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A History of Federal Estate, Gift, and
Generation-Skipping Taxes

Summary

Since1976, thefederal transfer tax system hasincluded an estatetax, gift tax, and
generation-skippingtax. Theestateand gift transfer taxeshavebeen part of thefederal
revenue system, off andon, sincethe earliest days of the United States. Withthe
enactment of theEconomic Growth and Tax Relief Reconciliation Act of 2001 (P.L. 107-
16),weareenteringthefirst off periodsince1916. ThisAct phasesout theestateand
generation-skippingtaxesover atenyear period, leaving thegift tax astheonly federal
transfer tax.

Inthisreport, the history of thefederal transfer taxes, hasbeendividedintofour
parts: (1) thefederal deathandgifttaxesutilizedinthe period1789t01915; (2) the
development of themodern estateand gift taxesfrom 1916 through 1975; (3) thecreation
andrefinement of aunifiedestate andgift tax system, supplemented by ageneration-
skippingtransfer tax; and(4) the phaseout andreped of the estateand generation-
skippingtaxes, withthe gift tax being retained asadeviceto protect the integrity of the
income tax.
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A History of Federal Estate, Gift, and
Generation-Skipping Taxes

Introduction

Theconcept of adeathtax and thecontroversiessurrounding suchtaxeshaveancient
roots. Thereisevidenceof al0percent tax ontransfersof property at deathinancient
Egypt, asearly as700B.C.! L ater, theGreeksand Romansadopted death taxes. Critics
of suchtaxesmay tracetheir grievancesat |east to Pliny the' Y ounger, who charged that
adeath tax was “an unnatural tax augmenting the grief and sorrow of the bereaved.”?

Thegift tax hasdevel oped asanecessary concomitant tothedeath tax becausethe
easi est way to escape atax onthe gratuitous transfer of property at deathistodivest
onesdlf of theproperty duringlife. Theimpact of either tax alonewould bediminished by
the escape offered by the alternate transfer.?

Startingin1976, StatesCongressa most completely restructured thefedera transfer
tax system. Theestateand gift taxeswereunified. Thescopeof thesetaxeswaschanged
intermsof sizeof estatesaffected. Perceivedloopholesof mg orimportancewereclosed
or narrowed. Certaingroups, previously thought to have suffered excessivetax burdens,
wereaffordedrelief. A newtax, thegeneration-skippingtransfer tax, wasaddedto
supplement these two other transfer taxes.

!Randolph E. Paul, Federal Estate and Gift Taxation, p. 3 (Boston 1942), William J.
Schultz, The Taxation of Inheritance, p. 3 (New York, 1926); and Max West, The
Inheritance Tax, p. 11 (New York, 1908). See also, Knowiton v. Moore, 178 U.S. 41, 49
(1900).

AWilliam J. Schultz, The Taxation of Inheritance, p. 6 (New York 1926). The Roman death
taxes were adopted by Emperor Augustus in 6 A.D. See also, Max West, The Inheritance
Tax, p. 11 (New York, 1908); and 3 Adam Smith, The Wealth of Nations, p. 311 (London,
1811). For adiscussion of the complexities of estate planning in ancient Greece, see, Anton-
Herman Chroust, Estate Planning in Hellenic Antiquity: Aristotle’'s Last Will and
Testament, 45 Notre Dame Lawyer 629 (1969).

*The history of using inter vivos transfers to evade death taxes may be traced to Egypt in the
seventh century, B.C.. As noted by one author:

“Another inscription [Egyptian hieroglyphics] records a sale of property by an old
man to his sons at a nominal price, apparently for the purpose of avoiding the
inheritance tax.”

Max West, The Inheritance Tax, pp. 11-12 (New York, 1908).
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The enactment of the Economic Growthand Tax Relief Reconciliation Act of 2001,
beginsamovement away fromtheuseof transfer taxes. ThisAct phasesout theestate
and generation-skipping taxesover atenyear period, leavingthegift tax astheonly federal
transfer tax. Therepeal of theestatetax wouldleavethe United Stateswithout afederal
estate tax for the first time since 1916.

Thisreport detail sthe history of thethreefederal transfer taxes, tracingtheir
development from their eighteenth century roots to the present.”

Death and Gift Taxes in the United States:
1789-1915

Priorto 1916, theUnited Statesdid not makeregular useof deathand gift taxes.
Thefederal government turnedtothemonly intimeof extraordinary revenuedemands,
such as wartime, although individual states used them extensively.

The Death Stamp Tax: 1789-1802

Thefederal experiencewith death taxesbeganintheeighteenth century, when
strai nedtraderel ationswith Francenecessitated devel opment of astrong naval force. In
1794, aspecia revenuecommitteeof theHouse of Representativesrecommended that a
system of stamp duties be adopted to meet the resultant revenue needs. The
recommended duties included a tax:

On inventories of the effects of deceased persons, ten cents.

On receipts for legacies, or shares of personal estate, where the sum is
above $50 and not exceeding $100, twenty-five cents, more than $100 and not
exceeding $500, fifty cents; for every further sum above $500, a dollar. Not to
extend to wives, children or grandchildren.

On probates of wills, and letters of administration, fifty cents.®

In1796, the House CommitteeonWaysand meansreported to Congressabill toadopt
such atax’ and the tax was enacted in 1797.

“P.L. 107-16, 107" Cong., 1* Sess. (2001).

5For a summary and description of current law in this area, please see, CRS Report 95-416,
Federal Estate, Gift , and Generation-Skipping Taxes: A Description of Current Law,
by John R. Luckey.

61 American Sate Papersin Finance 277.

"Annals of Congress, 4" Cong., 1% Sess. 993 (1796). The tax proposed by the Ways and
means Committee, however, was not graduated, unlike the 1794 recommendation. The
Ways and Means proposal called for a flat 2 percent levy and exempted property passing
to parents, husbands, and lineal descendants.
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TheStampActof July 6, 1797 Brequired the use of federal stampsonreceiptsand
dischargesfromlegaciesandintestateshares, andlevied achargefor thepurchaseof the
requiredstamps. Theratestructurerecommended by thespecia revenuecommitteein
1794 wasadopted, al ong with exemptionsfor distributionstoawife (but not husband), or
achild or grandchild.® The stamptax continuedinforce until 1802, whenit was

repeded.”® For thenext 60 years, thefederal tax structureendured without any form of
death tax.

The Civil War Inheritance Taxes: 1862-1870

The Civil War periodwasimportantinthedevel opment of thefederal estateand gift
tax system. TheRevenueAct of 1862introducedthefirstfederal gifttax andincludeda
number of featureswhichhavebecomeimportant partsof thepresent federal estate, gift,
andgeneration-skippingtax|laws,includingtaxationof certainlifetimetransfersof a
testamentary character and exemptionof small estates. DuringthedebateontheAct,
Congress considered for the first time special treatment of charitable transfers.™*

Theuseof afederal deathtax wasrevivedin 1862 to meet therevenuedemandsof
the Civil War.*2 The1862levy, likeitspredecessor, taxed |l egaciesand distributiveshares
of personal property but, unlikeitspredecessor, it wasnot adocumentary stamptax but an
inheritancetax (atax imposed uponindividua swhoreceive property fromadecedent upon
the privilege of inheriting the property).t®

8Act of July 6, 1797, 1 Stat. 527.

°The policy of favorable tax treatment of transfers to a spouse has continued into present

law, which affords special estate and gift tax deductions for certain interspousal transfers.
26 U.S.C. 88 2056, and 2523.

9Act of April 6, 1802, 2 Stat. 148.

“During consideration of the 1862 tax, Representative William Payne Sheffield of Rhode
Island argued unsuccessfully for special treatment of charitable bequests. In debates on the
floor of the House of Representatives, Congressman Sheffield stated:

It seems to me proper for the national Legidature to give encouragement to
making of this class of devises for charitable and literary purposes. There are a
great many of them made — made to poor churches and made for the purpose
of building schools and colleges. The Government has frequently aided such
institutions by grants of land; and it seems to me to be in harmony with the
previous policy of our legidature to adopt a provision of this character. Cong.
Globe, 37" Cong., 2™ Sess. 1534 (1862).

2Act of July 1, 1862, 12 Stat. 432, 483.

BAn inheritance tax may be distinguished from an estate tax, such as the tax presently
imposed by the federal government. An estate tax is imposed upon a decedent’s estate for
the privilege of passing the property to designated beneficiaries, whereas an inheritance tax
isimposed upon the beneficiaries themselves for the privilege of receiving legacies, bequests

(continued...)
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The amount of the 1862 tax was, asistypical of inheritancetaxes, graduated
accordingtotheclosenessof thefamilial rel ationship betweenthedecedent andthe
beneficiary. Theratesrangedfrom0.75 percent, for distributionsto ancestors, lineal
descendants, and siblings, to 5 percent, for distributionstodistant rel ationsand unrel ated
persons. Thetax wasimposed only onpersonal estatesinexcessof $1,000. Bequeststo
surviving spouseswereentirely exempt fromtax. Giftsintendedtotakeeffect at the
donor’ s death or thereafter were included in the donor’ s estate for tax purposes.

