INTEROFFICE MEMORANDUM

TO:

Professor Jerry Simon Chasen

FROM:
Jason E. Havens

DATE:

October 19, 1999

RE:

1999 Congressional bills affecting estate planning

STATEMENT OF FACTS:


In your meeting with the real estate attorney, you want to discuss the provisions of the recent Congressional bills that include proposed changes to the transfer tax system.

ISSUES PRESENTED:

A. What are the provisions of the 1999 House and Senate tax bills (and any succeeding bills) that affect the transfer tax system?

B. How will these provisions change the practice of estate planning?

DISCUSSION:

In general, critics have desired to change or to eliminate the transfer tax system for years.  See, e.g., Jeffrey Pennell, Repeal?  The Wealth Transfer Taxes?, TR. & EST., Forecast 9 <http://www.trustsandestates.com/forecast/pennell.html>.  However, it seems that Congress and the United States population want to eliminate the transfer tax system now more than ever, as illustrated by the provisions of the proposed (and vetoed, but still partially looming) 1999 tax bill.

A.
1999 Congressional Bills to Change the Transfer Tax System


The enrolled and final Taxpayer Refund and Relief Act of 1999, H.R. 2488, 106th Cong. (6th ed.)
 (“1999 tax bill”) was vetoed by President Clinton.  See Clinton Vetoes GOP Tax Cut, Urges Debate Over Compromise, Daily Tax Rep. (BNA), Sept. 24, 1999, at 185 DTR GG-1 (Westlaw).  After the veto, the House decided to include some of the 1999 tax bill provisions, including the transfer tax changes, in the 1999 minimum wage bill.  See House Republicans to Seek Estate Tax Relief, Pension Reform in Minimum Wage Bill, Daily Tax Rep. (BNA), Sept. 30, 1999, at 189 DTR G-5 (Westlaw).  The Wage and Employment Growth Act of 1999, H.R. 3081, 106th Cong. (“1999 minimum wage bill”) includes the transfer tax changes as its major tax reform provision and “… would provide $16.3 billion in estate and gift tax relief over five years.”  Bipartisan Group Files Minimum Wage Bill with $34.3 Billion in Tax Relief and Credits, Daily Tax Rep. (BNA), Oct. 18, 1999, at 200 DTR G-1 (Westlaw).  Since both the 1999 tax bill and the 1999 minimum wage bill include transfer tax changes, each bill must be discussed.

1. 1999 Tax Bill

The 1999 tax bill included five categories (in Subtitles A through E) of transfer tax changes under Title VI of that bill, the most significant of which was the gradual repeal of the transfer taxes under Subtitle A of that title.  Each subtitle will be summarized in the order in which it appeared in the bill.


First, the 1999 tax bill followed the House version’s gradual repeal of the transfer tax rates and the use of a unified exemption (instead of a unified credit), as indicated in the summarized conference agreement.  See Taxpayer Refund and Relief Act of 1999: Conference Bill and Committee Report (RIA Supp. Aug. 20, 1999).  According to the House bill, the transfer taxes would be totally repealed in 2009, and “carryover basis [would apply] for transfers from estates in excess of $2 million….  Transfers to surviving spouses [would] continue to receive a step up in basis.”  Id. at 325.  In other words, the “carryover basis regime” would replace the transfer tax system in 2009.  The conference agreement modified the House bill by limiting the amount of step up in basis to the first $3 million and by not counting such transfers to surviving spouses in the carryover basis regime’s phase in (for transfers to others (non-spouses) between $1.3 and $2 million).  Id.

Second, the 1999 tax bill modified the generation-skipping transfer (“GST”) tax.  “Under the House bill, GST tax exemption [would be] automatically allocated to transfers made during life that are ‘indirect skips.’  An indirect skip is any transfer of property (that is not a direct skip) subject to the gift tax that is made to a GST trust.”  Id.  Individuals would be allowed to elect not to have the automatic allocation rules apply to indirect skips, e.g., if an individual had already planned use of the GST exemption.  This modification applied to transfers subject to estate or gift tax made after December 31, 1999, and was accepted by the conference agreement.  Id.  Next, the House bill allowed GST tax exemption to “… be allocated retroactively when there is an unnatural order of death.”  Id.  This provision applied to deaths of non-skip persons occurring after the date of enactment of the 1999 tax bill, and was accepted by the conference agreement.  Id.  Also, according to the House bill, “… a trust [could] be severed in a ‘qualified severance’” [in order to alter the GST inclusion ratio and thus eliminate GST tax].  Id.  Again, this provision applied to severances of trusts after the enactment of this bill, and was accepted by the conference agreement.  Id.  Finally, the House bill, which was followed in every GST tax modification under the 1999 tax bill, modified certain GST valuation rules for GST exemption purposes and provided relief for late or substantially-compliant GST exemption allocations.  Id.

Third, under the Senate’s amendment, the 1999 tax bill “… expanded the availability of qualified conservation easements by modifying the distance requirements.”  Id.  Decedents have used these easements to exclude from the gross estate a portion of the “conserved” property’s value.  “The Senate amendment also clarifie[d] that the date for determining easement compliance [was] the date on which the donation was made.”  Id.  The effective dates differed for the two changes under this provision.  See id.


Fourth, the Senate amendment increased the annual gift exclusion to $20,000 per donee, beginning in 2005 for gifts made after December 31, 2004.  See id.  However, the conference agreement did not include the Senate amendment provision for the annual exclusion increase.  See id.

