
 

 

 

THE NEW ESTATE TAX…FOR THE NEXT TWO YEARS 

 

After a year of no estate tax at all, Congress has now passed a new estate tax law 
that will be in effect…for two years. What are the basics of the new law?  

 

1. Exemption and Tax Rate  

For estates of individuals who die in 2011 or 2012, the federal estate tax exemption is $5 million and the 
tax rate is 35 percent. In 2012, the exemption amount may be increased by an inflation adjustment. 

2. Deceased Spouse's Unused Exemption Is Portable  

Under the new law, unused federal estate tax exemptions of individuals who die in 2011 or 2012 are 
"portable" which means they can be passed along to surviving spouses.  

3. The Impact for Married Couples  

Thanks to the portable estate tax exemption in conjunction with the unlimited marital deduction, the first 
spouse to die can leave everything to the surviving spouse without any federal estate tax bill (assuming 
the surviving spouse is a U.S. citizen and is therefore eligible for the unlimited marital deduction). The 
surviving spouse will then have two $5 million exemptions to work with, for a total of $10 million 
(assuming the surviving spouse dies in 2011 or 2012).  

Therefore, the surviving spouse can leave up to $10 million to his or her heirs (typically the couple's 
children) without any federal estate tax bill (assuming the surviving spouse dies in 2011 or 2012).  

In effect, the new portable estate tax exemption in conjunction with the longstanding unlimited marital 
deduction allows the first spouse to die to simply leave everything to the surviving spouse without losing 
the benefit of his or her $5 million federal estate tax exemption. Because the deceased spouse's unused 
exemption can be passed along to the surviving spouse, he or she effectively is given a $10 million 
federal estate tax shelter. 

Example 1: Let's say a married man dies in 2011 with a $3.5 million estate. Thanks to the new $5 million 
federal estate tax exemption, he can leave the $3.5 million to his children without any federal estate tax 
hit. The executor of his estate can then elect to pass along his $1.5 million unused exemption to the 
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man's wife, who is a U.S. citizen. If the wife dies in 2011 or 2012, she can leave up to $6.5 million to the 
children without any federal estate tax hit (thanks to her $5 million exemption plus her husband's unused 
$1.5 million exemption).  

Example 2: Same basic facts as in the preceding example except this time the husband takes the easy 
way out and simply leaves his entire $3.5 million estate to his wife without any federal estate tax bill and 
without using up any of his $5 million exemption. The executor of the husband's estate then elects to pass 
along his unused $5 million exemption to the wife. If she dies in 2011 or 2012, her estate will have a 
whopping $10 million exemption available (her $5 million exemption plus her spouse's unused $5 million 
exemption). So the wife could leave up to $10 million to the children without any federal estate tax bill.  

Key Point. Before the new law, it was necessary to take tax planning steps like:  

 Transferring assets between the spouses while they were both still alive in order to equalize their 
respective estates or to make sure each spouse's estate was worth at least the estate tax 
exemption amount.  

 Setting up credit shelter trusts to make sure the estate tax exemptions of both spouses were 
taken advantage of without shortchanging what the surviving spouse inherited from the 
deceased spouse.  

Such tax planning steps may no longer be necessary if both spouses die in 2011 or 2012. But such steps 
might be necessary again in 2013 and beyond -- because we don't know what the rules will be then.  

But note that  marital trusts may still be needed by most couples who are concerned that the second 
spouse to die should be limited to whom the remaining estate should be passed. As always good estate 
planning advice goes beyond tax advice and must take into account family considerations. 

 

 

4. Inherited Capital-Gain Assets   

For heirs of decedents who die in 2011 and beyond, the familiar rule that allows the federal income tax 
basis of inherited capital-gain assets (such as real estate and stock) to be stepped up to reflect the date-
of-death fair market value is reinstated. For decedents who died in 2010, the simple-and-easy unlimited 
basis step-up rule was replaced by a complicated modified carryover basis rule that limited basis step-ups 
to a maximum of $1.3 million plus up to another $3 million for assets inherited by a surviving spouse.  

