
 UPDATE-   2009         

A. PROPOSED LEGISLATION 

Federal Estate, Gift and Generation Skipping Taxes 

1. Exemption Level 

So far it looks like any new law will be a combination of Senate      
Bill 722 introduced by Senator Baucus in March of 2009, and 
House Bill 2023 introduced by Representative Jim McDermott in 
April 2009. 

The Senate Bill calls for a $3.5 million exemption.  The 
House bill calls for a $2 million exemption.  Both have 
the exemption indexed for inflation. However, some 
Senators are still pushing for a $5 million permanent 
exemption. 

Continue with $3,500,000 exemption for 2009 planning 
and beyond (provided exemption does not increase) 

Always review marital deduction-credit shelter trusts which 
were established when the exemption was between 

$600,000 and $2,000,000. If the exemption stays at 
$3.5 million or higher, there may be very little or nothing to 
fund the marital trust. This is especially true as most 
individuals' net worth has decreased over the past year. The 
goal, of course, should be to minimize estate taxes and 
assure appropriate property division between marital and 
family shares. 

2. Portability 

Both Senator Baucus' Bill and Representative McDermott's Bill 
agree on the adoption of portability of the estate tax exemption 
between spouses. This concept is not new and has been 
discussed in Congress over the past 10 years. 

Any unused portion of the estate tax exemption of the first 
spouse to die may be transferred to the surviving spouse who 
can then use the credit, in addition to his or her own, at the time 
of his or her death.   

This effectively eliminates the use of credit shelter trusts (bypass 
trust) except for nontax reasons. 

Advantages: 



 

Simplification and avoidance of unnecessary lawyering and 
trusts.  Greater fairness for those who did not have estate 
planning counsel. 

Disadvantages:  

  There will be a revenue loss upon surviving spouse to die as  
  many people do not have credit shelter trusts. 

How many exemptions can a surviving spouse accumulate?  
Will there be a market for unused exemptions with unmarried, 
unwealthy people near death. 

All wills and trusts need to be reviewed. 

3. Reunification of the Estate and Gift and Generation skipping exemptions 

Both Senator Baucus' Bill and Representative McDermott's Bill agree on 
the unification of the estate and gift and generation skipping transfer tax 
exemption. 

The separation of the estate and gift tax exemptions under the 
Economic Growth and Tax Relief Reconciliation Act of 2001 
was unfortunate.  At that time, Congress believed that without a 
gift tax, people would transfer assets to family members in lower 
income tax bracket.  The purpose of such transfers would be to 
minimize income taxes.  In turn, this would result in the erosion 
of the income tax base. Now Congress is not sure if any 
revenue would be lost at all.  In reality, this type of transfer is 
only causes a deferral.  It is revenue shifting rather than 
permanent revenue loss.   

This would result in much simpler planning and be very 
beneficial for taxpayers in the Federal estate tax bracket. 

4. Estate and Gift Tax Rates. 
 

Senate Bill 722 calls for a flat 45% tax rate.  The House Bill 2023 calls for 
a progressive tax at 45% for estates valued up to $5 million; 50% for 
estates valued between $5 million and $10 million; and 55% for estates 
valued over $10 million.  Most expect that the 45% rate will prevail.  
 
As economic growth returns, more liquidity will be needed on the second 
spouse to die requiring higher life insurance benefits. 

5. State death tax credit. 



House Bill 2023 restores the state death tax credit. States should lobby 
hard for the return of this free money. 

  The state death tax credit provided a level playing field for the states.   
   It had no adverse effect on taxpayers at the state level.  The credit 
   was repealed by the Economic Growth and Tax Relief Reconciliation 
   Act of 2001.  Repealing the state death tax credit reduced the federal 
   rate under the 2001 Act. There was little opposition by the states when 
   the credit was eliminated under the 2001 Act. There appears to be no 
   organized effort by the states to seek this reinstatement of the credit.  
   Without a strong advocacy this provision may not be included in  
   legislation. 

6. Basis-2010.  

If the law is not changed, then the current law enacted in 2001, eliminates 
the estate tax and basis adjustment in 2010 (“stepped up basis”). There are 
some situations where it may be better to have a $1 million exemption 
with a basis adjustment rather than no estate tax at all. Assume a person 
dies with assets of $1 million of closely held stock or public stock with a 
basis of $10,000.  If in 2010 there is no estate tax the heir will receive the 
company with a carryover basis of $10,000.   A subsequent sale by the 
heir incurs a capital gain of $990,000 and a tax of $148,500 ($990,000 X 
15%). However, if there were an estate tax with a $1million exemption 
and an adjustment to basis and even if a subsequent sale occurred there 
would be no estate tax and there would be no capital gain or income tax. 

 
7. Valuation. 

 
The value of privately held business interests and other interests in trusts 
or limited partnerships is determined by deciding at what price a willing 
buyer would pay to a willing seller in accordance with the law and 
regulations which are reasonable and in accordance with case law. If 
there is a minority interest, lack of control or lack of marketability, 
valuation adjustments must be made.  This is discussed in the recent case 
of Estate of Lichfield v. Commissioner, TC Memo 2009-21 (US Tax Court 
January 29, 2009) where the Court allowed discounts for built-in capital 
gains, minority (lack of control) and marketability issues which totaled 
approximately 53%. 

