
Unified Estate and Gift Tax Credit

Under prior law, each individual was entitled to make a combination of lifetime gifts and testamentary transfers of up to $600,000 in value without paying gift or estate tax. This amount was set in 1987 and has never been increased or adjusted for inflation.

The new law phases in an increased unified credit equivalent amount (now known as the applicable exclusion amount) from $600,000 to $1,000,000 by the year 2006. Thus, a married couple will be able to transfer $2 million to their families free of tax.

Observation: Had the $600,000 unified exemption amount been adjusted for inflation annually since its inception (based on the average of the monthly CPI), it would exceed $825,000 by 1997.


Year
Exemption Amount
Marginal

Tax Bracket


1998
625000
37%


1999
650000
37%


2000
675000
37%


2001
675000
37%


2002
700000
37%


2003
700000
37%


2004
850000
39%


2005
950000
39%


2006
1000000
41%

Does this mean that if someone has a taxable $600,000 estate today, and if they die in nine years, they will probably not owe any estate tax? It depends. If their $600,000 estate grows at the yearly rate of just 6% (not a big number considering that historically the stock market has risen 10% annually), they will be in a taxable situation, because the unified code amount is increasing at 5.85%. 

Planning Point: the $192,800 unified credit in effect will be increased to $345,800 so as to exclude the first $1 million of an estate from taxation. The result is a tax savings of $153,000 for an estate in excess of $1 million. Under current  law, the benefits of the graduated rate schedule and the current unified credit are recaptured by a 5% surcharge on estates between $10,000,000 and $21,040,000. This recapture range is broadened to provide a recapture of the new increased unified credit amount. Thus, very large estates (over $24,100,000) will not enjoy any tax reduction as a result of the exemption increase.

The increase in the effective exemption will allow taxpayers to transfer, during life or death, more property without the imposition of an estate or gift tax. Lifetime transfers deliver deeper tax savings because the post transfer appreciation in the value of the gifts shifts to the recipient of the gift, instead of the donor’s estate.

For example, assume a wealthy individual has a portfolio of stocks worth $1 million that could be transferred to the next generation either now or at death. Assume that at death the stocks will be worth $3 million. A transfer today will have no tax cost, but he children will be liable for capital gains taxes on he appreciation when they sell since their parent bought the stock. If they sold it when their parent died, that would create a tax of up to $600,000, depending on the parent’s basis in the stock. If the stock remains in the estate, the estate tax on the $2 million of appreciation would be 41.1 million. Thus, by accelerating the transfer, the family save at least $500,000 in taxes.

This is not intended to offer legal, tax or accounting advice. While based on information from sources believed to be reliable, there is no warranty of accuracy. You should seek competent legal counsel before implementing any of these strategies. tpra_estate.doc

