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Federal Estate Tax Spousal Portability: An Enormous Leap or a Short Step?

Since 1976, Congress has allowed a credit against the estate tax imposed by section 2001
of the Internal Revenue Code,! and until now the credit only applied to the individual decedent’s
taxable estate.” The credit’s lack of transferability presented difficulties for married couples
where the first spouse died without adequate estate planning resulting in the loss of the first
spouse’s credit amount. Since President George W. Bush’s 2001 and 2003 tax cuts, the debate
over estate taxes has been fueled by the complexity of EGTRRA and the temporary estate tax
repeal in 2010.% The American Bar Association and the American College of Trust and Estate
Counsel supported portability of the applicable exclusion amount to a surviving spouse as a way
to simplify the estate tax.* Spousal portability has been described as an “enormous leap” for
surviving spouses whose spouse died without properly utilizing their exemption amount,’ as
consistent with the tax policy concept of a married couple as a single economic unit, and as a
way to simplify estate planning for married couples.® Spousal portability became a reality in
December 2010 when President Barack Obama signed the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010 (Tax Relief Act of 2010) into law.’

Spousal portability has been hailed as a way to simplify estate planning for married
couples that is consistent with the underlying goals of treating a married couple as a single
economic unit.® Spousal portability’s claim to simplicity in estate planning for married couples
rests on the argument that reliance on trusts and strategic reallocation of assets may no longer be
needed for married couples, and more aggressively would “eliminate the need for many married
individuals to have estate planning.”® The single economic unit argument rests on spousal
portability’s mirroring the unlimited marital deduction to allow a larger exemption for the last

spouse to die.'” While these are legitimate goals for spousal portability, the mechanics of the Tax
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Act of 2010 allow us to determine if Congress accomplished either. This paper argues while the
spousal portability provision in the Tax Relief Act of 2010 furthers these goals it fails to fully
accomplish either while creating further complexity and uncertainty in federal estate taxes.

For the first time, we can critically analyze spousal portability within a legislative
framework to determine whether it accomplishes the goals of continuity and simplicity.
Questions abound with spousal portability, and the first is whether this will be a short-lived
temporary provision or a permanent provision. As discussed elsewhere, the uncertainty of the
estate tax may provide for good politics,'! but it undermines the public’s perception of
government’s competence,'? and limits the public’s ability to properly arrange their affairs.'?
This paper examines spousal portability in its current state, a temporary two-year provision.'*

Part I of this paper explores the legislative history of the Tax Relief Act of 2010. As the
legislative history will reveal, Congress’ rationale for spousal portability remains hidden beneath
the standard rhetoric surrounding the estate tax. Previous legislative attempts allow for additional
comparisons with the current law. Part II examines the current law, its statutory construction and
operation, and spousal portability in action through the Joint Committee on Taxation’s examples.
Part III analyzes whether spousal portability achieves the policy goals of continuity and
simplicity. Part IV discusses other concerns such as revenue implications, transitional inequity
created for pre-2011 estates, unfairness to single individuals and same-sex couples, and offers
suggestions for aligning spousal portability with the policy goals of continuity and simplicity.

Part I — A Short Legislative History of Spousal Portability

Part [-A: Public Law 111 — 312
The Tax Relief Act of 2010 was the result of two weeks of intense political maneuvering

and compromise during the Congressional lame duck session. During the session, President
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Obama and Senate Democrats crafted a deal to promote the President’s agenda on extending
unemployment benefits, ratifying the New START treaty,'® “Don’t Ask, Don’t Tell,”!¢ the
DREAM Act,'” and extension of the Bush era tax cuts. Senator John Kyl was the lead negotiator

1."8 President Obama and

for the Senate Republicans and sought permanent estate cuts or repea
Senate Majority Leader Harry Reid attempted to persuade Senate Republicans to support their
legislative agenda by making estate tax cut concessions.!® One representative called the resulting
compromise a “Porkapalooza” that could only occur in Washington.? Spousal portability was
not in H.R. 4853 when it left the House on December 2, 2010, rather § 303, the spousal
portability provision first appeared in Senate Amendment 4753 (S.A. 4753).2! On December 9,
2010, Senate Majority Leader Harry Reid introduced S.A. 4753 with Senate Minority Leader
Mitch McConnell, which included expansion of the Bush era estate tax cuts, and § 303.%> On
December 10, 2010, the Joint Committee on Taxation provided a technical explanation of H.R.
4853 with provisions on portability of unused exemption between spouses.>