War revenueneedsprompted Congresstoincreasetheratesof tax oninheritancesin
1864 andtoimposeasuccessiontax onthe receipt of real property by devise. The
successiontax applied bothto devisesof real property andtotransfersfor inadequate
congideration, thoughtransfersincons deration of marriagewereregarded astransfersfor
adequateconsi deration. Widows(though not widowers) wereexempt fromthesuccession
tax, and charitable transfers of real estate were expressly taxed at the highest rate.*

In 1866, Congressresponded to pleasof the Special Commissioner of theRevenue
andtightenedenforcement of thelegacy and successiontaxes. A penalty of upto$1,000
wasimposed onexecutorsand administratorswhofailed tofurnishtherequired statements
or filed false statements.’®

Thelegacy and successiontaxeswererepealedin 1870, whentheneedfor their
additi onal revenueshad ceased. Four yearslater, theUnited States Supreme Court held,
inScholey v. Rew,* that the |egacy and succession taxes hadbeenconstitutionally
imposed.

InScholey, the taxpayer contendedthat the Civil W ar degthtaxesweredirect taxes
which, under the United States Constitution, must beapporti oned accordingtothecensus!®
The Court disagreed, stating that:

Taxes on lands, houses, and other permanent real estate have always been
deemed to be direct taxes, and capitation taxes, by the express words of the
Constitution, are within the same category, but it never has been decided that any
other legal exactions for the support of the federal government fall within the
condition that unless lad in proportion to the numbers that the assessment is
invalid.... Whether direct taxes in the sense of the Constitution comprehends any
other tax than a capitation tax and a tax on land is a question not absolutely
decided, nor is it necessary to determine it in the present case, as it is expressly

13(...continued)
and devises from the deceased.

“Act of July 30, 1864, 13 Stat. 285, 480.
BAct of July 13, 1866, 14 Stat. 140.
Act of July 15, 1870, 16 Stat. 256.

1723 Wall. (90 U.S.) 331 (1874).

18U.S. Const., Art. |, 89, cl. 4.
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decided that the term does not include the tax on income, which cannot be
distinguished in principle from a succession tax such as the one in the present
controversy.*®

An Income Tax on Gifts and Inheritance: 1894

ThelncomeTax Actof 1894 wasnot, inatechnical sense, adeathor gifttax, butit
didtreat giftsandinheritancesasincomeandtax themassuch.® Thetax wasshort-lived,
asthe United States SupremeCourt ruledit unconstitutional in 1895, inPollock v.
Farmers Loanand Trust Company.? The Court found that, to the extent the 1894
Incometax wasimposed onthegainsfromreal estate, it soburdenedthereal estateasto
constituteadirect tax, which had to beapportioned among thestatesaccordingtothe
census. TheCourt struck downtheentirestatute becauseit found that limination of only
thetax onreal estateincomewould unduly burdentheother classesof incometaxpayers,
contrary to congressional intent.

Modified Estate Tax: 1898-1902

The War RevenueAct of 1898%imposed another deathtax inorder toraiserevenues
tofinancethe Spanish-American War. The1898 deathtax wasaformof estatetax, levied
uponthevalueof all personal property includedinadecedent’ sgrossestate. Property
passing to asurviving spousewasexcluded fromthetax, and a$10,000 specificexemption
excludedsmall estates. Thetax ratesweregraduated from0.74 percent to 15 percent,
takinginto considerationboththe size of the estate andthe degree of kinshipof the
decedent and the beneficiaries.

The United States Supreme Court upheldthe 1898 estate tax in Knowlton v.
Moore.?® TheCourt reaffirmeditsearlier decisioninScholeyv. Rew, supra, and sai dthat
the estatetax, liketheinheritancetax, wasanindirect tax subject totheruleof uniformity
and not therul eof apportionment. TheCourt rejected thecontentionthat death taxeswere
theexclusiveprerogativeof thestatesand hel dthat, althoughwillsand distribution of estates
weremattersfor statelaw, taxation of thesetransferscould rest withthefedera government
as well asthe states.

1993 Wall. (90 U.S,) 331, 347.
2Act of August 27, 1894, 28 Stat. 509, 553.

2158 U.S. 429 (1895). This case is often correctly viewed as setting the stage for the
passage of the Sixteenth Amendment to the United States Constitution, which expressy
authorizes the imposition of an income tax without apportionment by census.

ZAct of June 4, 1898, 30 Stat. 448, 464.
%178 U.S. 41 (1900).
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The 1898 estates tax was amendedin 1901 to exempt bequeststo charitable,
religious, literary and educati onal organi zationsandto organi zationsfor theencouragement
of theartsor theprevention of cruelty tochildren.?* In1902, theestatetax wasrepealed.

Reasons for Federal Death Taxes: 1789-1915

Federal deathtaxesinthe United Statesbetween 1797 and 1915 appear to have
servedas supplementary revenuesourcesadopted only duringwar times. Thereislittle
support for thetheory that thesetaxeswereleviedinan attempt to prevent thetransfer of
vast estates or to redistribute wealth.

Attitudesbeganto change withrespect totheperpetuation of largeestates, however,
and in a speech in 1906 President Theodore Roosevelt called for:

a progressive tax on all fortunes beyond a certain amount, either given in life or
devised or bequested upon death to any individua — a tax so framed as to put it
out of the power of the owner of one of these enormous fortunes to hand on more
than a certain amount to any one individual .

Development of the Modern Federal Estate and Gift
Taxes: 1916-1975

A history of themodernfederal estateand gift taxesmust beginin 1916. Thoughsince
extensively reexamined and revised numeroustimes, | egisl ation enacted that year isthe
direct ancestor of current law.

The Revenue Act of 1916

In 1916, Congressreacted toamixtureof changing attitudesand revenueshortages,
thelatter caused by areductioninUnited Statestradetariff receiptsintheearly yearsof
WorldWar 1. It becameapparent that greater reliancewoul d haveto beplaced oninternal
taxesandthat dependenceontariffswouldhavetobereduced. Oneinternal tax wasa
federal estate tax.

Theegtatetax adoptedintheRevenueAct of 1916*” had many featuresof thecurrent
taxes. It wasmeasured by theval ueof theproperty owned by adecedent at thedate of
deathandthe value of adecedent’ sestatewasincreasedfor tax purposesby certainlifetime
transfers, includingtransfersfor inadequateconsideration, transfersnot intended totake

#Act of March 2, 1901, 31 Stat. 946.
ZAct of April 12, 1902, 32 Stat. 96.
%See, quotation in Randolph E. Paul, Taxation in the United Sates p. 88 (Boston, 1954).

ZAct of September 8, 1916, 39 Stat. 756; on rationae for the tax as a revenue measure, see,
H.Rept. 64- 922, 64" Cong., 1% Sess. 1-5 (1916).
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effect until death, andtransfersincontemplationof death® Thefull valueof property
owned concurrently by adecedent and another personwould beincludedinthedecedent’ s
grossestate, unlessit could beestablished that the survivingjoint owner had contributed
part of the property’s acquisition cost.

The 1916 estatetax allowedthe executor to reduceadecedent’ sestatefor tax
purposes by a$50,000 exemption and theamount of any funeral expenses, administration
expenses, debts, losses, and claimsagainst theestate. Thetax ratesranged from 1 percent
on net estates of up to $50,000, to 10 percent on net estates over $5,000,000.

The SupremeCourt upheldthe 1916 estate tax in New York Trust Company v.
Eisner.?® Writing for the Court, Justice Oliver Wendell Holmes stated:

The statement of the constitutional objections urged imports on its face a
distinction that, if correct, evidently hitherto has escaped this Court. See, United
States v. Field, 255 U.S. 257. It is admitted, as since Knowiton v. Moore, 178
U.S. 41, it has to be, that the United States has power to tax legacies, but it is said
that this tax is cast upon atransfer while it is being effectuated by the State itself
and therefore, is an intrusion upon its processes, whereas a legacy tax is not
imposed until the process is complete. An analogy is sought in the difference
between the attempt of a State to tax commerce among the States and its right
after the goods have become mingled with the general stock in the State. A
consideration of the paralel is enough to detect the fallacy. A tax that was
directed solely against goods imported into the State and that was determined by
the fact of importation would be no better after the goods were at rest in the State
than before. It would be as much an interference with commerce in one case as
in the other . . . . Conversely, if atax on the property distributed by the laws of
a States, determined by the fact that distribution has been accomplished, is vdlid,
tax determined by the fact that distribution is about to begin is no greater
interference and is equally good.*

Rate Increases: 1917

Therevenue demands of defensepreparationspromptedincreasesof one-hdf inthe
estatetax rates, aspart of the Revenue Act of 1917.3! L aterinthat sameyear, twonew
ratebracketswereadded at theupper end of theratescale.® By theend of 1917, the
estat etax ratesprogressed from 2 percent on net estatesbel ow $50,000, to 22 percent on
net estatesbetween $8,000,000 and $10,000,000, and 25 percent on net estatesabove

A gift was presumed to have been made in contemplation of death if it was made within
two years of death. The executor could rebut this presumption by showing that the gift was
motivated by lifetime considerations, rather than death tax avoidance.

2256 U.S, 345 (1920).
0256 U.S. at 348.

SAct of March 3, 1917, 39 Stat. 1000; for statements regarding its necessity to provide war
revenues, see, H.Rept. 64-1366, 64" Cong., 2™ Sess. 1-3 (1917).

2Act of October 3, 1917, 40 Stat. 300.
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$10,000,000. Estatesof individual swhosedeathresulted from military servicewerenot
taxed.

