SUMMARY OF PROPOSAL FOR SIMPLIFICATION OF ESTATE TAX AND INCOME TAX

This proposal would replace the estate tax and modify the method by which gains and losses from property acquired from a decedent are determined.

The filing of Form 706 in its present format for any decedents would be eliminated.  Instead, a tax would be computed based on the gains that would have been recognized by a decedent if the assets of the decedent were sold at fair market value on the date of death.  This tax would be reported on a new form and be payable at one time (for example November 15) for all decedents who had died in the prior year.

This payment of tax would allow persons receiving property from a decedent to benefit from the “stepped-up” basis under Section 1014 of the Internal Revenue Code with no loss of tax revenue.  This would simplify the recordkeeping burden imposed on beneficiaries.

While this proposal could be considered in the context of comprehensive reform, its primary objective would be to reform the current tax code.

BACKGROUND – THE CURRENT PROBLEM

Estates of decedents may be subjected to the Federal Estate Tax depending on their date of death and the value of assets owned.  The rules are changing every year with a year in the future (2010) when the estate tax is abolished, only to be reinstated the following year.  Under current law, taxpayers spend large sums of monies on lawyers and accountants to plan for and minimize the burden this tax places on estates.  

Estate tax returns and the estate tax are due 9 months after the death of the decedent.  This time frame may require an inopportune disposal of assets to pay estate taxes.  The marginal estate tax rate can be as high as 55%.  Current debate over the elimination of the estate tax almost always imposes some type of “carryover basis” that imposes significant recordkeeping burdens not only on executors of estates but also on beneficiaries who receive assets from decedents.

GENERAL DESCRIPTION OF PROPOSAL

The current rules that determine assets included in a gross estate would essentially remain the same.  However, instead on taxing the value, only the net gains would be taxed.  The tax base would be the amount by which an asset’s value at date of death exceeded the asset’s adjusted tax basis for gain or loss on the day prior to the date of death.  The rate would be determined by the capital gains rate as written in the Internal Revenue Code as of January 1 of the year of death.

The return would be due no later than November 15 of the year following the date of death.  This would be after a decedent’s final 1040 would have been filed.  This is also a tax deadline that is a due date for relatively few returns, thus this would not present a compliance burden on tax professionals.  The return could be filed any time after the date of death and before the deadline so estates could file the return early and allow assets to be distributed to beneficiaries according to the wishes of the decedent.

Assets that may have special treatment under the income tax laws could be continued under this system.  For example, the exclusion of up to $250,000 of gain from the sale of a personal residence could be maintained under this system, so there would be no tax difference if the decedent’s home were sold before or after death.  In the interest of simplification, recapture rules (such as Section 1245) would be eliminated for this purpose.  All gains would be taxed at one rate.  In addition, since this tax is, in effect, an extension of the current capital gains tax, a taxpayer’s capital loss carryforward could be utilized as a deduction from the tax base to determine the tax amount.

Assets held in retirement plans will pose an issue that has to be resolved.  One alternative would be to tax all appreciation at capital gains rate and then “distribute” the assets from the plan on the due date of the return.  Then, the increase in value from date of death until distribution would be subject to tax at the time of distribution.  This would accelerate the collection of tax on these assets as well as pulling them from the favorable qualified plan umbrella at an earlier date than under present law.

SPECIFIC DESCRIPTION OF PROPOSAL’S COMPONENTS

Tax Base – The tax base is income, specifically net gains from asset appreciation on property held by a decedent.

Exemptions, Deductions, Credits and Exclusions – These would have to be determined.  Conceptually, an exemption should be high enough to relieve a high percentage of estates from filing a return that requires anything more than a check in a box stating that the net gains are less than the exemption amount.

Tax Rate – The tax rate would be at the rate specified in Section 11 for capital gains on January 1 of the year of death.

Distribution of Tax Burden – By its nature, this tax will not impose any burden on taxpayers with little or no assets.

Treatment of Charitable Giving – I believe this would have little impact on charitable giving.  There would, however, be no deduction for assets transferred to charitable organizations at death.

Treatment of Home Ownership – By expanding the existing rules for gains from sales of homes, this would offer elderly homeowners “tax-neutral” options when they decide whether or not to sell their homes while they are still alive.

Collection Method – This would be similar to the present system.  One payment on or before the due date of the return would be required.

Treatment of Businesses – By reducing the rate of tax, reducing the tax base and deferring the payment of tax, this would cause fewer businesses to be liquidated to pay estate taxes.  This would allow more family businesses to stay in the family for multiple generations.

IMPACT OF PROPOSAL RELATIVE TO CURRENT SYSTEM

Simplicity – This proposal relies on concepts already used in our tax system.  These include the tax basis of an asset and its fair market value.  It eliminates deductions for estate administration expenses and debts of the decedent.

Fairness – Present taxation of estates makes no distinction between value attributable to previously untaxed appreciation and cash obtained from a prior taxable sale of assets.  Thus, a taxpayer who owns an asset with a fair market value of $5,000,000 and a basis of $100 will pay the same estate tax as a decedent who has an asset with a fair market value of $5,000,000 that was purchased for that amount the day before they died.  This seems somewhat inequitable since the balance of our tax system is based on gains and income, not assets held.  Thus, under this proposal, gains are taxed once, either when they are realized or at death.  The future asset owners receive new assets with a new basis.

Economic Growth and Competitiveness - By eliminating the high rate estate tax, this proposal should stimulate economic growth by encouraging investment of capital when the only tax burden imposed at death is a capital gains tax on gains.

Compliance and Administrative Costs - A taxpayer is already required to maintain accurate records of the basis of assets.  The current varying due dates for estate tax returns would be changed to one specific date, with that date being AFTER the decedent’s final income tax return is due.

TRANSITION, TRADEOFFS AND SPECIAL ISSUES

As stated earlier, this proposal would eliminate the estate tax and eliminate the need for complicated carryover basis rules that are often perceived by some to eliminate a “tax windfall” that can occur upon death.  As a transitional issue, this could be implemented at any point in time with the effective date being for decedents dying after date of enactment.

The determination as to whether this proposal is revenue neutral would be hard to determine since no one can predict how many taxpayers will die during a given year.

CONCLUSION

The advantage of this proposal is that it does not impose a new tax concept on taxpayers, but rather builds on an existing one.  It will be easier to administer than the current estate tax system since it will not involve debts or expenses nor will it involve different levels of tax based on who receives the assets (e.g. generation skipping tax).  It will allow for orderly planning by taxpayers and will probably result in fewer forced liquidations of businesses to pay estate taxes.  Taxpayers will be able to plan for payment of this tax by acquiring life insurance that they own and control.  The need for life insurance trusts would be eliminated since there would be no taxation of the life insurance proceeds, regardless of who owned the policy.  
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