The Senate debated H.R. 4853 and S.A. 4753 as amended over the next several days.
The estate tax debate largely focused on the exclusion amount, the rate, and the length of the
extension.’* One Democratic senator called S.A. 4753 a “horrendous proposal,”? and another
called it “totally outrageous.”?® Senate Republicans framed the estate tax cuts as a way to limit
Democratic spending,?’ a way to prevent job cuts,?® to help small businesses,> a way to increase

1.3! Some senators confused the estate tax

overall revenue,*’ and a step to ultimate repea
provisions and believed the estate tax allowed for an exemption to couples of double the
applicable exclusion amount for individuals.*? Ultimately, many Democratic senators wanted to

move forward to other business and put their estate tax concerns aside.?> On December 15, 2010

the Senate approved H.R. 4853 with S.A. 4753 by a vote of 81 to 19.%*
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On December 16, H.R. 4853 returned to the House with the S.A. 4753 for debate.>® Two
Democratic representatives failed to introduce a modified estate tax provision with a $3.5 million
exclusion and 45% rate.*® As in the Senate, the House debate centered on raising the applicable
exclusion amount to $5 million, and not on including spousal portability.>” House Republicans
took the position that a higher applicable exclusion amount would benefit small business and
famers,® and was a step towards repealing the death tax.** Many House Democrats took the
position the proposed estate tax cuts were “egregious” in benefiting the wealthiest of estates,*
that it would create too few jobs with too much debt,*! and the applicable exclusion amount
should remain at $3.5 million.*? At midnight, the bill passed the House by a vote of 227 to 148.%3
On December 17, H.R. 4853 was sent to President Obama for signature, and Public Law 111-312
was signed into law. The Congressional record reveals only the standard estate tax rhetoric, and
shows many Congress members believed the Tax Relief Act of 2010 was better than nothing.**

Part I-B: Previous Legislative Attempts

H.R. 4853 was the fourth time spousal portability appeared in tax reform legislation since
2006. An earlier attempt was made in the Permanent Estate Tax Relief Act of 2006 (H.R.
5638).* The spousal portability provision in H.R. 5638, which passed the House, was similar to
H.R. 4853.¢ The primary difference was the applicable exclusion amount included the basic
exclusion amount and the aggregate deceased spousal unused exclusion amount.*’” The aggregate
deceased spousal unused exclusion amount was defined as:

the lesser of—

(A) the basic exclusion amount, or
(B) the sum of the deceased spousal unused exclusion amounts
of the surviving spouse.*3

This clearly indicated that a surviving spouse could benefit from multiple spouses’ deceased

spousal unused exclusion amount. Like H.R. 4853, spousal portability would only be permitted
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with a qualifying irrevocable election.*® Also in 2006, the Estate Tax and Extension of Tax
Relief Act of 2006 (H.R. 5970) included a provision for spousal portability that was substantially
the same to H.R. 5638.5° H.R. 5970 differed from H.R. 5638 by providing for an increasing basic
exclusion amount reaching $5 million in 2015.%! The Joint Committee on Taxation’s publication
on H.R. 5638 and H.R. 5970 interpreted both of these bills to permit the surviving spouse to use
the aggregate deceased spousal unused exclusion amount “from all predeceased spouses,” and its
examples reflected this interpretation.’>

In March 2009, Senator Max Baucus, Chairman of the Senate Finance Committee,
introduced the Taxpayer Certainty and Relief Act of 2009 (S. 722), which included a spousal
portability provision.>® Senator Baucus mentioned the spousal portability provision when he
introduced the bill on the Senate floor.>* Like H.R. 5638, this bill defined the aggregate deceased
spousal unused exclusion amount as equaling the lesser of the basic exclusion amount, or “the
sum of the deceased spousal unused exclusion amounts computed with respect to each deceased
spouse of the surviving spouse.” Hence the surviving spouse had the benefit of all of his
deceased spouses, whether it was one or ten. S. 722 died in the Senate Finance Committee.