Representative Earl Pomeroy introduced House Bill 436 in the spring of 
2009 which would essentially eliminate discounts. This is in contrary to 
existing case law and directly contravenes the true measure of the asset’s 
value; namely, what a willing buyer will pay a willing seller. 

In the context of inheritance tax, the Pennsylvania Department of 
Revenue disallowed a discount for the valuation of a partnership.  On 
appeal the Pennsylvania Commonwealth Court affirmed, holding that 
no discount was appropriate because the FLP did not operate “as a 



legitimate business enterprise.”  In re Estate of Berry, 921 A.2d 1261 (Pa. 
Cmwlth. 2007).  The Commonwealth Court pointed out that the IRS 
allowance of a 33% discount for lack of control and marketability is not 
binding on the Department of Revenue. The court stated that there is no 
statutory authority for the proposition that the Department is bound by 
the assessment of the Internal Revenue Service with respect to the 
valuation of assets for Pennsylvania inheritance tax purposes. 

   With only 86 days remaining in 2009, it is very possible that on New 
   Year's Day (January 1, 2010), there may be no change in the law.    
   Hopefully Congress will enact legislation before the due date for first 
   federal estate tax return in 2010 (which is on or before September 1, 
   2010) which would be retroactive to January 1, 2010.    Regardless of 
   what may or may not be enacted it will not be permanent as changes 
   could occur again. (See the attached changing history of the estate tax.)  
   One must always keep an estate plan as flexible as possible.  Do not have 
   clients terminate insurance policies based on expectation of permanent 
   higher exemptions. 

B. RECENT CHANGES 

1. Cases 

   Partnerships: 
     In Linton v. the United States, US District Court for the  
     Western District of Washington, C08-227Z, July 1, 2009,  
     the Court disallowed discounts because the creation and  
     funding of the LLC and purported transfers of the LLC  
     interests all occurred on the same day. Therefore the  
     taxpayers bore no real economic risk that the value of the  
     entity unit could change. This is distinguished from the  
     Holman v. Commissioner,  130 TC 170, 2008  where the  
     transfers of the interests in the entity occurred a few days  
     after the creation and funding. 

     Heckerman v. United States, CO 8-0211-JCC (July 27,  
     2009) reached same results as Linton because the   
     creation, funding and purported transfers occurred on  
     the same day. 

     Erma Jorgensen v. Commissioner, T.C. Memo 2009-66  
     (March 26, 2009). The Court included all assets in the  
     estate under section 2036 since administration of the  
     partnership was not performed and the partnership had  
     no nontax reasons for its establishment. 

     Estate of Miller v. Commissioner, T. C. Memo 2009-119. The  
     Court reached similar results as in Jorgensen above. 

   Valuation: 

http://www.courts.state.pa.us/OpPosting/CWealth/out/1485CD06_4-24-07.pdf


     Valuation discounts allowed as discussed above (at  
     number 7 of Proposed Legislation) the Estate of Lichfield  
     v.  Commissioner, TC Memo 2009-21 (US Tax Court  
     January 29, 2009). 

     In re Estate of Berry, 921 A.2d 1261 (Pa. Cmwlth.  
     2007). In this 2007 case it is important to note that  
     the Commonwealth Court agreed with the Department  
     of  Revenue and did not allow discounts in a   
     partnership.  See above sections. 

 

            Joint accounts: 

     In Estate of Alexander, 29 Fid. Rep.2d 97 (Allegheny  
     2009), a joint account was established subsequent to the  
     date of a validly executed Will.  The non-probate  
     disposition to the joint owner would differed   
     considerably from the distribution scheme in the Will.   
     The Court required the joint account to be returned to  
     the estate. Citing Estate of Novosielski, 937A.2d 86 (Pa.  
     Super.  2008). 
 
     Realty Transfer tax: 
     Gudzan vs Commonwealth , 962 A.2d 718 (Cmwlth  
     2008).  The Court upheld the lower court that transfer 
     tax  is incurred  and found that the trust in question was 
     not a “ordinary trust” because the object of the trust  
     was to carry on a business,  that the rights of the  
     beneficiaries were deemed personal property and may be 
     assigned and transferred, and that the exclusive  
     management and control of the trust property was  
     granted to the trustee so there was centralized   
     management.  The Court also found that death of the  
     beneficiary did not terminate the trust and that the trust 
     had continuity of life. 
 
  Elder Law: 
     Weatherbee vs Richmond(Secretary of Pennsylvania  
     Department of Public Welfare), United States Third  
     Circuit Court of Appeals number 09-1399, filed  
     November 12, 2009; the Third Circuit disagreed with  
     the Department of Public Welfare and held that the  
     annuity purchased by the community spouse should not 
     be counted as a “resource” for purposes of Medicaid  
     eligibility. 
 