Estate Tax Fluctuations and a Brief Gift Tax: 1918-1926

The conclusionof WorldWar | prompted debatesover thecontinued existenceof the
estatetax. TheHouseof Representativesapproved aratein 1918% but the Senate sought
instead toreplacethe estatetax withaninheritancetax. TheRevenueAct of 1918%
reflected acompromi sebetweentheviewsof theHouseand Senate, retai ning theestatetax
but cutting the rates on estates of less than $1,000,000.

The 1918 law al so expandedthe estatetax baseby including thevalueof asurviving
spouse’ sdower or curtesy rightinthedecedent’ sestateand the proceeds, over $40,000,
of lifeinsurancepoliciesonthedecedent’ slife, if they wererece vableby theexecutor or
theestate. The1918 Act asoincludedinthegrossestatethevalueof any property subject
to ageneral power of appointment held by the decedent, whether exercisedinthe
decedent’ swill or exercisedduringthe decedent’ slifeincontemplation of death.®
Charitable contributions were deductible in computing the taxabl e estate.

Theestatetax remai ned unchanged until 1924, when Congressagainincreasedthe
estatetax ratestoatop rate of 40 percent on net estatesover $10,000,000; madecertain
adjustments to the estate tax base; and added agift tax.*® The estate tax base was
increased by adding the valueof property whichadecedent transferred during lifebut over
whichthe decedent retainedthe power to “alter, amend, or revoke” the beneficial
enjoyment. Provisionwasalso madefor all ocatingtotheestateaportion of theval ueof
concurrently owned property acquired by adecedent and asurvivingjoint owner by giftor
I nheritance, inwhich casetherewould benorelativecontributions. Also, acreditagainst
thefederal estatetax wasallowedfor statedeathtaxes, uptoatotal of 25 percent of the
federal tax liability.

The Revenue Act of 1924 al so added agift tax withthesamerate schedul easthe
estatetax. A lifetimeexclusionof $50,000andanannua exclusionof $500 per doneewere
bothallowed. Neither charitablecontributionsnor giftsof property whichthedonor had
received by gift or inheritance within the past five years were subject to gift tax.

$See, H.Rept. 65-767, 65" Cong., 2™ Sess. (1918); and the debates on H.R. 12863, 65"
Cong., 2" Sess., 56 Cong. Rec. (1918).

%Act of February 24, 1919, 40 Stat. 1057.

*A power of appointment is a right held by someone other than the owner of property, to
designate the person or persons who will enjoy the benefits of the property. For example,
a power to designate who will receive the income from certain stocks would be a general
power of appointment over the income from stocks. The power to designate who would
receive the stocks at the owner’s death would be a general power of appointment over the
stocks themselves.

%Revenue Act of 1924, Act of June 2, 1924, 43 Stat. 253.
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Stiff oppositiontotheestateand gift taxesincreased duringthemid-1920s, andin
1926thegifttax and many of theestatetax rateincreaseswererepealed.®” The1926 Act
created an estatetax raterangefrom 1 percent on net estatesunder $50,000, to 20 percent
onnet estatesabove $10,000,000. Theestatetax exemptionwasincreased from $50,000
t0$100,000, and themaximum credit for state death taxeswasincreased from 25 percent
to 80 percent of the federal estate tax liability.

Althoughthe 1924 gift tax wasrepeal ed by theRevenue Act of 1926, itdid stimulate
adecisionof the United StatesSupreme Court upholdingitscondtitutiondity. InBromley
v.McCaughn,*®the Court hel dthat the gifttax wasan excisetax of thecondtitutional class
of indirect taxes, requiring only intrinsic uniformity, rather than apportionment.

Estate Tax Rate Increases and a Permanent Gift Tax: 1932-
1941

Thedepression of the1930sreducedincometax revenuesandincreased thedemand
for revenuesto financevariousnew Government projects. Again, Congressturnedtothe
estate and gift taxes.

TheRevenue Act of 1932%*increasedtheestatetax ratesat virtually every level,
addedtwo newrate brackets, andreducedtheestatetax exemptiontoits1924|evel of
$50,000. Theresultant estatetax had ratesgraduated from 1 percent on net estatesupto
$100,000, to 45 percent on net estates above $10,000,000.

The 1932 Actasoreintroduced afederal gifttax, but withratesset at three-quarters
of theestatetax rates, alevel maintained until 1976. Thelifetimegift tax exclusonwasset
at $50,000, and the annua exclusion at $5,000 per donee. Notax wasimposed on
charitable gifts.

Thegift tax was,and continuesto be, cumulative. Thatis, therateof tax oneach
success vetaxablegift over thedonor’ slifetimeiscomputed onthebas sof thetotal amount
of al suchgifts. If twodonorseachmadeidentical giftsof $50,000inaspecificyear, the
donor withthe greater amount of lifetimetaxablegifts(after 1932) would pay thehigher tax
on the present transfer.

Between 1934 and 1942, socia policiesand wartimedemandsledto aseriesof estate
and gift tax rate increases, though the gift tax rates continuedto be maintained at
three-quartersof theestatetax rates. TheRevenueA ct of 1934 rai sed themaximum estate

S’Revenue Act of 1926, Act of February 26, 1926, 44 Stat. 9; on the necessity of the estate
tax rate increases to provide revenues to finance new Federal projects, see, H.Rept. 72-708,
72™ Cong., 1% Sess. 1-4 (1932).

%280 U.S. 124 (1929).
BAct of June 6, 1932, 47 Stat. 169.
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tax rateto 60 percent, onanet estate over $10,000,000,* and theRevenueAct of 1935
further raiseditto 70 percent, on net estatesover $50,000,000.* The1935Act also
reduced the estate and gift tax lifetime exemptions to $40,000 each.

Theoutbreak of WorldWar Il in Europerai sed congressional concernover thestate
of Americanmilitary preparednessand prompted anincreaseintheestateand gift taxesto
provide additional revenue. TheRevenueA ct of 1940 added a10 percent surtax tothe
income, estate, and gifttaxes® TheRevenueAct of 1941 increased theestateand gift tax
ratesevenfurther, producing an estatetax rategraduationfrom 3 percent, on net estatesnot
over $5,000,to 77 percent,onnet estatesover $50,000,000.* Thegifttax rateswere
maintained at three-quarters of the estate tax rates.

Further Rate Adjustments and the Marital Deduction: 1942-
1948

Thebasic estate and gift tax exemptions wereatered again by theRevenueAct of
1942 “which created a$60,000 estatetax exemption, a$30,000 lifetimegift tax exclusion,
anda$3,000 annual per doneegift tax excluson. The1942 Acta soincreasedtheestate
tax baseby includinginadecedent’ sgrossestatethe proceedsof any lifeinsurancepolicy
onthedecedent’ slifeif either theproceedswerepayabl eto or for thebenefit of theestate
or the decedent had paid the premiums on the policy.

The 1942 Actal so attemptedto correct theperceivedinequity inestateand gift
taxationbetweenresi dentsof community property statesand non-community property
states.* Property owned concurrently by adecedent and asurviving spouseinanon-
community property statewasexcluded fromthedecedent’ sgrossestateonly totheextent
it coul dbe shown that the survivingspousecontributedtothe acquisitioncost. Ina
community property state, however, one-half of al property acquired by either spouse
during their marriagebel ongedto each spouse, by operation of law. Onthedesth of either
spouse, only one-half of thecommunity property would besubject to estatetaxes.*® This
resultedinthe automatic equalizationof theestatesof spousesresidingincommunity
property states and alower total estate tax burden.

“Act of May 10, 1934, 48 Stat. 680.
“Act of August 30, 1935, 49 Stat. 1014.

“Act of June 25, 1940, 54 Stat. 516; on the reason for the increased rates, see, H.Rept. 76-
2491, 76" Cong., 3¢ Sess. 1 (1940).

“Act of September 20, 1941, 55 Stat. 687.
“Act of October 21, 1942, 56 Stat. 798.

“Under community property laws, the property acquired by either spouse during their
marriage belongs half to each spouse.

%See Estate of Eisner v. Comm'r, B.T.A. Memo. Op. (October 31, 1939); and Hernandez
v. Becker, 54 F.2d 542 (10" Cir. 1931).
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Congressattempted toresol vethi sproblemby treating community property likeit
treated concurrently owned property inanon-community property state. Community
property wasincludedinadecedent’ sgrossestateexcept totheextent that thesurviving
spouse could be shown to have contributed to the acquisition cost.

Thissolution, deemed complex and unsuccessful, wasreplaced intheRevenue Act of
1948 by theestateand gift tax marital deductionsandtherulesonsplit-gifts. Theestate
tax marital deductionpermitted adecedent’ sestateto deduct thevalueof all property
passing to asurviving spouse, whether passingunder thewill or otherwise. Under the 1948
Act, themaximumdeductionwasone-half of thedecedent’ sadjusted grossestate (the
grossestatel essdebts, taxesand administration expenses). Community property, however,
wasineligiblefor theestatetax marital deduction, thereby equalizing thetax treatment of
estates of residents of community property states and non-community property states.

Thegift tax marital deduction allowed adonor to deduct one-half of aninterspousal
gift, other than community property, toathird person. Concomitantly, thesplitgiftrule
allowedthenon-donor spouseto el ect to betreated ashaving madeagift of one-half the
total transfer. Thiselectionwastobemadeonthegifttax return, and useof twoannual
exclusions on gifts by a spouse to athird person was permitted.