As the legislative history reveals, H.R. 4853 was at least the fourth time in as many years
spousal portability had been included in a bill before Congress, and was the third to pass the
House, but only the first to pass both the Senate and Congress.

Part IT — Public Law 111-312

Part II-A: Section 303
Section 303 of the Tax Relief Act of 2010 modified IRC § 2010 to include a provision for
“deceased spousal unused exclusion amount.”® Spousal portability is a two-year provision and

expires December 31, 2012.57 Additionally, Congress increased the basic exclusion amount to $5
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million indexed to a cost-of-living adjustment in multiples of $10,000.®

Important to understanding spousal portability are the defined terms of “deceased spousal
unused exclusion amount” and “surviving spouse.” The code obfuscates the mechanics by failing
to clearly define surviving spouse or last deceased spouse. The term “surviving spouse” is
certainly not new, and prominent in § 2056.%° Revenue Ruling 76-155 considered the term
“surviving spouse” as used by § 2056, and found the term “denotes a legal status that arises from
the termination of a lawful marital union by the death of the other mate.”® Because Revenue
Ruling 76-155 used the ordinary meaning of surviving spouse, and the terminology is long
standing it appears certain Congress intended the same meaning for § 2010(c).%! However,
confusion is certain as to whether “surviving spouse” for portability purposes requires the spouse

2 or whether

to be a United States citizen at the date of the deceased spouse’s death or their own,
property must be in some qualified form.®* Also, open to confusion whether “last deceased
spouse” means the last spouse that died, or the last spouse of the surviving spouse.®* As the IRS
does not issue rulings on the prospective application of the estate tax to living persons,® it will
be some time until guidance is provided on these issues, and even longer till the IRS drafts
regulations in accordance with the statute.®® Until then it is unclear as to what these terms mean
other than their traditional and ordinary meanings.
The Act provides for the new defined term of “deceased spousal unused exclusion
amount.” Deceased spousal unused exclusion amount is defined as:
the lesser of—
(A) the basic exclusion amount, or
(B) the excess of—
(i) the basic exclusion amount of the last such
deceased spouse of such surviving spouse, over
(i1) the amount with respect to which the tentative

tax is determined under section 2001(b)(1) on the estate of
such deceased spouse.®’
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Thus the surviving spouse has the benefit of the deceased spouse’s basic exclusion amount or
that amount reduced by the amount of tentative tax as determined by § 2001(b)(1) on the
deceased spouse’s estate. If the deceased spouse died with the full amount of her applicable
exclusion amount intact this would transfer her to surviving spouse.

The question becomes how does a surviving spouse receive their deceased spouse’s
deceased spousal unused exclusion amount, or can a surviving spouse use the deceased spousal
unused exclusion amount of a spouse who died prior to January 1, 2011? The answer lies partly
in § 2010(c)(5) and § 2010(c)(4)(B)(i) as amended. Section 2010(c)(4)(B)(i) includes within the
definition of the deceased spousal unused exclusion amount that it will only consider the “basic
exclusion amount of the last deceased spouse of such surviving spouse.”®® Thus, the surviving
spouse can only use the deceased spousal unused exclusion amount of their last spouse. It is
unclear whether the surviving spouse’s remarriage would disqualify him or her from using their
prior spouse’s deceased spousal unused exclusion amount.%® Section § 2010(c)(5) requires that
the deceased spouse’s executor to make an election and computation of the deceased spousal
unused exclusion amount that may be taken into account by the surviving spouse.’® This election
is irrevocable.”! By operation of § 2010(c)(5) the deceased spouse must have died after passage
of the Act, and the Act clarifies that § 303 shall only apply after December 31, 2010.”2 Thus a
pre-January 1, 2011 decedent’s estate cannot use the deceased spousal unused exclusion amount,
even if it is the full applicable exclusion amount.”

