
Act of 2009, however, would
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impose new graduated rates, start-
ing with the 45% rate for estates
up to $5 million, with a 50% mar-
ginal rate applicable to estates
between $5 million and $10 mil-
lion, and restoring the 55% rate
bracket for estates in excess of $10
million. McDermott would also
index the rate brackets, as is done
with the income tax rate brackets.

Again, the most likely outcome
is to retain the status quo, a flat
45% tax rate. A lower tax rate
would cause too much loss of rev-
enue, and a higher tax rate, unless
it applies only to very large estates,
seems unlikely. Retaining a flat
45 % rate would be consistent with
both President Obama’s budget
proposal and the concurrent reso-
lutions of Congress.

Portability. Probably the most
advocated change to the estate tax
is to make the estate tax exemption
portable between spouses. With
portability of the exemption, any
unused portion of the estate tax
exemption of the first spouse to die
could be transferred to the surviv-
ing spouse, who could then use the
credit—in addition to her own—at
the time of her death. Portability
of the exemption would retire the
credit shelter trust (or bypass trust)
as a planning technique; only in
very limited situations would any
client choose to set up a credit shel-
ter trust if it did not have its cur-
rent tax benefits.

The idea of portability has been
discussed by policy makers for at
least ten years. Over the years, con-
cerns have been expressed over a
few specific fact patterns. One ini-
tial question was how many exemp-
tions a surviving spouse could accu-
mulate. For example, if Martha and
George were married and George
passed away without using all of
his estate tax exemption, Martha
would obtain the use of George’s
unused exemption. Then suppose

that Martha married Andrew,
whom she also outlived. How many
exemptions could Martha accu-
mulate? Portability provisions have
been drafted to limit the number of
exemptions Martha can accumu-
late to two. For example, section 7
of H. R. 2023, the Sensible Estate
Tax Act of 2009, limits the “aggre-
gate deceased spousal unused exclu-
sion amount” to the lesser of $2
million or the sum of the deceased
spousal unused exclusion amounts
of the surviving spouse.

Another issue that has bothered
policy makers is the question of
whether there would be a market
in unused exemptions. For exam-
ple, suppose that James, who is a
poor, unmarried man, is near death.
Priscilla, who is wealthy and
divorced with children, arranges to
pay James a fee in order to marry
him. When he passes away a short
time later, she obtains use of his
exemption, which effectively dou-
bles the amount she can leave to
her children free of estate tax.
Although the draft language for
portability provisions does not
address this particular fact pattern,
Regulations presumably would pro-
vide that the marriage must be a
bona fide marriage, and not one
entered into for the purpose of
obtaining tax benefits.

There is, in fact, little opposition
to the enactment of portability. The
only real problem with such a pro-
vision is that it is costly. Because
not everyone engages in the plan-
ning necessary to use both spouses’
exemptions, portability would
result in increased use of exemp-
tions, and thus it has an associat-
ed revenue cost. The policy reasons
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to support portability are strong.
The themes of simplification and
avoidance of unnecessary lawyer-
ing and trusts resonate with policy
makers, so enactment of portabil-
ity is not out of the question.

The version of portability includ-
ed in H.R. 2023 (which also appears
in other bills calling for portabili-
ty—for example, S. 722, introduced
by Sen. Max Baucus (D-MT) on
3/26/09) has two other attributes
that merit discussion. First, the bill
requires that an election be made
by the executor of the deceased
spouse on a timely filed estate tax
return. This requirement is contrary
to the policy behind portability, as
it will limit portability to the well-
advised person who has the feder-
al estate tax on her radar screen.
Consider, for example, a married
couple of modest wealth. The hus-
band dies, but has assets well below
the threshold for a required filing
of an estate tax return, so no fed-
eral estate tax return is filed. Later,
after husband’s death, wife wins $5
million in the lottery. Even though
husband did not use his exemption,
wife will not have the benefit of the
exemption because the election was
not made. Requiring an election
to be made on a timely-filed estate
tax return undermines the goals of
portability.

The second provision of note
in the portability provision of H.R.
2023 is its effective date. The pro-
vision is effective with respect to
the surviving spouse of any
deceased spouse dying after
12/31/09. This effective date holds
down the revenue loss from this
provision. The revenue loss asso-
ciated with portability occurs when
the surviving spouse dies, not when
the first spouse dies. Because, on
average, there is a period of seven
to eight years between the death of
the first spouse and the death of the
surviving spouse, one would expect
it to take years for the revenue
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impact of portability to be felt, Fur-
thermore, Congress examines the
revenue impact of legislation only
over a five- (Senate) or ten- (House)
year period. Therefore, the use of
a wholly prospective portability
provision would put most of the
revenue loss from portability out-
side the revenue window Congress
deems relevant.

Given the popularity of the
portability provision, its appeal on
the grounds of simplicity, and the
ability to postpone its revenue
impact, the probability of enact-
ment of portability is probably
greater than 50-50.

Reunification of the estate and gift
tax exemption. One of the unfor-
tunate byproducts of EGTRRA was
the dis-unification of the estate and
gift tax. Specifically, the estate tax
exemption level was gradually
increased to $3.5 million while
the gift tax exemption has been held
atits 2001 level of $1 million. The
purpose of limiting the gift tax
exemption was to protect the
income tax base in the case of
repeal. In other words, Congress
believed that in the absence of an
estate tax, people would transfer
assets to family members in a lower
tax bracket in order to minimize
income taxes. To prevent erosion
of the income tax base, Congress
opted to limit the amount that could
be transferred free of gift tax, and
$1 million (current law in 2001)
was chosen.

