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On June 7, 2001, President Bush
signed into law the Economic Growth
and Tax Relief Reconciliation Act of
2001 (the "Act"), which contains sig-
nificant provisions relating to estate
and gift tax laws. Set forth below is a
summary of the main changes in
estate and gift tax laws that will be
implemented by the Act, as well as a
discussion on how individuals should
plan their estates in light of these
changes.

Need To Review And Update
Current Estate Plans
In light of the estate and gift tax law
changes contained in the Act, it is
advisable that individuals review their
current Wills (and/or Revocable
Trusts) and estate plans with their
attorney. Estate planning becomes
more complicated as individuals must
now plan for the three estate tax
phases: the reduction of estate taxes
from 2002 to 2009, the repeal of
estate taxes in 2010, and the return of
estate taxes in 2011. It is important
for individuals to plan for the possi-
bility that their death could occur in
any one of these estate tax phases.

Reviewing and updating estate plans
are particularly important for married
couples who have executed Wills (or
Revocable Trusts) designed to take
full advantage of the federal estate tax
exemption. Typically, each spouse's
Will (or Revocable Trust) contains a
formula clause that provides that an
amount equal to the federal estate tax
exemption will pass into a trust (often
called a "bypass trust" or "credit shel-

ter trust") for the benefit of the sur-
viving spouse and/or children, and
that the balance of the estate passes
outright to the surviving spouse or to
a marital trust.

As the estate tax exemption increases
from 2002 to 2009, the resulting
effect will be that more of the first-
to-die spouse's estate will pass into
the bypass trust and less will pass out-
right to the surviving spouse or to the
marital trust for the surviving
spouse's benefit. Although this result
may be advantageous from an estate
tax standpoint, it may not reflect the
intentions of the married couple
because the surviving spouse will typi-
cally have less control over assets
passing to the bypass trust than he or
she would have over an outright
bequest or assets passing to the mari-
tal trust.

Another reason that married couples
need to review their estate plans is
that, in order to take full advantage of
the increasing estate tax exemption, it
may be necessary for each spouse to
retitle ownership of assets and to
change the beneficiary designation of
retirement accounts and life insurance
policies.

Plan As If There Always Will Be
An Estate Tax
Since it is impossible to predict
whether or not Congress will reinstate
the estate and gift tax provisions con-
tained in the Act, it is prudent for
taxpayers to plan as if there will be an
estate tax in 2011 and beyond. The

Estate Planning Group at Paul
Hastings has significant expertise in
advising high net-worth individuals in
structuring wealth transfer strategies
that will minimize their family's over-
all estate tax burden.

The Act Expires On December
31, 2010
Before summarizing the estate and
gift tax provisions of the Act, it is
important to note that, in order to
comply with budgetary restrictions, all
the provisions of the Act, including
the estate and gift tax provisions,
expire on December 31, 2010.
Accordingly, if the provisions of the
Act relating to gift and estate tax laws
are not extended or modified by
Congress prior to December 31,
2010, the estate and gift tax laws in
effect prior to the enactment of the
Act will be reinstated beginning on
January 1, 2011.

Increase In Estate And Gift Tax
Exemption
Under current law, each individual is
allowed an exemption for federal
estate and gift tax purposes, which
effectively allows such individual to
make cumulative transfers of assets
during lifetime and/or at death having
an aggregate value of $675,000 with-
out incurring any federal estate or gift
tax. Prior to the enactment of the
Act, the federal estate and gift tax
exemption was scheduled to gradually
increase from $675,000 currently to
$1,000,000 in 2006. The Act gradual-
ly increases the federal estate (but not

Paul, Hastings, Janofsky & Walker LLP

Ju l y  2 00 1



gift) tax exemption from the current
level of $675,000 to $3.5 million in
2009 and repeals the estate tax during
2010. Prior to 2009, the federal
estate tax exemption will be phased in
as follows: $1,000,000 for individuals
dying in 2002 and 2003; $1,500,000
for individuals dying in 2004 and
2005; $2,000,000 for individuals dying
in 2006, 2007 and 2008; and
$3,500,000 for individuals dying in
2009.

In order to prevent the use of gifts to
shift income taxes from higher to
lower rate taxpayers, the Act made
only relatively minor changes to the
federal gift tax exemption. The Act
increases the federal gift tax exemp-
tion from the current level of
$675,000 to $1,000,000 in 2002,
where it will remain until the end of
2010.

Given that the Act expires on
December 31, 2010, the estate tax
repeal, which takes effect in 2010, will
only be in effect during the year 2010.
Unless the provisions of the Act
relating to the estate and gift tax
exemption are extended or modified
by Congress prior to December 31,
2010, the estate and gift tax exemp-
tion in 2011 and thereafter will equal
$1,000,000 (the amount of the estate
and gift tax exemption that would
apply in 2006 under current law).

Reduction In Estate And Gift
Tax Rates
Under current law, the maximum fed-
eral estate and gift tax rate (which is
applicable to estates and to aggregate
gifts exceeding $3,000,000) is 55%.
The Act gradually reduces the maxi-
mum estate and gift tax rate from the
current 55% to 45% in 2009. The
reduction in the maximum rate will be
phased in as follow: 50% in 2002;
49% in 2003; 48% in 2004; 47% in
2005; 46% in 2006; and 45% in 2007
through 2009. In 2010 (when the
estate tax is repealed), the maximum

gift tax rate for cumulative gifts
exceeding the $1 million gift tax
exemption will be 35%. After the Act
expires on December 31, 2010, the
maximum estate and gift tax rate will
equal 55% (the maximum estate and
gift rate currently in effect), unless
Congress extends the Act prior to
such date.