Changes in the Estate Taxation of Life Insurance: 1954

Theestatetaxation of lifeinsuranceproceedswaschanged during therecodification
of thetax lawsin1954. Thelnternal Revenue Codeof 1954 includestheproceedsof alife
insurancepolicy onthedecedent’ slifeinthegrossestateif theproceedswerepayabl eto,
or for thebenefit of, theestate, if thedecedent retained any incidentsof ownershipinthe
policyonthedateof death, or if thedecedent gaveaway any of theincidentsof ownership
in the policy within three years of death and in contemplation of death.*

Restructuring of the Federal Transfer Tax System:
1976—1998

Startingin1976, Congressenacted mgor revisonstothefedera transfer tax system.
Theestateand gift tax |lawsweresignificantly altered. A new tax ongenerati on-skipping
tranferswasadded.® Thegreatest structural changewastheunification of theestateand
gift taxes.

“TAct of April 2, 1948, 62 Stat. 110.

4826 U.S.C. § 2042. An “incident of ownership” is any economic benefit from the policy,
such as the right to change the beneficiary, to borrow against the cash surrender value, or
to cancel the policy.

P, L. 94-455 88 2001-2009; See also, Staff on the Joint Committee on Taxation, 94" Cong.,
2" Sess., General Explanation of the Tax Reform Act of 1976, 525-597 (1976).
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The Tax Reform Act of 1976

TheTax Reform Act of 1976 createdaunifiedestate and gift tax framework,
consisting of asingle graduatedrateof tax imposed onbothlifetimegiftsand testamentary
dispositions. Thegifttax remained cumulative, sothat therateof tax on each successive
taxablegift washigher throughout thedonor’ sentirelifetime. Transfersmadeat deathare
treated asthelast taxablegift of thedeceased donor. Therefore, theamount of lifetime
taxablegiftsaffectstherateof tax imposed onthedonor’ staxableestate, thoughit doesnot
affect the actual sizeof thetaxableestate. Theestateand gift tax ratesweregraduatedto
amaximumtax rateof 70 percent on cumulativegiftsor taxabl eestatesof morethan
$5,000,000.%

TheTax ReformAct of 1976 also merged theestatetax exclusionandthelifetimegift
tax exclusioninto asingle, unified estateand gift tax credit2which may beusedto of fset
gift tax liability duringthedonor’ slifetimebut which, if unusedat degth, isavail ableto offset
thedeceased donor’ sestatetax liability. Thecredit was$42,500for transfersmadein
1980 and $47,000for transfersmadeafter 1980. Thiswasequivalenttoanestateand gift
tax exemption of $161,000for transfersmadeduring 1980 and $175,625for transfers
made after 1980.%° The $3,000 per donee annual gift tax exclusion was retained
unchanged.

TheTax Reform Act of 1976 also changed theincometax consequencesof asal eof
property received fromadecedent. Thegainonasa eisthedifferencebetweentheamount
realizedby the seller andtheseller’ sbasis. Anheir’ sbasisininherited property, prior to
the 1976 Act, wasitsfair market valuefor federal estatetax purposes. Therefore, if
inheritedproperty weresold soon after thedateof death, therewouldbenogainandno
Incometax liability. Theappreciationaccruing prior tothedateof deathwouldbeforever
eliminated fromtheincometax base. The1976 Act providedaruleunder whichthebasis
of property received fromadecedent was* carried over” fromthedecedent. Thisso-called
“carryover basis’ rulegaveheirsabasi sininherited property equal tothedecedent’ sbasis
onthedateof death, with adjustmentsfor ashareof theappreciationaccruingbefore1977,
ashareof the estate taxes paid on the property, and ashare of the state deathtaxes
imposedonthe property. Theheir couldalsoincreasethebasisinall of thedecedent’s
property to a minimum basis of $60,000.%*

Op,L. 94-455, 94" Cong., 2 Sess. (1976).
IP.L. 94-455 § 2001.
2p.L. 94-455 § 2001.

®The credit was a dollar-for-dollar offset against tax, rather than a deduction from the
amount of taxable gifts or taxable estate. Therefore, the $47,000 credit was equivalent to
an exemption of $175,625 because it would cover the gift or estate tax on a transfer of
$175,625.

*PL. 94-455 § 2005. This rule never went into effect. Its effective date was suspended
and later the rule was repealed retroactively to its date of enactment. See, discussion of the
(continued...)
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The1976 Act alsoincreasedthelimitationontheestatetax marital deductionsfor
moderate-sized estates, all owing thedeductionfor thegreater of one-half of theadjusted
grossestate(theformer limitation) or $250,000.® I n conjunctionwiththeunified transfer
tax credit, theincreased estatetax marital deduction permittedthetax-freepassageof an
estate of up to $425,625in 1981, if at least $250,000 passed to the surviving spouse.

Thelimitationonthegift tax marital deductionwasal soincreasedin certain cases,
allowingadonor spouseto deduct the full amount of thefirst $100,000 of lifetime
interspousal taxablegiftsafter 1976, but alowingnodeductiononthenext $100,000 of
interspousal taxablegifts. A deductionwasallowedfor one-half of thevalueof all
subsequent interspousal taxable gifts.*®

Theinclusionof property transferred by giftin contemplation of deathwasa sorevised
by the1976 Act, eiminating therebuttablepresumptionthat all giftsmadewithinthreeyears
of deathweremadein contemplation of death. Now, the 1976 A ct required automatic
inclusioninthegrossestateof theva ueof dl giftsmadewithinthreeyearsof death, unless
they were less than $3,000.>’

The 1976 Act al so providedamethod by which spousescould assuretheexclusion
of one-half of thevalueof concurrently owned property by el ecting totreat thecreation of
thejoint interest asataxablegift® Previoudy, agift toaspouseof one-hdf of thevalueof
concurrently owned property did not removeany portionof theva ueof theproperty from
thedonor’ sgrossestate, if thedonor predeceased. Under the*fractional interest” rule,
however, if the creationof theconcurrently owned property wasataxablegift, andif certain
other requirementsweremet, theestateof thefirst spousetodieincluded only one-half of
the value of the concurrently owned property. Therefore, theexecutor did not haveto
establish relative contributions of the deceased and the surviving spouse.

The 1976 Act provided specia rulesfor estatescomposed principally of interestsin
aclosaly heldbusinessor family farm. If thebusiness(or farm) interest wasasufficiently
largeshareof theestate, andif it satisfied certain other requirements, any real estateused
inthefarmor businesswill bevalued at itspresent use, rather thanits* highest and best

%4(...continued)
Revenue Act of 1978 and the Crude Oil Windfall Profits Tax Act of 1980, supra.

*®p.L. 94-455 § 2002.

%To further integrate the estate and gift taxes there was an offset in the estate tax marital
deduction for gifts which qualify for more than a one-half gift tax marital deduction. To the
extent that a decedent’s life time taxable interspousal gifts were less than $250,000, the
estate tax maximum marital deduction was reduced by the difference between the actua gift
tax marital deduction on these transfers and one-half of the value of the gifts. P.L. 94-455
§ 2002(a) and (b).

SPL. 94-455 § 2001(a)(5).
5P L. 94-455 § 2002(C).
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use.”* Thisprovisioncouldreducethesizeof thedecedent’ sgrossestateby upto
$500,000, but any estatetax savingswererecapturedif thebusinessor farmwasnot
continued by the decedent’ s family for the next 15 years.

The1976 Act al so permitted estatescomposed primarily of aninterestinacl osely-
heldbusinessor family farmto defer payment of theestatetaxesattri butabletothebusiness
interest® If certainrulesweremet regarding thesizeof thebusinessinterestin proportion
totheestate, no portion of theestatetaxesattributableto thebusi nessinterest would have
to bepaidforthefirstfiveyears, withonly interest required. Theestatetaxesonthisshare
of the estate were allowed to be paid in up to ten equal annual installments thereafter.

The1976 Actalsocreatedanestatetax deductionfor certainbequeststominor
childrenof the decedentif thechildrenhadnoother living parentsafter thedecedent’ s
death. This" orphan’ sdeduction” waslimitedto$5,000for eachyear each childisunder
21 years of age.®*

Oneof themajor changesinthe 1976 A ct wastheadoption of anew tax oncertain
generation-skippingtransfers. A generation-skipping transfer wasdefined asonewhich
split theenjoyment and ownership of property betweentwoindividuals. Thefirstlevel of
beneficiaries, usually thedonor’ schildren, receivedtheright touseand benefitfrom
property duringtheir lifetime. Thesecondlevel of beneficiaries, usually thesettlor’s
grandchildren, received theout-right ownership of theproperty at thetermination of the
interestsof thefirstlevel of beneficiaries. Priortothe1976 Act, thecharacter of the
interestsheldby the different beneficiarieshad resultedinestateor gift taxation of the
property tothedonor andtheultimate, secondleve of beneficiaries, but not theintervening,
first level of beneficiaries.

TheTaxReform Act of 1976 addedacomplex seriesof rulesdesignedtotreat the
termi nation of theinterest of theintervening beneficiariesasataxableevent, taxed at arate
egual totheestateand gift tax rateswhichwould have been applicablehad the property
been transferred outright by the donor and then by the first beneficiary.®

The Revenue Act of 1978

TheRevenueAct of 19782 madeanumber of technical changesintheestateand gift
tax rulesaddedin 1976, and two substantivechanges. First, it suspended theeffectivedate
of the carryover basisrulesuntil 1980. Second, it provided aset of rulesby whicha

59p,L. 94-555, §2003(a).
Op,L. 94-455, § 2004(a).

