BETH SHAPIRO KAUFMAN

Finally, Legislation!
Congress Kicks the Can
Down the Road

% B nless you have been living under
a rock, you know by now that
Y Congress enacted legislation in
December 2010 that avoided the
reversion of the estate and gift taxes
to pre-2001 levels.1 The legislation
contained some unexpected gifts:
a $5 million exemption level and
35% rate, along with reunification
of the estate and gift tax and porta-
bility of the unified credit. It was
also booby trapped: None of the
Act’s provisions are permanent;
Congress merely kicked the can
down the road by moving the
EGTRRA sunset provision from
12/31/2010 to 12/31/2012.

Did we avoid the train wreck?

In prior columns,? I warned of the
potential of a train wreck at the end
of 2009, but in reality there were
two train wrecks to be averted:

1. The Democrats did not want
the one-year repeal to occur.

2. The Republicans (and others)
did not want the law to revert to
pre-EGTRRA law on 1/1/2011.

When looked at that way, the
Republicans clearly won this
round. They ended up with the full
benefit of the one-year repeal for
2010 and avoided reversion to
pre-2001 law for 2011 and 2012.
Thus the answer to the question,

“Did we avoid the train wreck?”
is “yes and no.”

The consequences of the one-
year repeal have been well docu-
mented in the press. Several notable
deaths occurred in 2010-—includ-
ing Yankees owner George Stein-
brenners (estimated to have been
worth over a billion dollars) and
energy magnate Dan Duncan# (esti-
mated to have been worth $9 bil-
lion)—and those estates have for-
ever escaped federal estate tax at
this generation. The losses to the
federal government run in the bil-
lions of dollars. In fact, it can be
expected that the losses are greater
than the $235 billion of revenue that
was collected in 2008 because pre-
sumably some estates that would
have deferred estate tax through
the use of a marital deduction have
instead avoided estate tax for the
generation through disclaimers and
other planning techniques, some of
which may have served to avoid tax
in future generations as well. (For
statistics on transfer tax receipts in
selected years, see Exhibit 1.)
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Similarly the losses from the two-
year compromise to increase the
estate tax exemption to $5 million
in2011 and 2012 are easy to quan-
tify. Because most 2011 decedent’s
estates would not pay estate tax until
2012, that is a good year to exam-
ine. According to estimates, the estate
tax with a 55% rate and a $1 mil-
lion exemption would have produced
revenue of approximately $57 bil-
lion in 2012.5 By comparison, the
estate tax that will actually be in
effect will produce about $13 billion
in revenue in 2012.8 Thus over a 24-
month period, the 2010 changes will
lose about $88 billion in revenue.

Did TRA10 at least solve the
technical problems with EGTRRA?

TRA10 resolved most of the tech-
nical problems with the end of
EGTRRA and the repeal year. The
solution came largely in the form
of two provisions in the legislation:

1. With respect to 2010 dece-
dents, TRA10 provides a
$5 million exemption and a
35% rate as the default law.

2. If the estate prefers, however,
it may elect to have the provi-
sions of EGTRRA—no estate
tax and a modified carry-over
basis—apply.

With this solution, Congress
avoided the constitutional challenge
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that surely would have been
brought had it attempted to rein-
state the estate tax retroactively for
all 2010 decedents. Congress also

_eliminated the complaint that some
2010 decedent’s estates (e.g., those
with just under $3.5 million in
assets, low basis, and no surviv-
ing spouse) were better off under
2009 law than under the repeal pro-
visions of EGTRRA. By providing
those estates with a §5 million
exemption, a 35% rate, and the
normal basis rules under Section
1014, no decedent would be worse
off in 2010 than in 2009.

As discussed here in my Decem-
ber 2010 column,?” the most com-
plex issues for 2010 under EGTR-
RA pertained to the one-year repeal

~ of the generation-skipping trans-
fer (GST) tax. TRA10 also resolved
those issues by reinstating the GST
tax for 2010 but setting the rate
at 0%. That simple change pro-
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vided answers to issues of whether
there was a transferor, whether
exemption could be used, and
whether the relief provisions (i.e.,
qualified severance, 9100 relief,
and substantial compliance) con-
tinued to be available. All of these
issues were resolved favorably to
the taxpayer, providing both cer-
tainty and a good outcome.

Did TRA10 solve
all of the prohlems?

