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Congressional Inaction Yields One-
Year Repeal of Estate and GST Taxes:
Hiatus Planning for Drafters and
Fiduciaries

By Howard M. Zaritsky and Jonathan G. Blattmachr

Because of the extraordinary circumstances of Congressional
inaction leading to no estate and GST tax for 2010, the
REPORTER deviates this month from its annual tradition of)
presenting Howard Zaritsky's Top Ten Tax Developments of the
previous year. Howard joins with Jonathan Blattmachr in
discussing some substantial and urgent concerns for estate
planners and probate lawyers. The REPORTER will return to its
usual format for the next issue, including Howard’s Top Ten Tax

Developments for 2009.

The first session of the 111™ Congress ended without action
in the Senate to preserve the estate tax. Under the Economic
Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA),
Congress’s inaction repeals the estate and GST taxes during
calendar year 2010, and reintroduces them on January 1, 2011,
with the rules, rates, and exemptions i effect before the
EGTRRA changes. Pub. L. 107-16, 107" Cong., 1* Sess.
(2001), 115 Stat 38. Democrat Congressional leaders say that
they will try to re-enact the estate and GST taxes retroactively in
2010, but the hiatus in the operation of these rules creates both
problems and opportunities for practitioners.



The law during the 2010 hiatus

The following rules will apply in calendar year
2010, unless Congress acts during the year to change
the law:

1.

The estate and GST taxes are repealed. No
estate tax would be imposed on an estate of a
decedent dying during 2010, and no GST tax
would be imposed on a taxable termination,
taxable distribution, or direct skip transfer
made in 2010, regardless of when the trust
under which the event occurs was created.

The gift tax remains in effect with a $1
million lifetime exemption ($60,000 for
nonresident alien donors) and a 35 percent top
tax rate.

Assetsreceived from a decedent dyingin 2010
would take a carryover basis, rather than a
basis equal to the estate tax value of the
decedent’s assets, though this carryover basis
would be subject to several important
adjustments. This will affect far more estates
than did the estate tax. Estimates from
officials of the House of Representatives are
that an extension of the 2009 estate tax rules
would have resulted in taxes on approximately
6,000 estates, whereas carryover basis will
result in taxes on over 70,000 estates.

4, Under section 2511(c), a transfer in trust will
be treated as a gift for gift tax purposes, unless
the trust is a wholly-owned grantor trust
owned by the grantor or the grantor’s spouse.

The estate tax is preserved with respect to the
imposition of special recapture taxes after
December 31, 2009, for the estate of a
decedent who dies before January 1, 2010.
The post-December 31, 2009 disposition of
property for which the estate of a decedent
who died before January 1, 2010 was allowed
(2) the tax benefits of special use valuation
(section 2032A), (b) the deduction for
interests in qualified family owned businesses
(section 2057), or (c) the deferral of estate
taxes attributable to a business interest
(section 6166), will still result in the recapture
of the previous estate tax benefits to the extent
provided under pre-2010 law.

The federal estate tax will continue to be
imposed in 2010 in certain cases with respect
to a qualified domestic trust (QDOT) created
for the benefit of a non-citizen surviving
spouse, when the spouse whose will or trust
created the QDOT died before January 1,
2010. With respect to an estate of a decedent
dying after December 31, 2001, (a) the estate
tax will be imposed on any QDOT distribution
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made after December 31, 2009 and before
January 1, 2021 if made before the date of the
non-citizen surviving spouse's death; and (b)
when the non-citizen surviving spouse dies
before January 1, 2010, the estate tax will be
imposed on the value of the property
remaining in a QDOT on the date of the non-
citizen surviving spouse's death.

See also the discussions in the July and August 2001
issues of the REPORTER.

The law after the 2010 hiatus

The following rules will apply beginning on
January 1, 2011, also unless Congress changes the
law:

1. The estate tax is restored with a top rate of 55
percent, a five percent surtax on estates over
$10 million (but not over $17,184,000), and a
$1 million applicable exclusion amount.

2. The GST tax is restored with a 55 percent rate
and a $1 million GST exemption (indexed for
inflation — probably $1.3 million).

The top gift tax rate returns to 55 percent.
4, The state death tax credit is fully restored.