Part II-B: Section 303 in Action: The JCT’s Explanation

The Joint Committee on Taxation’s technical explanation provided three examples of

how spousal portability works.”* The first and second examples are straightforward

applications,” but the third example provides for an interesting application of portability.
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Example 2 provides for where Husband 1 dies in 2011 having made taxable transfers of
$3 million and elects to permit Wife to use his deceased spousal unused exclusion amount of $2
million. Wife subsequently marries Husband 2 who also predeceases Wife. Husband 2’s estate
makes an election to permit Wife to use his deceased spousal unused exclusion amount of $1
million. Is Wife allowed to a combined $3 million deceased spousal unused exclusion amount or
limited to Husband 2’s $1 million deceased spousal unused exclusion amount? The example
clearly states the available deceased spousal unused exclusion amount is the lesser of the basic
exclusion amount or the unused exclusion of the last deceased spouse of the surviving spouse,
here Husband 2.7® Wife is left with an applicable exclusion amount of $6 million.”” Thereby
Wife lost a net $1 million deceased spousal unused exclusion amount as a consequence of her
marriage to Husband 2. However if Husband 2’s deceased spousal unused exclusion amount had
been greater than Husband 1°s Wife would have increased her applicable exclusion amount.

Example 3 provides an interesting application of the spousal portability. Here the facts
are the same as in Example 2, except Wife predeceases Husband 2. Wife has a taxable estate of
$3 million. Wife’s executor elects to permit Husband 2 to use her deceased spousal unused
exclusion amount, which is calculated at $4 million.”® As a result, Husband 2’s applicable
exclusion amount is $9 million.”” Consequently, Husband 2 benefited from Husband 1°s
deceased spousal unused exclusion amount because Husband 1’s election increased Wife’s
applicable exclusion amount by $2 million, to $7 million.®

But is Example 3 supported by the law? This question arises from the similarity in
language and result between the JCT’s example for the Tax Relief Act of 2010 and its examples
for H.R. 5638 and H.R. 5970.8! H.R. 5638 defined the deceased spousal unused exclusion

amount as the excess of the “applicable exclusion amount of the deceased spouse” over the



STEVE LAMAR DELLINGER

§ 2001(b)(1) tentative tax.®? The applicable exclusion amount was defined as the basic exclusion
amount and the aggregate deceased spousal unused exclusion amount.®* The “aggregate deceased
spousal unused exclusion amount” was defined as the lesser of the “basic exclusion amount, or
the sum of the deceased spousal unused exclusion amounts of the surviving spouse.”®* The
express language of H.R. 5638 permitted the laddering of deceased spousal unused exclusion
amounts by computing the amount from the applicable exclusion amount. The Tax Relief Act of
2010 rejects this “aggregate” definition and defines the deceased spousal unused exclusion
amount as the “lesser of the basic exclusion amount, or the excess of the basic exclusion amount
of the last such deceased spouse of such surviving spouse” over the § 2001(b)(1) tentative tax.®
This statutory language limits the surviving spouse to a maximum deceased spousal unused
exclusion amount of the basic exclusion amount of the last deceased spouse.

Whereas the results of Example 3 permit the laddering of the deceased spousal unused
exclusion amount by calculating it from Wife’s applicable exclusion amount, the Tax Relief Act
of 2010 leads to different results. Under the law, if Husband 1 ported a $2 million exclusion
amount to Wife her applicable exclusion amount would be $7 million. If Wife marred Husband 2
and then died with a taxable estate of $3 million then there would be $4 million of credit
remaining. H.R. 5638 would have permitted porting the full $4 million amount ported to
Husband 2.3¢ The 2010 Act limits the ported amount to $2 million.®” The 2010 law results in
ignoring the deceased spousal unused exclusion amount of Wife when calculating Husband 2’s
applicable exclusion amount because the tentative tax is applied to the basic exclusion amount of
Wife rather than her applicable exclusion amount. Thus it appears that the statute does not
support Example 3. Both Example 3 and the Tax Relief Act of 2010 could lead to remarriage

situations to increase the deceased spousal unused exclusion amount,®® but the current law does
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not permit carrying over from a prior spouse to benefit a later spouse.
Part II-C: Applying Spousal Portability to Gifts?