Not all of the EGTRRA issues have
been resolved, however, and TRA10
did manage to create a new issue
of its own. The unresolved issue is
with respect to the sunset language
itself, which remains with all of its
ambiguities. In fact, the only change

" the draftsmen made to the sunset

language was to change “December
31,2010” to “December 31,2012.”
As a result, we still do not know
what the sunset provision means

when it says that after 12/31/2012,
it shall be “as if” EGTRRA and
TRA10 “had never been enacted.”

The TRA10 experience does give
us comfort on two levels. First, if
Congress acts to make permanent
the provisions of TRA10, the sun-
set provision will not be effective.
In that situation, we will not need
to know what it means. Second, it
seems that Congress, in TRA10,
went out of its way to make sure
that taxpayers were not adversely
affected by the end of EGTRRA.
Thus, if Congress remains similar-
ly benevolent, we can assume that
the “had never been enacted” lan-
guage of TRA10 will also be con-
strued generously to make sure that
taxpayers receive all of the bene-
fits bestowed by law in the 2001
to 2012 period.

Hopefully that philosophy also
will carry over to another new tech-
nical problem created by the sun-
set provision in TRA10. The new
problem, known as the “clawback”
problem, raises the possibility that
a person who takes advantage of
the $5 million gift tax exemption
in 2011 or 2012 could lose the ben-
efit of that exemption at death in
the calculation of the adjusted gross
estate if the estate tax exemption
is less than $5 million at the time
of death. In other words, in com-
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puting the estate tax due, the
adjusted taxable gifts are added
to the assets included in the estate,
and a tentative tax is calculated on
that sum. The gift tax “payable”
on the gifts is computed and sub-
tracted from the tentative tax.s
Only after those computations is
the exemption amount in effect for
the year of death subtracted. The
concern about this issue is fueled
primarily by the current worksheet
in the Form 706 instructions, which
follows the steps just outlined.

A worksheet is only a worksheet;
it is not the law. However, the statu-
tory language is ambiguous and not
comforting. The Code makes it clear
that the “gift tax payable” is not
necessarily the gift tax paid, but
rather the amount that would have
been paid if the estate tax rates in
effect at the date of death had been
applicable to the gifts at the date of
the gift. What is not clear is whether
the exemption in effect at the date
of the gift is given any effect.

Neither the legislative history
nor private discussion with staff
indicates that Congress had any
intention to use the sunset provi-
sion to take away the benefit of the
$5 million gift tax exemption in
effect for 2011 and 2012. Never-
theless, if the exemption level does
decline for 2013 or thereafter, a
technical correction likely will be
needed unless the IRS acts quickly
to clarify the ambiguity.

Where are we going?

There are at least four possible
roads Congress could follow for
2013 and beyond. Which road is
taken will be determined by a com-
bination of factors, including the
prognosis for and outcome of the
2012 presidential and congressional

_election, the budget deficit, and—

hopefully—good tax policy.

1. Extend 2012 law (or some
close variant of it) permanently. Per-
manent extension of 2012 law is

ESTATE PLANNING

probably the resolution that most
people expect. This solution would
represent a compromise position
between those who want repeal of
the estate tax and those who feel that
the estate tax is an important part
of our progressive tax system.
Whether compromise is achievable
probably turns on the projected and
actual outcomes of the 2012 elec-
tions. If we end up with a divided
Congress, or a president from one
party and at least one chamber of
Congress led by the other party, some
sort of compromise will be required.

One interesting phenomenon to
note is the shift of the range of this
debate over time. In 2001, Repub-
licans argued for repeal of the estate
tax, and most Democrats support-
ed its continued existence with a
$1 million exemption. By the time
of the 2008 Presidential election,
most of the Democratic candidates
for President were arguing for reten-
tion of the status quo, which at the
time was a $2 million exemption and
a45% rate. President Obama’s budg-
et proposal released this February,
however, treats 2009 law as a base-
line, effectively moving the left end
of the spectrum to $3.5 million and
a 45% rate. Notably, Republican
candidates in the 2008 primary other
than Sen. McCain all supported
repeal. Sen. McCain advocated for
a $5 million exemption and a 35%
rate. In other words, the Democrats
have gradually given up ground to
the point that President Obama
seems to have accepted $3.5 million
and 45% as his expectation of the
law in 2013, whereas the majority
of those in the Republican party con-
tinue to advocate for repeal.

