New Tax Laws May Affect Estate Plans
By Larry Dahl, CPA, D.H. Scott & Co.

New for 2010
As of Jan. 1, 2010, federal estate taxes are repealed for any deaths that occur during this calendar year, regardless of the size of that person's estate (state estate/inheritance taxes will still apply). Previously only the first $3.5 million in assets were exempt from federal estate taxes. For this year only, you can die with any amount of wealth and avoid estate taxes. 

Unintended Consequences from Estate Plans Based On Prior Law 
In the past, amounts passing to surviving spouses were automatically excluded from estate tax. Therefore, most professional advisors created estate plans that gave the surviving spouse an amount formulated on the amount above the standard exclusion (the old amount that would have otherwise been subject to estate taxes). In 2010, the result from the tax formula used in these plans (calculated with the new unlimited amount that is now exempt from estate taxes), results in a surviving spouse inheriting nothing. 

Estate Tax Savings Result in Increased Income Taxes for Beneficiaries in 2010
Income tax will increase for those who inherit from estates in 2010. This tax is on the growth of assets, such as stocks and real estate that occurred during the deceased's lifetime. If your beneficiary inherits these types of assets from you in 2010, the cost basis will be at what you originally paid for them (called carryover basis), and any growth will be taxed to the beneficiary.  There is some tax relief. The new law allows for a limited stepped-up cost basis to continue.  Now increases for the non-spouse beneficiary's cost basis are allowed up to $1.3 million and another $3 million for assets left to the surviving spouse. 

In prior years, if a beneficiary inherited stocks and real estate, he or she didn't have to pay capital gains tax on the growth that occurred during the deceased's lifetime. The beneficiary received a cost basis that increased to the value as of death (called stepped-up cost basis). If the beneficiary sold that asset right away for its current value, there would be no capital gains because the cost basis would equal the current value

Estate Tax Changes to Take Place January 1, 2011 
In 2011, federal estate taxes will change again. Tax rates will increase to as high as 55 percent, and the exemption level for estate taxes will be reduced to only $1 million. The limited carryover cost basis allowance will revert to one hundred percent of a beneficiary's cost basis will be equal to the asset's current value. Congress still may change the laws before 2011 to reinstate estate taxes this year. The exemption level at which it will be reinstated is unknown. Congress may also rid the tax system of the carryover cost basis system for beneficiaries before the end of 2010. This may or may not happen, leaving Americans in a state of tax-limbo.

Review Your Estate Plan
Everyone has unique tax circumstances; therefore, it is important for you to review your will or revocable living trust with your estate planning professional advisor. Take action as soon as possible to determine if any of your estate plans need to be changed to reflect the temporary repeal of the federal estate tax. The danger of not meeting with your advisors could result in disinheriting your spouse.
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