®PL. 94-455 § 2007. This tax never went into effect. Its effective date was suspended
and later it was repealed retroactively to its date of enactment and replaced with a new tax.
See, P.L. 99-514, 8§ 1431-1433.

2P|, 94-455, § 2006(a).
8p,L. 95-600, 95" Cong., 2d Sess. (1978).
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surviving spousewho* materially participated” intheoperation of afamily firmor closely
hel dbusinessownedconcurrently with adeceasedspouse, coul dtreat aportionof
appreciationinthevaueof thebusinessthat accrued during the period of such participation,
as cashconsiderationcontributed by that surviving spouse. Therefore, ashareof thevaue
of the concurrently owned business assets woul dnot be taxabl einthe estate of the
deceased spousebecauseit would betreated ashaving comefromthesurviving spouse's
contributions.®

The Crude Oil Windfall Profits Tax Act of 1980

The Crude Oil Windfal ProfitsTax Act of 1980%is, perhaps, anodd vehiclefor an
Important deathtax provision. However, it wasasan amendment tothisbill that the
carryover basisrulesof the Tax Reform Act of 1976 wererepeal ed, retroactivetothe
effective date of the 1976 Act.%®

The Economic Recovery Tax Act of 1981

TheEconomicRecovery Act of 1981 (ERTA)% madesubstantial changesintheestate
tax apparently designed to reducethe number of taxable estates and to prevent the
imposition of anestateor gifttax oninterspousal transfers. With only minor exceptions,
thesechangesappliedto estatesof decedentsdying after December 31, 1981, andtogifts
made after December 31, 1981.

ERTA increased theunifiedtransfer tax credit from $47,000t0 $192,800, phased-in
over six years, effectively increasing theexemption equival ent from $175,625 to $600,000
over that period.®® Alsophased-inover athreeyear period wasareduction, from 70

“p,L. 95-600, § 511(a).
5P, 96-223, 96" Cong., 2d Sess. (1980).

%Executors could €elect to use the carryover basis rules on certain estates of decedents who
died after December 31, 1976, and before November 7, 1980.

SPL. 97-34, 97" Cong., 1% Sess. (1981); see also, H.Rept. 97-201, 97" Cong., 1% Sess.
154-196 (1981); S.Rept.97-144, 97" Cong., 1% Sess. 124-142 (1981); and H.Rept.97- 215,
97" Cong., 1% Sess. 247-257 (1981).

®pL. 97-34, § 401. The credit was phased-in as follows:

Year Credit Exemption Equivalent
1981 $47,000 $175,625
1982 $62,800 $225,000
1983 $79,300 $275,000
1984 $96,300 $325,000

[cContimnued...)
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percent to 50 percent,inthetopestate, gift,and generation-skippingtransfer tax rates
applicable to transfers above $2,500,000.%°

ERTA madesubstantial changesinthemarital deduction. Thequantitativelimitson
the estateandgift tax marital deductionswereeliminated, thereby allowingunlimited
interspousal tax-freetransfersafter December 31, 1981. Themarital deductionwas
permittedfor transfersof certainlifetimeincomeinterestsintrust or otherwise, if thedonor
or executor electstoincludethefull valueof thetransferred property intheestateof the
doneeor survi vingspouse. Trandfersof incomeinterestsin charitableremainder trustsafter
December 31, 1981, were allowed to qualify for the marital deduction.™

A newrulewasenactedregarding the estate taxation of property ownedjointly by
spouseswitharight of survivorship. Thisrulerequiredincludinginthegrossestateof a
decedent dying after December 31, 1981, only one-half of theval ueof property owned
jointly witharight of survivorshipby thedecedent and thesurviving spouseand no other
persons, regardlessof therel ative contributionsof thedecedent and thesurviving spouse.
The 1981 Act a sorepeal sthespecial rulesthat formerly appliedwith respecttoelective
fractional interestsof ahusband andwifeinajointly owned property andtojointly owned
farm or business property.™

ERTA liberalizedand simplifiedtherulesby whichanestatequdifiestohavefamily
farmor closaly held businessred estatevalued at itspresent use, rather thanitshighest and
best use. Includedwasaspecial ruletoenableindividualsmoreeasily toretireon Socia
Security withoutlosingtheahility tospecially valuetheir farmor businessred estate. The
“materia participation” standard wasreducedin certain cases, andtheamount by whicha
decedent’ sgrossestate canbereducedby special usevauationwasincreasedfrom
$500,000t0$750,000. Theserulesapply generally with respect to estatesof decedents
dying after December 31, 1981.7

ERTA dsoliberdized and s mplifiedtherulesby whichtheestatetaxesattributableto
aninterestinaclosely held businesscan bepaidininstallmentsover al5-year period. A
special 4 percentinterest rateonthedeferredtax attributabletothefirst $1,000,000in

%(...continued)

1985 $121,800 $400,000
1986 $155,800 $500,000
1987+ $192,800 $600,000

p,L. 97-34, § 402.
P L. 97-34, § 403.
P L. 97-34, § 403(c).
7P L. 97-34, § 421.
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valuewasprovided, with respect to estatesof decedentsdying after December 31, 1981.%
The new law also eliminates the former 10-year installment payment rule.

After 1981, therulebywhichproperty givenaway withinthreeyearsof thedateof
deathisautomaticallyincludedinthe grossestat eof thedonor wasdiminated for most
typesof gifts. Theautomaticinclusionrulewasretainedin certain special instances, such
as gifts of life insurance policies.”

ERTA increased theannual gift tax per doneeexclusionfrom $3,000t0$10,000, with
respect totaxablegiftsafter December 31, 1981. TheActalsopermitted anunlimited
annual exclusion for the payment of a donee’ s tuition or medical expenses.”

Onlyanannual gifttax returnwasrequiredtobefiled after 1981. Thefilingdatefor
thisreturnwas set onthe same dateasthedonor’ sincometax return, includingtimefor
extensions.’

A qualifieddisclaimer for estateandgift tax purposeswaspermitted evenif the
disclaimer wasinvalid under applicable Statelaw, if thedisclaimant actually transferred the
property to the person who would have taken it if the disclaimer had been valid.”

ERTA repealedtheorphan’ sdeductionallowedfirst under the Tax Reform Act of
1976.® It alsodel ayed for an additional year theeffectivedateof thegeneration skipping
transfer tax ruleswithregardtotransfersunder willsand revocabl etrustsinexistenceon
June 11, 1976.7

The Deficit Reduction Act of 1984

TheD#ficit Reduction Act of 1984 (DFRA)® contained anumber of changesinvolving
giftand estatetaxes, thoughtheessential thrust of the Economic Recovery Tax Actwas

BPL. 97-34, § 422,

“p L. 97-34, § 424(a).
P.L. 97-34, § 441.

P.L. 97-34, § 401(2)(2)(B).
7P.L. 97-34, § 426(a).
P 97-34, § 427(a).
™PL. 97-34 § 428.

®p,|. 98-369, 98" Cong., 2™ Sess. (1984); see also, H.Rept. 98-432, part I1, 98" Cong., 2™
Sess. 1504-1522 (1984); S.Rept. 98-169, 98" Cong., 2 Sess. 711-725 (1984); and H.Rept.
98-861, 98" Cong., 2* Sess, 774, 1120, and 1235-1243 (1984).
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unaffected.® DFRA frozethemaximum gift and estatetax rateat 1984 1evel s(55 percent)
until 1988. Under ERTA thetopratewasscheduledtofall tothe50 percent level in 19852

DFRA modifiedthegift andestatetax lawtoliberalizeprovisionsfor gift tax free
transferstoformer spousespursuant to awrittenagreement. Itincreasedtothreeyears,
twoyearsbeforeand oneyear after adivorce, the period for making anagreement for such
transfers. It also allowed an estate tax deduction for such transfers.®

DFRA madethreechangesthat aff ected estatescontai ning closely held businesses.
First, it modifiedtheinstallment payment provisionsapplicabletoaclosaly held business
interestto permit their useinamodifiedformwherenon-readily tradeablestock isindirectly
owned. Thiswasaccomplished by permittingal ook through apassivehol ding company
todetermineif the decedent owned 20 percent or moreof thevoting stock andthevalue
of suchclosely heldbusinessinterest exceeded 35 percent of theadjusted va ueof the
estate® Second, thealternateval uation ruleswereamended to permit anelectiononlate
returns, thosefiledwithin oneyear of theduedate, and to prevent useof alternateval uation
exceptwhereit resultedinadecreaseinboththetotal valueof theestateand estatetaxes®
Third, aprovisionto permit perfectionof acurrent useval uation el ection noticeor
agreement, wheretherewassubstantial compliancewith | RSregul ationsintheoriginal
notice or agreement, was enacted.®

INDFRA, Congress, for thefirst time, adopted statutory provisionsgoverning gift
loans (certain below market interest ratel oans) whichtreat foregoneinterest asagift. An
exceptionwasprovided wherel oansdo not exceed $100,000. TheActa soprovidedfor
income tax treatment of the imputed interest .’

DFRA asoprovidedfor the: addition of permanent rulesfor permitting reformation
of acharitable, split-interest trust, tocomply withthe 1969 Tax Reform Act requirements
forincome, estate, or gift tax deductibility asacharitablecontribution (Congresshadinthe
past enacted temporary provisionspermitting reformation) 2eli minati on of the $100,000
estatetax exclusionfor certainretirement benefitspayabl eat deathfromindividual

8P, 97-448 § 104, 97" Cong., 29 Sess. (1982), Technical Corrections Act of 1982,
included severa provisions to clarify the 1981 ERTA Gift and Estate Tax provisions.