2. Extend 2012 law for two
years. No one actually likes the idea
of extending current law on a two-
year basis, but there are scenarios
in which this could happen. Con-
gress generally looks at the ten-year
revenue impact of any bill under
consideration. The ten-year cost of

extending 2012 law could.be as
high as $500 billion, depending on
what is used as the baseline for rev-
enue costs. Given the increased
focus on our country’s deficit, Con-
gress may find it difficult to forego
that level of revenue, amounts that
otherwise would be paid by the
richest 2% of the population dying
in those years. In that case, it is pos-
sible that Congress could agree to
a lower cost measure: adding the
estate tax to the ever-growing list
of extender items and authorizing
its continued existence at 2012 lev-
els for only two years.

If this seems inconceivable, con-
sider that it is essentially the action
taken by Congress and the Presi-
dent in December 2010. This result
would give no certainty to tax-
payers and would continue to dis-
rupt the ability to do orderly estate
planning. Notwithstanding these
drawbacks—and we should be used
to uncertainty by now!—budget-
ary considerations could drive Con-
gress to this outcome.

3. Return to pre-2001 law. A
third possible outcome is gridlock,
that is, the inability to agree on any
new law, resulting in a return in
2013 to a $1 million exemption and
a 55% rate. This could occur tem-
porarily, for example, during a
lame-duck period, or it could reflect
a deeper irreconcilable conflict that
leads to the inability to pass any leg-
islation in this area. Budgetary as
well as political considerations need
to be accounted for in determin-
ing the likelihood of this outcome.

The gridlock result would be a
reprise of what happened in Decem-
ber 2009, when the House passed
legislation to continue 2009 exemp-
tion levels and rates into 2010, over-
riding the one-year repeal on the
books, but the Senate declined to

8 Section 2001(b).
9 Summary Tables, supra note 6.
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er, gridlock would result in high rates
and low exemptions, not repeal,
so the positions of the parties would
likely be reversed. A difference of
opinion on budgetary concerns
could also lead to gridlock, as could
an election outcome that results in
a change of power. Note that grid-
lock is the only outcome that brings
the sunset and clawback issues into
focus because presumably legisla-
tion of any sort would resolve those
issues. In short, as much as we dis-
like the outcome, gridlock must be
considered a real possibility.

4, Repeal. The final possibility
for 2013 is repeal. While many
commentators feel that repeal is no
longer a possibility, I think other-
wise. The greatest obstacle to repeal
over the past decade has been the
revenue loss. With an exemption
level of §5 million and a maximum
rate of 35%, along with portabil-
ity, the expected annual revenues
from the estate tax have fallen to
approximately $13 billion.® At a
“mere” $13 billion of annual rev-
enue, opponents of the estate tax
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will argue that the governmental
costs of enforcement and the pri-
vate costs of estate planning mili-
tate in favor of repeal of the estate
tax. The costs of administering the

estate tax, they will argue, outweigh

the revenue benefits. =

If revenue is a concern, repeal
could open the door to other forms
of taxation. We have already seen
that carryover basis is unpopular.
Twice it has been enacted, and
twice it has been repealed. Other
reform possibilities include taxa-
tion of capital gains at death and
treating inheritances as income.
Either of those options would be
administrable through the existing
income tax system and would not
require the governmental infra-
structure of a separate estate tax.
Nevertheless, imposition of an
income or capital gains tax at death
seems highly unlikely in the pres-
ent political climate.

When are we going to get there?
The timing of the potential legis-
lation is also up in the air. Con-

gress is unlikely to take up the
estate tax issue before the Novem-
ber 2012 elections. As was the case
in 2006, politicians will probably
conclude that complaining about
an opponent‘s position on the
estate tax makes a better campaign
speech than does bragging about
a compromise. Political consider-
ations clearly weigh in favor of
delaying addressing the estate tax
issue until after the election.

Once we get past November 2012,
it would seem unlikely that a lame-
duck Congress would pass a bill
regarding the estate tax, but I would
have said the same thing about 2010
and Congress did just that. The like-
lihood of that sequence of events
repeating itself turns on the outcome
of the November 2012 elections.

If the issue is not resolved before
the end of the 2012 year, look for
legislation of some sort in Janu-
ary or February 2013, after the
inauguration, and retroactive to
12/31/2012. In my judgment, that
is the most likely scenario for the
timing of the legislation. W
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