Reduction And Elimination Of
The State Death Tax Credit
Under current law, a decedent's feder-
al estate tax is reduced by a state
death tax credit. However, the
amount of the state death tax credit
is paid to the decedent's state of resi-
dency. This method of taxation
enables the federal government and
the decedent's state of residency to
effectively share the federal estate tax
paid by a decedent's estate. The Act
reduces the state death tax credit by
25% in 2002, 50% in 2003, and 75%
in 2004, and repeals the state death
tax credit in 2005, replacing it with a
deduction for state death taxes paid.
Most states have enacted provisions
known as a "sponge" or "pick-up" tax
that claim a share of the overall fed-
eral estate tax paid by a decedent
equal to the amount of the state
death tax credit. The reduction and
eventual repeal of the state death tax
credit means that states will lose the
revenue they currently derive from
the state death tax credit. This loss
of revenue could lead some states to
enact (or reenact) their own estate
and inheritance taxes. Furthermore,
since New York bases its share of the
federal estate tax on the state death
tax credit in effect prior to the enact-
ment of the Act and limits the federal
estate tax exemption for purposes of
computing the state death tax credit,
estates of New York residents will
not benefit from the reduction in the
federal estate tax rates and may be
subject to a New York estate tax even
though no federal estate tax is
payable.

Qualified Tuition Programs
Under current law, taxpayers may pre-
pay the higher education tuition costs
of their children and grandchildren
only under state-sponsored qualified
tuition programs. The Act expands
the definition of qualified tuition pro-
grams to include prepaid tuition pro-
grams that are established and main-
tained by certain eligible private insti-
tutions. In addition, the Act pro-
vides that all distributions from state-
sponsored qualified tuition programs
will be excluded from the donor's
gross income if made after December
31, 2001. Distributions from non-
state programs will be excluded from
the donor's gross income if made
after December 31, 2003.

Prepaid tuition programs (often
referred to as "529 Plans") are an
excellent vehicle for reducing an indi-
vidual's taxable estate. A donor's
contribution to a qualified tuition
program is treated as a gift that quali-
fies for the $10,000 annual gift tax
exclusion (which allows a donor to
gift $10,000 to an unlimited number
of donees each year without incurring
a gift tax or reducing the donor's
estate and gift tax exemption).
However, unlike all other types of
gifts, a donor can make a contribution
to a qualified tuition program of
between $10,000 and $50,000 for a
beneficiary in a single year and elect
to treat the contribution as having
been made ratably over a five-year
period. Consequently, an individual
can reduce his or her estate more
quickly by making a contribution to a
qualified tuition program than he or
she could by making annual exclusion
gifts of $10,000.

Income Tax Basis Of Assets
Inherited From A Decedent
Once estate taxes are fully repealed in
2010, the Act provides that a modi-
fied carryover basis rule immediately
goes into effect. Under current law,



assets that are owned by a decedent
upon death generally receive a
"stepped-up" basis equal to the fair
market value of the assets on the
decedent's date of death. Beginning
in 2010, the modified carryover basis
rule will cause assets inherited from a
decedent to receive a "carried-over"
basis equal to the lesser of the dece-
dent's basis in the asset or the asset's
fair market value on the date of the
decedent's death. There are two
exceptions to the modified carryover
basis rule. First, $1.3 million of basis
will be allowed to be added to certain
assets owned by the decedent.
Second, an additional $3 million of
basis may be added to certain assets
passing to a surviving spouse. It
should be noted that the modified
carryover basis rule will generally not
require assets owned by a decedent
upon death to be subject to income

tax until sold by the decedent's estate
or by a beneficiary of the asset.

The Act also contains specific rules
dealing with assets whose liabilities
exceed basis. Individuals who own
assets of this type may require special
planning for the disposition of such
assets.

The modified carryover basis rule will
necessitate extensive and accurate
record keeping of the basis of both a
decedent's assets and any assets inher-
ited from a decedent. Since certain
assets, such as real estate and works
of art, may remain in a family for
generations, accurate records will be
required to be kept for many years.
Furthermore, since the IRS places the
burden on a taxpayer to prove the
basis of an inherited asset, the inabili-
ty of a beneficiary to prove the basis
of an inherited asset could result in 

unnecessary taxes being paid upon
the sale of an inherited asset.

If you should have any questions regarding
how the Act may affect your current estate
plan, please contact any of the following
Estate Planning Group attorneys in the Los
Angeles office Henry J. Moravec III at
(213) 683-6123 or via email at 
henrymoravec@paulhastings.com, George
Stephens at (213) 683-6211 or via email
at georgestephens@paulhastings.com; in the
Orange County office Lisa LaFourcade
at (714) 668-6203 or via email at
lisalafourcade@paulhastings.com, Renee
Raithel at (714) 668-6214 or via email
at reneeraithel@paulhastings.com, or John
Trinnaman at (714) 668-6267 or via
email at johntrinnaman@paulhastings.com;
or in the New York office Gregory
Fornasar at (212) 318-6348 or via
email at gregoryfornasar@paulhastings.com,
or Edward Peck at (212) 318-6840 or
via email at edwardpeck@paulhastings.com.
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