The date-of-death basis rules return, and
carryover basis is repealed.

6. Several important GST provisions would be
repealed, including (a) the rules regarding
automatic allocation of GST exemption to
non-direct skip transfers in trust; (b) the
expansion of the predeceased ancestor rule for
GST purposes to include certain collateral
beneficiaries of a frust; (c) the qualified
severance rules; (d) the authority of the IRS to
permit late allocations in a broad number of
cases; and (e) the substantial compliance rule.

7. Certain liberalizations of the conservation
easement deduction rules would be repealed.

8. Certain liberalizations in the rules for the
deferral of the payment of estate taxes on
closely-held business interests under section
6166 would be repealed, including: (a) the
rule allowing section 6166 deferral for
interests in qualifying lending and financing
businesses; and (b) the rule ratsing from 15 to
45 the number of partners of a partnership or
shareholders of a corporation that will be
eligible for deferral under section 6166.

Retroactive reinstatement of the estate and GST taxes
is a possibility

The Democrat leadership in both the House and the
Senate have expressed a desire to reinstate the estate
and GST taxes early in 2010, and to do so
retroactively, to eliminate a period of effective repeal.
Retroactive reimposition of these taxes will face legal
challenges based on claims of unconstitutionality, but
ultimately retroactivity should be permitted.

The Supreme Court has repeatedly upheld
retroactive changes in the tax laws, where such
retroactivity is “confined to short and limited periods
required by the practicalities of producing national
legislation.” Carilton v. United States, 512 U.S. 26
(1994); see also United States v. Hemme, 476 U.S.
558 (1986); United States v. Darusmont, 449 U.S.292
(1981); Welch v. Henry, 305 U.S. 134 (1938); United
States v. Hudson, 299 U.S. 498 (1937); Milliken v.
United States, 283 U.S. 15 (1931); and Cooper v.
United States, 280 U.S. 409 (1930). Generally, due
process permits retroactive tax legislation if the
retroactivity serves a ‘“rational legislative purpose.”
Carlton v. United States, 512 U.S. at 30-31.

In Carlton v. United States, the Court rejected a
due process challenge of a retroactive elimination of




an unintended loophole. On October 22, 1986, the
President signed a statute granting an estate tax
deduction for one-half the proceeds of “any sale of
employer securities by the executor of an estate” to an
ESOP. On December 10, 1986, Mr. Carlton, as
executor for the estate of Willametta K. Day, bought
for the estate 1.5 million shares of MCI
Communications Corporation for $11,206,000, and
two days later sold the stock (at a loss of 42 cents per
share) to the MCI ESOP, deducting $5,287,000 (one-
half of the sales price) on the decedent’s estate tax
return.

On December 22, 1987, Congress retroactively
amended the Code to limit the deduction to securities
that were “directly owned” by the decedent
“immediately before death.” The amendment applied
retroactively, as if it were incorporated in the original
1986 provision.

Mr. Carlton challenged the amendment on the
grounds that its retroactivity violated the Due Process
Clause of the Fifth Amendment. The district court
granted summary judgment for the IRS, but a divided
Ninth Circuit Court of Appeals reversed, holding that
such application was rendered unduly harsh and
oppressive, and therefore unconstitutional. Cariton
v. United States, 972 F.2d 1051 (9th Cir. 1992). The
Ninth Circuit stressed Carlton's lack of notice that the
riule would be retroactively amended and his
reasonable and detrimental reliance on the pre-
amendment law.

The Supreme Court reversed and upheld the
statute, without dissent (though with two concurring
opinions reflecting the views of three justices). The
Court stated that a retroactive law is constitutionally
valid if:

(a) the government shows that the statute has a

rational legislative purpose and is not arbitrary

and irrational; and
(b) the period of retroactivity is “modest.”

The Court held that the amendment's retroactive
application was rationally related to the legitimate
legislative purpose of closing an unintended loophole
that would result-in revenue losses and that the period
of retroactivity (fourteen months) was modest and
consistent with the time requirements inherent in
enacting national tax legislation.