#Pub. L 98-369 § 21.
®p.L. 98-369 § 425.

8p L. 98-369 § 1021. Where the stock is indirectly owned and the quantitative requirements
are met, an installment payment election may be made, but the 4 percent interest rate and
5-year deferral of principal payments of certain amounts of deferred tax payments, available
for directly owned interests, are not applicable.

®P.L. 98-369 88 1023, 1024.
%p.L. 98-369 § 1025.

8p.L. 98-369 § 172.

¥p.L. 98-369 § 1022.
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retirement accounts, qualified plans, military retirement, and tax sheltered annuities®and
clarificationof congressional intent toapply transfer taxes(gift, estate, and generation-
skipping) to certain bondsexempt fromincometax by virtueof law outsidethel nternal
Revenue Code.®

The Tax Reform Act of 1986

TheTax ReformAct of 1986° containedfour general ly applicablechangestothe
estate, gift,and generation-skipping taxes. Themost extensveof thesechangeswasthe
repeal of theexi sting generation-skippingtransfer tax retroactiveto June11, 1976, and
enactment of anew systemtotax suchtransfers.® Thisnew tax replaced thegraduatedtax,
based ontheestatetax rates, withafl at ratetax set at thehighest estatetax rate, currently
55 percent. Thetax wasapplicabletoall generation-skippingtransfers, includingtransfers
whichdirectly skipped agenerationwithout theinterveni ng generation enjoying any
beneficial interest in the transferred property.*

TheTax ReformAct alsoincluded: a50 percent exclusionfrom estatetaxation of
qualified proceedsfrom qualified sal esof employer securitiesto anemployeestock option
plan;** modifi cation of thedefinition of thequalified conservation contribution rulestoalow
adeductionwithout regardto whether contributionsmet the* conservation purpose”
requirement of theincometax;*andrepeal of thegift tax exclusionfor anemployee’s
exerciseor non-exerciseof anelectionunder whichanannuity, pension, fromaquaified
plan, tax- deferred annuity, IRA, or military pensionwould bepaidtoabeneficiary after the
employee’ s death.*

The Omnibus Budget Reconciliation Act of 1987

The Omnibus Budget Reconciliation Act of 1987 (OBRA)®" contained four
amendmentstotheestate, gift and generation-skippingtaxes. Thefirst of theseamendments

®p.. 98-369 § 525.
“Pp.L. 98-369 § 641.

9P| . 99-514, 99" Cong., 2" Sess. (1986). See also, H.R. Rep. 841, 99" Cong., 2 Sess,
770-776 (1986).

%P.L. 99-514 8§ 1431-1433.

%These “direct skips’ were not taxed under the 1976 generation-skipping transfer tax.
%“pL.99-514 § 1172.

®Pp.L. 99-514 § 1422.

®P.L. 99-514 § 1852(e). This section also makes technical corrections to 26 U.S.C. § 2039
by repealing subsection (c).

P.L. 100-203, 100" Cong., 1¢ Sess. (1987). See also, H.Rept. 100-495, 100" Cong., 1%
Sess. 992-998 (1987).
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froze the generation-skippingtax rateandthe top gift and estatetax ratesat 55 percent,
delaying the drop to a 50 percent rate until after December 31, 1992.%

OBRA providedfor aphase-out of theunified creditfor estateand gift transfers
exceeding $10,000,000. Thisphase-outisaccomplished by addinga5 percenttax tothe
tax ontaxabletransfersover thisamount until thebenefit of theunified credit hasbeen
recaptured. Thusbetween 1988 andtheend of 1992, transfersbetween $10,000,000 and
$21,040,000 would betaxed at 60 percent. Oncetherecaptureiscompl ete, 55 percent
wouldagainbecomethetax rate. After 1992, whenthetopratewasscheduledtodropto
50 percent, therecapturewasapply totransfersbetween $10,000,000 and $18,340,000.%
Thisprovisiondidnot affect thetax ratefor computing thegeneration-skipping transfer
taX.lOO

OBRA closed aperceived| oop holewhich had been created by the provision of the
Tax Reform Act of 1986 which establishedtheestatetax deduction for salesof employer
securitiestoan ESOP. Thisprovisionhadleft openthepossibility that an estatecould,
through aseriesof purchasesand salesto an ESOP, totally wipeoutitsestatetax liability.
TheAct clarifiesandrestrictstheavailability of thisdeductionby: limitingthedeductionto
sal esof nonpublicly traded securities; limiting thededuction to 50 percent of thetaxable
estate; limiting themaximumreductionin estatetaxesto $750,000; imposing hol ding
requirementsonthe decedent and the ESOP; prohibiting thedeductioninthecaseof
securitiesacquired with assetstransferred fromanother plan of theemployer; andimposing
an excisetax onthe ESOP for failure to satisfy the all ocationand holding period
requirements.1®

Finally, OBRA providedthat“ vauation” or “ etatefreeze’ transactionswill causethe
total valueof theproperty transferredinthetransactiontobeincludedinthedecedent’ s
gross estate as property in which the decedent had a retained interest.’®

%p . 100-203, § 10401(a).

®This drop in rates was retroactively repealed by P.L. 103-66, § 13208, 103 Cong., 1%
Sess. (1993).

100p) | 100-203, § 10401(b).

1p| . 100-203, § 10411-10413. The retroactive effect of this provision was upheld by the
Supreme Court in U.S. v. Carlton, 114 S.Ct. 2018 (1994).

192p L. 100-203, § 10402. In general, a freeze transaction involves the division of ownership
of a business into two parts, a growth interest and an interest in the current value of the
business, which is the interest which is frozen. By selling, at a nomina price, or giving away
the growth interest, a taxpayer could maintain control of the business and continue to enjoy
the income from the business while excluding any future appreciation in its value from his
gross estate. The classic freeze transaction is a recapitalization of a closely held business.
Thetransferor exchanges his common stock for voting preferred stock, whichrepresentsthe
current value of the business entity. New common stock is given to the transferor’ s children.
This stock, at the time of the gift, has practically no value, but as the value of the business
appreciates, the appreciation in vaue is represented in this common stock. If not for this
provision, this transaction would “freeze” the transferor’s interest in the business at the value

(continued...)
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The Technical and Miscellaneous Revenue Act of 1988

TheTechnical and MiscellaneousRevenueAct of 1988 (TAMRA)*®containeda
number of amendmentsto the estate, gift, and generation-skippingtaxes. Many of these,
asthenameof theActimplies, weretechnical innature. Amongthesewereanumber of
clarifyingamendmentstothegenerati on-skippingtransfer tax which affected such areasas.
the overlapping definitions of “direct skips,” “taxableterminations,” and“taxable
distributions;” theinclusionratiofor charitabl el ead trustsand nontaxabl egifts, generation
assignment; taxation rules for multiple skips; and the grandchild exemption.2%

TAMRA made several changesexpanding anddlarifyingthestuationstowhichthe
estatefreezerulesapply.’® TheAct alsoremovedthemarital deductionfor boththeestate
andthe gift tax when aspouseisnot acitizen of theUnited Statesunlessthetransferis
made utilizing a“ qualified domestic trust.” 1%

TAMRA amendedthe alternate valuation rules for family farms. Under the
amendment, asurviving spouse may rentthefarmtoafamily member onanet cashbasis
without incurring recaptureliability. Theamendment appliedtorentalsoccurring after
December 31, 1976. Thestatuteof limitationsfor refundsfor closedyearswaswaivedfor
claims made within one year of TAMRA' s enactment 1%

Under prior law, artloaned to atax-exempt organi zation wasatransfer taxableunder
thegifttax. Suchatransfer didnot qualify for thegift tax charitablededuction becauseonly
apartid interest wastransferred. TAMRA allowed suchloanstoqualify for thecharitable
deductionif thecharitiesuseof theartisrel ated to theorgani zati onstax-exempt purpose®

102(,,.continued)
it had at the time of the transaction and any appreciation value would pass to his children
free of estate taxation because it had been given away. This estate tax benefit is eliminated
by treating a retained frozen interest as the equivalent of a retained life estate in the gifted
growth interest.

This provision was repealed retroactively to the date of its enactment by the Omnibus
Reconciliation Act of 1990, P.L. 101-508, § 11601, supra.

18P L. 100-647, 100" Cong., 2™ Sess. (1988).

1P L. 100-647, § 1014.

1%pL. 100-647, § 3031.

18P, 100-647, § 5033.

07p L. 100-647, § 6151.

18P | . 100-647, § 1018.
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The Revenue Reconciliation Act of 1989

TheRevenue ReconciliationAct of 1989 (RRA)® contai nedasmall number of
amendmentstothetransfer taxes. Theamendmentstothegenerati on-skippingtax wereof
atechnical nature.'® Thegift tax wasamendedto allow the$100,000 exclusionfor
transferstoanoncitizen spouseonly if thetransfer would qualify for themarital deduction
if the spouse were a citizen of the United States.*!

Theestatetax changesin RRA modified thenew rulesenactedin TAMRA concerning
transferstoaspousewhoisnot acitizen of theUnited States. Under TAMRA theestate
tax marital deduction had been eliminatedfor transferstoanoncitizen spouseunlessa
qualifieddomestictrust wastutilized. TheRRA allowed theuseof themarital deductionfor
transfersto aresi dent spouseif thespousebecameacitizen beforethefiling estatetax
return.t?