Now that it seems clear that
the estate tax will not be repealed,
many in the estate planning com-
munity are advocating increasing
the gift tax exemption to match the
estate tax exemption. This proposal
is another change in the interest
of simplification and avoidance
of complicated planning tech-
niques. The major objection is lost
revenue, although it is not clear that
a lot of revenue would be lost.

Consider individuals in the fol-
lowing situations. An individual
with a net worth of less than
$3.5 million is not likely to be pay-
ing gift tax under present law. For
most people of that net worth, the
$1 million gift tax exemption is
more than sufficient, as they are
unlikely to want to give away a
greater percentage of their net
worth. If they did want to make a
larger gift, their tax advisors would
argue against it, suggesting instead
that they make an interfamily loan,
since all their assets would pass tax-
free at death. It does not make sense
to pay gift tax if your entire estate
could pass free of estate tax, so it
is unlikely that significant gift tax
receipts are being generated from
individuals in that wealth range.

At the other extreme, individu-
als with a net worth significantly in
excess of the estate tax exemption
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amount are likely to make taxable
gifts whether the exemption level is
$1 million or $3.5 million. In either
case, they will still have a taxable
estate at death. The only tax loss
from their making gifts rather than
passing wealth at death is attrib-
utable to the fact that the gift tax is
a tax exclusive tax, whereas the
estate tax is a tax inclusive tax. Con-
gress has never wanted to address
that disparity before, so it is hard
to believe they would do so in this
context. There may also be a shift
from gift tax collected in an earli-
er year to estate tax collected in a
later year, which could appear to be
a loss of tax revenue in a particular
revenue window.

In the middle range, some gift
tax might be paid under current
law. Thus, there is likely some rev-
enue loss from reunification in
the short term, but this also is real-
ly revenue shifting (to a later year)
rather than permanent revenue loss.
In the five-year or ten-year revenue
window, it is likely that there would
be some reduction in gift tax col-
lected. However, the benefits of
reunification would be significant,
so it may be possible for Congress
to reunify the taxes even though
there will be a small amount of rev-
enue deferred.

State death tax credit. Another
unfortunate provision of EGTRRA
was the repeal of the state death
tax credit. The state death tax cred-
it had provided a nice, level play-
ing field for the states. The amount
of the credit was “free money” to
the states, in that if they did not set
a tax equal to the amount of the

credit, the federal government
would take that amount of tax.
Consequently, it was a tax that had
no adverse effect on the residents
of the state.

Nevertheless, the state death tax
credit was a political liability for
Congress. They desperately want-
ed to be able to state an estate tax
rate of under 50%, but they did
not want to suffer a large revenue
loss. For large estates, the 55% fed-
eral estate tax rate was really a 39%
federal rate and a 16% state rate.
Accordingly, the stated federal rate
could be greatly reduced by repeal
of the state death tax credit. So with
surprisingly little complaint from the
states, EGTRRA repealed the state
death tax credit and enacted a deduc-
tion for state death taxes in its place.

The states’ responses were all
over the map (pun intended). Some
states were prohibited by law from
imposing a noncreditable estate tax.
In those states, the entire revenue
from the state estate tax was lost.
A wealthy resident of such a state
had a true estate tax decrease, from
a 55% combined federal and state
tax before EGTRRA, to a 45% fed-
eral (and no state) tax in 2009.

Among the states that retained
a state estate tax, the real tax rate
varies depending on whether the
state estate tax is deductible for
state estate tax purposes. Where
such a deduction is allowed, the
effective tax rate paid by a resident
decedent’s estate is now 52.6%,
38.8% paid to the federal govern-
ment and 13.8% paid to the state.
If no such deduction is allowed, the
effective rate is 53.8%, 37.8% to
the federal government and 16%

to the state. Thus, it is easily seen
that the rate reduction from 55%
to 45% is illusory in many states;
if the state continues to collect a
state death tax, the real decrease is
only one to three percentage points.

With that background, some of
the legislative proposals are includ-
ing the reinstatement of the state
death tax credit. For example, Mr.
McDermott’s H.R. 2023 includes
such a provision, repealing the
deduction for state death taxes and
reinstating the credit.

One would expect to find the
states lobbying hard for the return
of this “free money.” However,
there has been no organized effort
by the states to seek this change. In
the absence of strong advocacy by
the states, it is unlikely that this
provision will be included in the
final legislation.

Gonclusion

Having squandered all opportuni-
ties to fix the results of EGTRRA in
earlier years, Congress is now faced
with the need to avert the train
wreck slated to occur in 2010 and
2011. All signs indicate that Con-
gress is willing and prepared to act
this year. The most likely outcome
of the legislative action is to make
permanent the $3.5 million exemp-
tion level and 45% rate effective
for 2009. There is also a reason-
able possibility that Congress will
enact portability and restore pari-
ty between the gift tax and estate
tax exemptions. Both of these pro-
visions would provide simplicity
by reducing the planning necessary
to work around the lack of these
provisions in current law. Il
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