Carlton strongly suggests that any challenge to a
2010 retroactive reinstatement of the estate and GST
taxes would be unsuccessful, but there is one basis on
which the reinstatement of the estate and GST taxes
differs from the curative provision in Carlton. The
Ninth Circuit’s decision in Cariton relied in part on
two older Supreme Court decisions — Blodgett v.
Holden, 275 U.S. 142 (1927), and Untermyer v.
Anderson, 276 U.S. 440 (1928), which had rejected
retroactive imposition of the first federal gift tax. The
Supreme Court rejected the relevance of these cases,
stating that they were ‘“decided during an era
characterized by exacting review of economic
legislation under an approach that ‘has long since
been discarded.” ” More importantly, the Court also
stated that:

Blodgett and Untermyer, which involved the
Nation's first gift tax, essentially have been
limited to situations involving “the creation of
a wholly new tax,” and their “authority is of
limited value in assessing the constitutionality
of subsequent amendments that bring about
certain changes in operation of the tax laws.”

As the Ninth Circuit stated in a later case, the law
distinguishes between the imposition of a whoily new
tax and changes in an extant tax because the
Constitution does not approve of the imposition of a
new tax when the taxpayer has “no reason to suppose




that any transactions of the sort will be taxed at all.”
Qarty v. United States, 170 F.3d 961 (9th Cir. 1999),
quoting United States v. Darusmont, 449 U.S. at 298,
300 (quoting Cohan v. Commissioner, 39 F.2d 540,
545 (2d Cir. 1930) (Learned Hand, J.)).

Reasonable minds may differ on whether the re-
adoption of the estate and GST taxes constitutes the
“creation of a wholly new tax.” The government
would certainly argue that re-enacting an estate tax
that dates to the first world war and a GST tax that has
been in place for over 30 years should be
distinguished from enacting the nation’s first tax on
lifetime donative transfers. Nonetheless, a reasonable
argument can be made that the critical issue is the
imposition of a new tax on a closed transaction and
that there are few ways to close a transaction more
firmly than death.

Extensive litigation over any retroactive

Lo reimposition of the estate and GST taxes is virtually

certain, but it seems likely that a Supreme Court that
is generally deferential to Congress on tax issues will
sustain any reimposition that occurs in 2010. There
are serious questions of fairness that may affect both
judicial and legislative action.

For example, the trustee of a trust that is not
exempt from GST tax might make a distribution to a
skip-person at the beginning of 2010 when there will
be no such tax in effect. That would be affirmative
action in reliance on the law as it existed when the
distribution was made. The retroactive reintroduction
of the GST tax in that case would secem unfair,
Congress, to eliminate such a harsh result, might
permit the trustee to reacquire the distributed property
and thereby avoid the retroactively imposed tax. A
similar relief was afforded under section

2055(e)(3)(J), where the grantor of a charitable
remainder trust may declare it null and void ab initio
if it fails to provide for value of the remainder to be at

least 10 percent of the value of the property
contributed to the trust even though, presumably, such
a declaration would cause the charity to lose what
would be a vested property interest in the remainder
in the trust.

Thus, practitioners should caution their clients
about the chance of retroactive reimposition of the
estate and GST taxes, but they should also consider
taking advantage of planning opportunities that may
exist during the hiatus, particularly where there would
be limited downside risk from doing so.

Review formula clauses — the No. 1 planning
imperative for 2010

As soon as possible, practitioners should contact
their clients who have estates over $1 million (the
applicable exclusion amount after January 1, 2010,
absent further legislation), and urge them in the
strongest possible way to have their estate plans
reviewed. The most important part of such a review
will be an examination of any formula clauses by
which the estate would be divided between various
shares based on estate tax provisions that no longer
exist.

A reduce-to-zero formula that leaves to the
nonmarital share the largest amount that can pass
without federal estate taxes could create a 100 percent
nonmarital disposition and no marital share in 2010,
when the estate tax is repealed. On the other hand, a
reduce-to-zero formula clause that leaves the
nonmarital share an amount equal to the decedent's
applicable exclusion amount could create a 100
percent marital disposition and no nonmarital share if
there is no applicable exclusion amount.

The result of such a formula may be further
complicated by collateral provisions that: (1) reduce
the nonmarital share to reflect property that otherwise
passes without qualifying for the marital or charitable