TheRRA a somodifiedtherequirementsof aqualified domestictrust. Asmodified,
aqualifieddomestictrust needed only to haveonetrusteewhoisacitizen of theUnited
Statesasopposed tothepreviousrequirement that all trusteesbecitizens. Thelonecitizen
trusteewasrequiredto have veto power over the di stributionsfromthetrust. Under the
RRA, thenoncitizen spousenolonger needed anincomeinterestinthetrust for thetrustto
be qualified, unless the trust was a terminable interest.!*®

The RRA went alongway towardtaxing qualified domestictrustsinthesamemanner
asthe estatesof citi zen pousesby permitting certain etatetax benefitsagainst theestate
tax required of aqualified domestictrust uponthedesath of thenoncitizen spouse. These
benefitsincluded aternateval uation, charitabledeductions, specid usevauation, and certain
capital gains provisions.***

The RRA providedthat thedenid of themarital deductiontoanoncitizen spousewill
not beeffective, duringathree-year periodfromtheeffectivedateof theRRA, againsta
noncitizenspousewhoisdomiciledinacountry which hasatreaty withthe United States
whichwoul dprovideadifferent result™ TheRRA set rulesandtimetablesfor reforming
trusts to qualify as qualified domestic trusts.*®

109p,| . 101-239, 101% Cong., 1% Sess. (1989).
10gee P.L. 101-239, § 7811.

wp | 101-239, § 7815(d)(1).

up | 101-239, § 7515(d)(5).

u3p | 101-239, § 7815(d)(7)(A).

1P | | 101-239, § 7815(d)(7)(B).

usp, | 101-239, § 7815(d)(14).

uep, | 101-239, § 7815(d)(8).



CRS-23
The Omnibus Reconciliation Act of 1990

TheOmnibusBudget Reconciliation Act of 1990 (OBRA90) containedone
modificationof theestateand gift tax provisions. OBRA 90 completely dtered thetransfer
tax approachto the estatetax freeze whichhadbeenenactedin1987 andamendedin
1988. Thepreviousapproachtotax avoi dancethrough freezetransactionswastoinclude
theat death valueof property transferredinthismanner intheestateof thetransferor asa
retainedinterest.!® OBRA 90 repeal ed section 2036(c) retroactively to 1987, thus
removing the freeze transaction from the estate tax retained interest rules.**®

Under OBRA 90the focus changed fromtheestatetax tothegift tax. TheAct added
new rulesfor determiningif thetransfer congtituted agiftand, if o, val uating thetransferred
interest at the timeof thefreezetransactionfor gift tax purposes. Thesenew ruleswere
premiseduponthe general principal thattheva ueof aresidud interestisdeterminedby
subtractingthevaueof any retainedinterestsfromtheval ueof theentirebusi nessentity,
adjustedtoreflect percentageof ownershipor control. OBRA90 changedthegifttax
consequencesof thefreezetransaction by establishingtheva ueof therightsretainedinthe
transactionat zero or amuchlower value than that whichwoul d havebeenfound under
prior law, thus greatly increasing the value of the transferred (gifted) interest.’?

The Omnibus Reconciliation Act of 1993

The Omnibus Budget ReconciliationAct of 1993 amendedthetransfer taxesby
restoring**thetoptwo tax ratesto 53 percent and 55 percent, effectiveretroactively to
December 31, 199212

The Taxpayer Protection Act of 1997

TheTaxpayer Protection Act of 1997 (TPA)*?*amendedall three of the transfer
taxes. Theunifiedcreditwasincreasedfor thefirsttimesince 1981. Theterminology was
changedfrom unifiedcredittoapplicableexclusonamount. TPA phasedinanincreasein
thisapplicableexclusionamount from $600,000in 1997 t0$1,000,000in 2006 ( See chart

WP, 101-508, 101¢ Cong., 2 Sess. (1990).

11850g, 26 U.S.C. § 2036.

19p |, 101-508, § 11601.

20p] . 101-505, § 11602.

2ip) 103-66, 103 Cong., 1% Sess. (1993).

22The top rate had dropped to 50 percent on December 31, 1992.
23p] . 103-66, § 13208.

24p | 105-34, 105" Cong., 1% Sess. (1997).
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below.).® Whilethisamount wasnot indexedfor inflation, TPA did bringindexationtothe
estateand gifttaxesfor thefirst time. Thefollowingamountswereindexedforinflation
beginningin 1998: the$10,000 annual exclusionfor gifts; the$750,000 ceilingon specia
usevaluation; the $1,000,000 generation-ski ppingtax exemption; and the$1,000,000
ceiling on the value of a closely-held business eligible for special low interest rates.?®

TPAcreated anew exclusionfrom the estate tax for qualified family-owned
businesses. Under thisexclus ontheexecutor of aqualified estatewasempowered to el ect
special estatetax trestment for quaified” family-ownedbusinessinterests.” Thisexcluson
waslimitedtoatotal of $1,300,000 when combinedwiththeapplicableexclusionamount
of the unified credit.**” Thusthefamily-owned businessexclusionwasscheduledto
decrease as the applicable exclusion amount increased.

Applicable Exclusion amount and Family-Owned Business

Exclusion
Year Applicable Exclusion Business Exclusion Total Exclusion
amount
1998 $625,000 $675,000 $1,300,000
1999 $650,000 $650,000 $1,300,000
2000-1 $675,000 $625,000 $1,300,000
2002-3 $700,000 $600,000 $1,300,000
2004 $850,000 $450,000 $1,300,000
2005 $950,000 $350,000 $1,300,000
2006+ $1,000,000 $300,000 $1,300,000

TheTPA defined” qualified estate” to betheestateof aU.S. citizenor resdent of whichthe
aggregateval ue of thedecedent’ squdifiedfamily-owned businessintereststhat arepassed
to qualifiedhei rsexceeds50 percent of thedecedent’ sadjusted grossestate® “ Qualified
heir” wasdefinedtoincludeany individual who hasbeenemployedinthebusinessfor at
least 10 yearsprior tothedateof thedecedent’ sdeath, and membersof thedecedent’ s

15p| . 105-34, § 501. Instead of the code referring to an amount of credit and one having
to compute the size of taxable estate which would be covered by that size of credit, the code
now sets out the amount of the taxable estate which the unified credit will cover.

1261 .
27p |, 105-34, § 502.

128p| . 105-34, § 502. The formula for calculating this percentage was included in the
section.
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family.*? A “ qualified family-owned businessinterest” wasdefined asany interestina
bus nesswith principal placeof businessintheU.S.if ownership of thebusinessisheldat
least 50 percent by onefamily, 70 percent by twofamilies, or 90 percent by threefamilies,
as long as the decedent’ s family owns at least 30 percent of the business.**

Toqudlify for thebeneficial treatment aff orded family-owned businessesunder TPA,
the decedent (or amember of hisfamily) wasrequiredto haveowned and materially
participatedinthebusinessfor at | east fiveof theeight yearspreceding thedeath of the
decedent. Also, eachqualified heir wasrequiredtomaterialy participateinthebusinessfor
atleast fiveyearsof any eight year periodwithintenyearsfollowingthedecedent’ sdeath. ™

Other changesinthetransfer taxesfoundin TPA included: areductionintheinterest
rateoninstallment paymentsof estatetaxesattributableto closaly held businesses;***denid
of revaluationof giftsfor estate tax purposes after the expirationof the statute of
limitations;**repeal of thethrowback rulesapplicabletodomestictrusts* reductioninthe
estatetax for certainland subject to permanent conservati on easements;*® and modification
of thegenerati on-skipping transfer tax for transferstoindividual swith deceased parents®

The Internal Revenue Service Restructuring and Reform Act
of 1998

Inadditiontoclarifyingand making severa technical amendmentsto changesenacted
in1997, thel nternal Revenue Service Restructuring and Reform Act of 1998 contained
onemoresubstantiveamendment totheestatetax. Thisamendment converted thefamily-
owned businessexclusionintoadeduction.*® TheA ct al so coordinated thisnew deduction
withtheunifiedcredittoincreasebenefitstotheestateswith qualified family-owned
businessinterestsasthe unified creditincreases. TheAct providedthat if anexecutor

2P L. 105-34, § 502. TPA incorporated by reference the definition of “family member”
from 1.R.C. 8§ 2032A(e)(1), whichincluded theindividua’s spouse, the individua’s ancestors,
and the lineal descendants of the individual or his spouse or parent (and the spouses of such
lineal descendants).

130p L. 105-34, § 502. Again, TPA utilized the definition of “family member” from I.R.C.
§ 2032A(e)(1).

BIPL. 105-34, § 502. Recapture rules were included if the heirs failed to meet these
participation rules.

2P | . 105-34, § 503,

139P |, 105-34, § 506.

134p | | 105-34, § 507.

1P | . 105-34, § 508.

1P | . 105-34, § 511.

157P |, 105-206.

1P | 105-206 § 6007(b)(1)(A).
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el ectedto usethefamily-ownedbusinessdeduction, the estatetax liability wouldbe
calculatedasif theestatewereallowed amaximumqualified busi nessdeduction of
$675,000 and anapplicableexclusionamount of $625,000, regardlessof theyearinwhich
the decedent died. If theestateincluded|essthanthe$675,000 of qualified family-owned
businessinterests, theapplicableexclus onamountisincreased onadollar for dollar basis,
limited to the applicable exclusion amount generally available for the year of death.'*

Phase Out and Repeal the Federal Estate and
Generation-Skipping Taxes

TheEconomic Growthand Tax Relief Reconciliation Act of 2001 generally repeals
thefederal estateand generation-skippingtransfer taxesat theend of theyear 2009,
providesfor the phaseout of thesetaxesover the period2002to 2009, lowers and
modifiesthegift tax, providesnewincometax carry-over basisrulesfor property received
fromadecedent,and makesother general amendmentswhichwill beapplicableinthe
phase out period.