Fifth and finally, “[t]he Senate amendment increase[d] the qualified ‘family-owned business interests’ deduction from $675,000 to $1.975 million.  The deduction plus the unified credit exclusion amount [could] not exceed $2.6 million.”  Id.  “This provision [was] effective for decedents dying after December 31, 2000.”  Id.  As with the previous provision, the conference agreement did not include the Senate amendment provision.  Id.

2.
1999 Minimum Wage Bill

First and notably, after the veto of the 1999 tax bill, a transfer tax rate reduction and the unified exemption provisions were included in the 1999 minimum wage bill, specifically within the first two subtitles under Title V of the latter (and later) bill.  Although the replacement of the unified credit with the unified exemption mirrors the 1999 tax bill, the 1999 minimum wage bill evidently rejected the gradual repeal of the transfer taxes in favor of the following reduction: a cap of fifty percent (50%) on the transfer tax rates and a reduction or “phase-down” of one percent (1%) for all rates in 2003 and of two percent (2%) for all rates in “…2004 and thereafter….”  H.R. 3081, §§ 501 (Subtitle A: rate reduction) and 511 (Subtitle B: unified exemption).

Second, under Subtitle C, the 1999 minimum wage bill incorporated the 1999 tax bill’s GST tax modifications, but excluded the trust severance modification and the last 1999 tax bill modifications to the GST exemption allocations (i.e., the modified GST valuation rules for exemption purposes and the substantial compliance modification).  Third and finally, under Subtitle D, the 1999 minimum wage bill included the conservation easement rules from the 1999 tax bill.  Apparently, the two provisions that were excluded from the 1999 tax bill’s conference agreement, namely the annual exclusion increase and the provision relating to the “family-owned business interests” deduction, were also excluded from the 1999 minimum wage bill.

B.
Changes in Estate Planning as a Result of the 1999 Tax Bills


If the 1999 minimum wage bill is enacted, it will significantly impact the estate planning area.
  Estate planners would not be as constrained in their planning in light of the reduced transfer taxes.  The GST tax modifications would also alleviate estate planning nightmares where clients have not allocated their GST exemption or where estate planners have erroneously allocated it.  (The conservation easement provision would seem to affect only a small number of clients.)  These key changes would not change the estate planning landscape as much as the 1999 tax bill would have (by eliminating the transfer taxes by 2009), but these 1999 minimum wage bill changes would even be welcomed by estate planners who fear legislative changes.


It should be noted that the 1999 minimum wage bill might undergo significant changes in committee; consequently, no one can know what the potential changes will ultimately be.  Congress might decide to include more of the 1999 tax bill in the 1999 minimum wage bill, again resulting in the potential elimination of the transfer taxes.


Even if the transfer taxes were eliminated, estate planners would continue to serve clients under the new regime (e.g., under the carryover basis regime) and by utilizing familiar wealth transfer techniques such as trusts and wills.  Trusts offer a flexible alternative for a multitude of clients who desire to fashion how their wealth will pass to the next generation(s), aside from any transfer tax considerations.  Additionally, income taxation will always impact estate planning, particularly in the trusts and estates area.  And estate planners will always consider multiple areas of taxation, including corporate and partnership taxation, when counseling business owners who want to facilitate the transfer of their businesses.  Therefore, even though a reduction or an elimination of the transfer taxes might reduce planning, business will still abound for estate planners.

CONCLUSIONS:


After the veto death of the 1999 tax bill, the 1999 minimum wage bill offers estate planners some attractive changes.  Most importantly, transfer tax rates would be reduced, and the unified credit would be replaced with the unified exemption.  Also, the GST tax changes contained in the 1999 minimum wage bill would improve the allocation of GST exemption for the unwary (and even for those versed in GST planning).  These changes are far from certain, as the 1999 minimum wage bill must undergo political scrutiny before it becomes law.  But based on the changes made since the 1999 tax bill, the more recent 1999 minimum wage bill seems more attractive to both political parties and might pass easily.  If it does pass, life will improve for estate planners and their clients.

RESEARCH METHODS:


First, I researched this issue at home using the Internet.  Since our Tax Research class requires daily reading of tax news, I had followed the 1999 tax bills through some of BNA’s Daily Tax Reports.  So I used Westlaw to retrieve more information by accessing the BNA Daily Tax Report database and searching for the 1999 House and Senate bills.  Second, I went to the law library to expand my research.  I utilized BNA’s update service, which contained a summary of the transfer tax provisions of the 1999 bills.  Then I researched the bills by using RIA’s supplemental service, where I also found an excellent summary of the bills.  Finally, I concluded my research by performing searches on Westlaw and Findlaw for any other authority on the bills.  Other than my initial computer research, I did not find any helpful information (only articles about the environmental aspects of the 1999 bills).  As before, the traditional research tools provided the best information, but the electronic Daily Tax Report provided precise guidance and the foundation for my research.

� All legislation cited in this memorandum is available online at � HYPERLINK http://thomas.loc.gov ��http://thomas.loc.gov�, where each bill and each committee report is reproduced in electronic form and is also summarized.


� The 1999 minimum wage bill faces some of the same political obstacles that the 1999 tax bill faced.  According to recent news reports on CNN, MSNBC, and Fox News, the 1999 minimum wage bill might pass after it is “marked up” in committee.
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