What this means for heirs: Thanks to the reinstated unlimited basis step-up rule, heirs won't owe any 
federal capital gains taxes on asset appreciation that occurs through the date of death--as long as that 
date is after 2010. 

5. Estate and Gift Tax Rules Are Equalized  

For 2011 and 2012, the new law sets the lifetime federal gift tax exemption at $5 million (the 2012 amount 
will be indexed for inflation). So the gift tax exemption is now equal to the estate tax exemption, which is a 
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big improvement from the relatively paltry $1 million gift tax exemption that was available previously. 
Therefore, an unmarried person can give away up to $5 million in 2011 and 2012 while still alive without 
owing any gift tax, and a married couple can give away up to $10 million while still alive. Those amounts 
are in addition to gifts that are already sheltered by the annual federal gift tax exclusion ($13,000 per gift 
recipient for 2011). To the extent you make gifts that utilize part of your $5 million federal gift tax 
exemption, your $5 million federal estate tax exemption is reduced dollar-for-dollar.  

The tax rate on 2011 and 2012 gifts in excess of the $5 million exemption is 35 percent, same as the 
estate tax rate. 

6. Estate Taxes in Your State 

It is not just Uncle Sam that charges estate taxes. So if you decide to update your estate plan, factor 
in your exposure to any taxes in your state. California has no inheritance tax.  

7. Stay Tuned 

The new estate and gift tax rules are as taxpayer-friendly but they are only in place for two years. It is 
likely these rules will become a major campaign issue during the 2012 election. What happens in 2013 
and beyond will probably depend on how the 2012 election turns out. If nothing gets done on the estate 
tax front, we will once again be facing a much higher estate tax for 2013 and beyond -- with only a $1 
million exemption and a maximum tax rate of 55 percent. Similarly, the gift tax exemption would fall back 
to only $1 million, and the maximum gift tax rate would jump to 55 percent. 

8. And…. 2010? 

The new law establishes two options for the estates of individuals who died in 2010. 
    Here's how the options work: The estate tax is actually reinstated for 2010 with a $5 million exemption 
and a 35 percent tax rate. However, executors have the option of electing out of the tax for 2010, in 
accordance with the repeal of the tax for that year. If the election out is made, the modified carryover 
basis rules described in this article apply to heirs for income tax basis purposes. So heirs of large estates 
can wind up owing capital gains taxes on appreciation that occurs through the decedent's date of death, 
but there won't be any federal estate tax bill. 
    If an election out is not made, the $5 million exemption and 35 percent rate apply for 2010, and the 
income tax basis of inherited assets equals fair market value on the date of death. 
    In other words, the familiar unlimited basis step-up rule applies if the election out is not made. 
    To summarize, the executor can choose to either:  

 Elect out of the new estate tax rules established by the new law and instead follow the old rules 
established by the 2001 Bush tax cut legislation (no estate tax but modified carryover basis for 
inherited assets).  

 Not elect out and follow the rules established by the new law ($5 million estate tax exemption with 
the tax basis of inherited assets stepped up to the fair market value on the date of death).  

    Important: For estates worth less than $5 million, making the second choice (following the new rules) 

is often preferable because it allows unlimited income tax basis step-ups for inherited assets. In contrast, 

big estates will often benefit from making the first choice (electing out of the new rules and following the 

old rules) because that results in zero federal estate tax. Your tax adviser can provide more information. 
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 A Decade of Changes 

Year 
Estate Tax 
Exemption 

Maximum 
Tax Rate 

2001 $675,000 55% 

2002 $1 Million 50% 

2003 $1 million 49% 

2004 $1.5 million 48% 

2005 $1.5 million 47% 

2006 $2 million 46% 

2007 $2 million 45% 

2008 $2 million 45% 

2009 $3.5 million 45% 

2010 
$5 million or 
repealed 

0%  
or 35% 

2011-
2012 

$5 million 35% 
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