 
2.  Legislation, Rulings and Publications 

         Grantor Trusts: 

Revenue Ruling 2008-22 confirmed the grantor's power to 
substitute assets in a trust for assets of equivalent value 
stating that such action will not cause inclusion in the grantor's 
estate under Section 2036 as long as the trustee is required to 

http://www.courts.state.pa.us/OpPosting/CWealth/out/1485CD06_4-24-07.pdf


ensure that the property acquired is of equal value, and the 
substitution of property will not shift benefits among the trust 
beneficiaries.   Conversely, Private Letter Ruling 20910008 
(March 6, 2009) in part indicated that the power to acquire 
assets by substituting property of equivalent value effects 
beneficial enjoyment.   However, it is my understanding that 
the person who actually wrote the private letter ruling has left 
the IRS and the ruling shows no reason or justification for these 
positions.  The IRS is considering rescission of the Private 
letter ruling and issuance of one that is not inconsistent with 
the previous Revenue Ruling of 2008. 

                           Chief Council Advice 200923024 (December 30 1, 2008), 
stated there was no income tax event in the conversion to 
non-grantor trust to a grantor trust even though after the 
transaction the trust was converted to a grantor trust so the 
grantor did not realize gain on certain annuity payments. 

Retirement: 

                             Worker, Retiree and Employer Recovery Act of 2008 
suspends required minimum distributions for 2009. 

                           The same law also eliminates any discretion for a stretched out 
payment on the part of employers regarding non-spouse 
beneficiaries of employer-sponsored retirement plans, so 
that employers must offer a stretch out beginning in 2010. 

Insurance: 

                          Revenue Ruling 2009-13, 2009-21 IRB 1029, provides 
guidance on sales of life insurance policies by the insured. 
This results from the increasingly strong secondary market 
purchasing life insurance contracts. 

 
C.  Changes in planning because of the current economic downturn. 

1. Because of low interest rates certain vehicles such as a 
outright gifts and sales to grantor defective trusts 
provide favorable results: 

Outright Gifts: 

Outright gifts of publicly traded stock, or real estate, or closely 
held entities with current low values could eliminate the estate 
tax on future appreciation 

Sales to Grantor Irrevocable Defective Trusts: 

Assets are removed from the estate of grantor to an 
irrevocable trust by sale to the trust.  In exchange, the trust 
gives a promissory note. 

The trust is a grantor trust under section 671-675 and 



thus all income, gains, deductions and 
credits for income tax purposes remain with 
the grantor's 1040 tax.  No capital gain 
results when grantor sells assets to the trust since the grantor 
and the trust are the same person for purposes of the 1040. 

The interest-rate that must be charged by the trust 
to the grantor is the Applicable Federal Rate which 
is issued monthly by the Internal Revenue 
Service; October 2009 annual short-term rate is .75 
% (less than three year term). 

The trust must be irrevocable.  Therefore all 
appreciation remains in the trust and not with the 
grantor.  If an asset is transferred, such as a closely 
held business which is expected to grow much more 
than 1% per annum, or a loan made to the trust and the 
trust purchases stock in the market and performs 
handsomely over the next three years a great amount 
of appreciation can be eliminated from the estate of 
the grantor. 

A good way to defect a grantor trust is under 
section 675(4)(c) where the grantor may 
reacquire assets for assets of equivalent value. 

            Revenue ruling 2008-22 provides further authority and 
             Private Letter Ruling 200910008 issued in March of 2009 
              is of no avail. 

Grantor Retained Annuity Trusts: 

If you die within the GRAT term there is no estate tax savings. Short-term 
rollover GRAT may be an answer but recent a proposal by the Obama 
administration will would require GRATs to be held for a minimum of 10 years.        

 

 To be continued 

 

Nicholas D. Tellie, Esq. 

 

      



                                                                                  

 1797 - First Federal Estate Tax enacted to help fund naval build-up during tensions with 
France. 

 1802 - Federal Estate Tax is repealed. 

 1862 - Federal Estate Tax reenacted to help pay for Civil War at 15%. 

 1870 - Federal Estate Tax repealed. 

 1898 - Federal Estate Tax reenacted to pay for Spanish-American War. 

 1902 - Federal Estate Tax repealed. 

 1916 - Federal Estate Tax reenacted at 10%. 

 1941 - Federal Estate Tax minimum tax rate increased to 77% to help fund World War II. 

 1976 - Carryover basis rule enacted. 

 1980 - Carryover basis rule repealed. 

 1981 - Increased Marital Deduction and Unified Credit. 

 1993 - Federal Estate Tax minimum rate increased to 55%. 

 1997 - Phase-in of the $1 Million Exemption for farmers and business owners. 

 Between 1981 - 1999 - 126 new estate tax laws enacted, an average of 7 per year. 

 2001 - Phase out of Federal Estate Tax and Generation Skipping Tax, with modified 
carryover basis rules, effective 2010. 

 

 

 

 

 

 

 

 

 


