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If the title of this article took you back to one of your high-school English classes, you might find the metaphorical association between the estate tax (commonly referred to as the “death tax”) and Romeo to be a bit curious. That is to say, who could possibly be lamenting over the loss of the estate tax as Shakespeare’s fair maiden does over the unknown whereabouts of her star crossed beaux? Well, the simple and unfortunate truth is that, many estate planning clients, probably unbeknownst to them, are.


Due to a lack of Congressional action in 2009, January 1, 2010 triggered the repeal of the estate and generation-skipping transfer taxes. The repeal of the these taxes occurred as a result of former President George W. Bush’s $1.35 trillion tax cut package, the Economic Growth and Tax Relief Reconciliation Act, that was passed in 2001. At the time of EGTRRA’s passage, the estate tax was applicable to the estates of decedents valued at $675,000 or more and the tax was imposed at a rate of 55%. The current repeal of the estate tax came about as a result of a series of gradual increases in the estate tax exclusion amount ($1,000,000 in 2002 up to $3,500,000 in 2009) and gradual decreases in the applicable rates (50% in 2002 down to 45% in 2009). Unfortunately, however, if Congress again fails to step in the repeal will sunset at the end of the year and, as of January 1, 2011, the estate and generation-skipping transfer taxes will return at $1,000,000 and a rate of 55%. 


Therefore, it is the temporary nature of the repeal—not necessarily the repeal itself—that is the cause for lamentations from clients of estate planning attorneys. The primary reason that this state of flux with the estate tax laws may be a cause of concern is that a client’s best laid plans for taking care of his or her family and loved ones could be frustrated. Consider for a moment the dilemma faced by client Ned Nederlander. Ned is 72 years old, married to his 2nd wife and has 3 children from a prior marriage. Ned worked hard for over 30 years building his business into a successful regional enterprise and was fortunate enough to sell it to a national company 7 years ago for $3,000,000. With the proceeds from that sale, the assets in his retirement plan, his personal residence and a beach house, Ned has an estate valued at roughly $5,000,000. Wanting to take care of both his current wife and his children from his first marriage, Ned’s attorney designed an estate plan which included, among other things, a trust. At Ned’s death his trust estate was to be divided into two separate shares at his death. One share, which would be held in trust, would be for the sole benefit of his wife during her lifetime (the Marital Trust) and the other share would be for his children (the Family Trust). As is the case for most of the trusts prepared by Ned’s attorney 7 years ago, the funding of the Family Trust was  based, in some form or fashion, on the available “unified credit” or the  “applicable exclusion amount”, i.e. the amount a decedent can shelter from the estate tax. The Marital Trust was to receive the balance (also free of estate tax due to the unlimited marital deduction). Ned died in February of 2010 thinking that his affairs were in order.


In the years leading up to 2010, a plan such as Ned’s was quite common and effective. In this year of temporary repeal, however, Ned’s intentions to support his wife and children could go unfulfilled. In this year where there is no estate tax, the terms “unified credit” or “applicable exclusion amount” have no meaning and, consequently, the entire estate would go to the Marital Trust. Conversely, other funding clauses that are based on “the maximum that can pass free of federal estate tax” would result in the entire estate going to the Family Trust. In either scenario, one of Ned’s shares will go unfunded and thereby result in either his 2nd wife, or his children, being unintentionally disinherited from his estate. This is clearly not the result he, or his family, had in mind when Ned paid his attorney good money to design and implement his estate plan.


Examples of situations such as the one facing Ned’s family, and his attorney, are not limited to instances where a decedent has a spouse and his children are from a prior marriage. The problems posed to estate plans as a result of the estate tax repeal can present themselves in a variety of other circumstances. One such circumstance would be in an estate plan designed to leave the surviving spouse a substantial portion of the estate outright with the balance in trust. Due to the funding issues described above, such a plan could result in the entire estate being held in trust and thereby making it more difficult for the surviving spouse to have the access to and support from estate assets that the decedent intended. Moreover, the traditional funding clauses found in many estate plans could result in a decedent’s trustee being unable to take full advantage of the more limited basis “step-up” that took effect in this year of temporary estate tax repeal. 


All of the situations described in this article are fixable. Hopefully, all of the clients out there who have estate plans with these potential time bombs have been notified of the current status of the law and have been urged to have their plan reviewed by their attorney. What we as estate planning attorneys should do to address these situations is largely based on the informed decisions of our clients and somewhat based on our personal or creative approach to the times we find ourselves in. Whether it is stop-gap planning to take a wait and see approach, or creative uses of flexible funding provisions that are intended to apply regardless of what action Congress might take, we can only hope that our clients do not have to longingly pine for the certainty that the return of the estate tax will bring.

 


 