Repeal of The Estate and Generation-Skipping Transfer
Taxes

Thefederal estatetax and thegeneration-skipping transfer tax shall not beappliedto
decedents dying or generation-skipping transfers made after December 31, 2009.14

Phase Out of The Estate and Generation-Skipping Transfer
Taxes

Thephaseout of the estatetax i sto beaccomplished primarily by adjustingthree
featuresof thetax. Thetoprateistobegradually lowered.'* Thegpplicableexclusion
amountistobegradually raised.!*® Thecredit for deathtaxes(estateor inheritancetaxes)

¥p.L. 105-206 § 6007(b)(1)(B).
“p | . 107-16, 107" Cong., 1* Sess. (2001)

“p|. 107-16, § 501. It should be noted that for purposes of compliance with the
Congressional Budget Act, P.L. 107-16, 8§ 901 provides for sunset of its provisions at the end
of the year 2010. Therefore, absent Congressional action in the interim, the law governing
the estate, gift and generation-skipping transfer taxes would revert to the lawv which was in
place on June 7, 2001.

“42p L. 107-16, 8 511. The 50% rate in 2002 is to be the maximum rate on taxable estates
on the portion in excess of $2,500,000. The top rates in succeeding years are to be the
maximum rates on taxable estates on the portion in excess of $2,000,000.

“SpL. 107-16, § 521. The applicable exclusion amount is a unified amount which can be
exempted from the gift and/or estate tax. After the applicable exclusion amount surpasses
$1,000,000 in the year 2004, the amount which may be exempted from gifts is limited to

(continued...)
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paidtoaStateisto begraduallyloweredandrepl aced by adeductionfor suchtaxes#
Also, the5% surtax usedtorecapturethebenefitsof thegraduatedtax ratesontaxable
estatesof over $10,000,000isreped ed,®and, after theapplicableexclusionamount has
surpassed the$1,300,0001 evel usedto protect family owned busi nesses, thefamily owned
business deduction is repeal ed.*

Schedule of Changes

Yer | Top Applicable Credit for State Death Tax Other Scheduled
Rate Exclusion Changes
Amount
2002 | 50% $1,000,000 75% of current allowable Repeal of 5%
credit. surtax.
2003 | 49% $1,000,000 50% of current allowable
credit.
2004 | 48% $1,500,000 25% of current allowable Reped of family
credit. owned business
deduction.
2005 | 47% $1,500,000 Credit repealed. Deduction --
for tax paid to State.
2006 | 46% $2,000,000 Deduction for tax paid to --
State.
2007 | 45% | $2,000,000 Deduction for tax paid to -
State.
2008 | 45% $2,000,000 Deduction for tax paid to --
State.
2009 | 45% $3,500,000 Deduction for tax paid to --
State.

143(...continued)
$1,000,000, with the remainder of the exempt amount reserved to the taxable estate.

4P| . 107-16, § 531 and § 532. Currently the maximum allowable credit is the lesser of
the net tax paid to the State or the statutory ceiling of 26 U.S.C. § 2011(b) ( a percentage
of the taxable estate minus $60,000). Many States use the maximum credit allowed under
§ 2001(b) to constitute the State’'s estate tax.

45p | 107-16, § 511(b).

“p | . 107-16, 8 521. The family owned business deduction allows $625,000 in value of
qualified family owned business to be deducted from the estate. If an estate opts to use this
deduction, the estate is limited to a $675,000 applicable exclusion amount, giving a total of
$1,300,000 which is deducted from the estate. Therefore, when the applicable exclusion
amount exceeds the $1,300,000 level, it will no longer be utilized and thus is repealed.
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The phaseout of thegeneration-skippingtax isaccomplished primarily through
loweringtheratesandincreas ngthelifetimeexemption. Thegeneration-skippingtransfer
tax isimposed at thetoprateof theestatetax.'*” Therefore, whenthetoprateof theestate
taxisloweredunder the Act, it hastheaffect of lowering thegeneration-skippingtax as
well. Thelifetimeexemptionisincreased by makingtheexemptionequal totheestatetax
applicable exclusion amount.**

Modification of The Gift Tax

Thegifttax wasnot repeal ed asoriginally proposedinorder to protect theintegrity
of theincometax. Itwasfeltthat, absent agift tax, incomeproducing property could be
giftedtotaxpayersinlower brackets, sold, thetaxespaid, and theproceedsgifted back to
the higher bracket taxpayer, thusavoiding great amountsof incometax onthesa eof capital
assets.

The gifttax wasmodified by lowering theratesandincreas ng theapplicableexclusion
amount. Thetoprateof thegift tax declineswiththetoprateof theestatetax.® Afterthe
repeal of the estate tax, the top gift tax rateisloweredto 35% of the excess over
$500,000.2° Theapplicableexclusionamountisraisedto$1,000,000intheyear 2002.
Thisamount remainsconstant through thephaseout period of theestatetax and after the
reped of theestatetax. ™ Thus, whentheunified applicableexclusionamount increases
for the estatetax inthephaseout period, only $1,000,000 may beusedto cover lifetime
transfers, i.e. gifts.

Basis Rules for Property Received from a Decedent

Technicallythe new bas srulesareincometax rules, not estatetax rules. Basisisused
to determine gai nonthesaeof capital assetsforincometax purposes. Oftenbasi sand cost
areequivalent. Generally, todeterminetaxableincomefrom saleof acapitd asset, thebasis
inthat assetissubtracted fromthesaleprice. Currently, thebas sin property received from
adecedentisa“ stepped-up” basis®? Theinheritor of property, instead of havingthebasis
of the onefromwhichhereceivedthe property (acarry-over basis), hasabasisinthe
property of the fair market valueof the property at thedateof death of thedecedent. The
purposeof thestepped-up basi srulewasto avoid doubletaxation. Theproperty hadbeen
subject to the estatetax. If the property had a carry-over basisand was sold after
inheritance, therewoul dbe acapital gainsubjecttotheincometax. Theuseof the

14726 U.S.C. § 2641.

18P | . 107-16, § 521(c).

9P| . 107-16, § 511(c), see discussion above.
®0p| . 107-16, § 511(d).

B#Bip |, 107-16, § 521.

15226 U.S.C. § 1014.
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stepped-up basiseliminatesthiscapital gainandthustheincometax onthesale. Withthe
repeal of the estate tax, thisneed for the stepped-up basis rules will be removed.

TheAct repeal sthestepped-up basisruleat theend of theyear 2009 (whentheestate
tax i srepeal ed).™ Thenew basisrulewill bethat thebasisin property receivedfroma
decedentisthelesser of carry-over basisor thefair market valueof theproperty onthe
date of death of the decedent.’>*

Under theestatetax and theincometax stepped-up basi srules, anamount of thegross
estatewasnot subj ect to either tax.**> Tocompensatefor thel ossof theexempt property
withtherepeal of theestatetax andthechangeto carry-over basis, theAct providesfor
two amountsof propertywhichmay still receivestepped-upbasis. Every estatemay
alocate$1,300,000 basisincreaseto property inthetaxableestate*® Inadditiontothis
general step-up, property passingto the spouse of the decedent may beallocated upto
$3,000,000 basisincrease.™®” Each of these amounts s to be indexed for inflation.

Other Amendments

The Act requires certain new returns to be filed to provide information for
administration of the new basis rules.**®

TheActremovesthemileagerestrictionsfor theestatetax rulefor creation of
conservationeasements. Thisamendment appliestotheestatesof decedentsdying after
December 31, 2000.:*°

TheActmodifies thegeneration-skippingtransfer tax allocationrulesfor certain
lifetime transfers to a trust.'®°

Conclusion

Thefedera system of transfer taxeshasrepresented animportant part of thefederal
tax structurefor thepast 85 years, not somuchintermsof revenueproduced, butinterms

18p.L. 107-16, § 541.
¥p.L. 107-16, § 542.

1%The gpplicable exclusion amount and all property passing to the spouse under the unlimited
marital deduction would be not subject to the estate tax while still receiving the stepped-up
basis and thus avoiding the income tax on the subsequent sale of the property.

16p L. 107-16, 8§ 542. A decedent who is a nonresident not a citizen is limited to a $60,000
step-up.

7p L. 107-16, § 542.

1%8p ) . 107-16, § 542, amending 26 U.S.C. §8 6018 & 6019.

%p . 107-16, § 551.

1%p.L. 107-16, 88§ 561 to 563.
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of impact onindividual taxpayersandtheir personal and businessdecisions. Thehistory of
theestate, gift, and generation-skipping taxesshowsamixed desiretoraiserevenueandto
promotecertainsocial goals. These goalsinclude: (1) reducing large estates and
inheritances; while(2) alleviating theburden onsmall and moderatesi zed estatesand
facilitating thecontinued operation of family businesses. Thephaseout andrepeal of the
estate and generation-skipping transfer taxesmeetsthe second of thesegoal s, but |eaves
the first unaddressed, at |east from perspective of tax policy.