This question arises as a function of the Joint Committee on Taxation’s explanation states
“[a] surviving spouse may use the predeceased spousal carryover amount in addition to such
surviving spouse’s own $5 million exclusion for taxable transfers made during life or at death.”®’
Additionally, Example 1 and Example 2 conclude that the Wife’s applicable exclusion amount
may be used “for lifetime gifts or for transfers at death.””°

Sections 303 and 302 of Pubic Law 111-312 modifies both § 2010(c) and § 2505(a).”!
Section 2505(a) is modified to include “the applicable credit amount in effect under section
2010(c) which would apply if the donor died as of the end of the calendar year.”®? Thereby, the
surviving spouse is permitted to use the deceased spousal unused exclusion amount of his or her
predeceased spouse as a credit against lifetime taxable transfers.”® This permits the surviving
spouse to use as his or her unified credit against gift tax the sum of the basic applicable exclusion
amount and any deceased spousal unused exclusion amount, reduced by the sum of the amount
allowable as a credit to the individual under § 2505 for all preceding calendar periods.”* It is
unclear whether the deceased spousal unused exclusion amount must be used before any basic
gift exclusion amount, which would create a first in first out rule. Also unclear are the effects if
the gift exclusion amount changes in the future, and whether any clawback would apply.®

The Act amends § 2631(c) to allow for a generational skipping tax exemption amount
equal to the “basic applicable exclusion amount” under § 2010(c), in contrast to the applicable

).96

exclusion amount as determined by § 2010(c).”® Spousal portability does not apply to the GST.

Part III — Spousal Portability: An Enormous Leap?

As the discussion on the mechanics of spousal portability reveal there are questions left

10
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unanswered, and uncertainties remain. On April 3, 2008 the Senate Finance Committee
conducted hearings on estate tax reform and ideas to simplify wealth transfer planning, and
Shirley L. Kovar the chair of the Transfer Tax Study Committee of the American College of
Trust and Estate Counsel testified on spousal portability.”” Kovar presented four reasons for
portability: simplify transfer tax planning and after-death administration; satisfy client desires to
provide security and flexibility for the surviving spouse; achieve greater consistency with
existing tax policy that treats a married couple as a unit; and accomplish the same results that a
married couple may achieve by complicated planning and estate administration.”® The first,
second and fourth rationales relate to estate planning considerations and should be considered
together, and the third rationale concerns broader policy goals. Our inquiry is whether Congress
realized those goals or underachieved with spousal portability.
Part III-A: Married Couple as Single Economic Unit

Spousal portability has been hailed as achieving a consistent policy goal with the
unlimited marital deduction by recognizing a marred couple as a single economic unit.”® In 1981,
Congress made the marital deduction for transfers between spouses unlimited because “it
believed that an individual generally should be free to pass his or her entire estate to a surviving
spouse without the imposition of any estate tax.”'% The 2006 legislative proposals failed to
further this policy by permitting transfer of the unused exemption amount outside of spousal
units, but while the Tax Relief Act of 2010 limits this policy conflict it is not fully consistent
with the single economic unit policy goal.

Spousal portability goes further than the martial deduction because it creates a valuable
interest in the deceased spouse’s exemption amount. The marital deduction permits an unlimited

deduction for qualifying transfers at death to the surviving spouse; these transfers must qualify as

11
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to prevent tax avoidance at the surviving spouse’s death.!! Previously, if a person left all of his
estate to his or her spouse the estate exemption would be of no value to him or her because of the
marital deduction. Now, the exemption becomes a valuable interest because it can permit greater
tax avoidance for assets transferred outside of the marital unit. As such, spousal portability
becomes a quasi tax credit available only to married couples. Additionally, the surviving spouse
receives a step-up in basis in the decedent spouse’s estate, and these assets would receive another
step-up in basis at the surviving spouse’s death.!%? The marital deduction supports the notion that
the martial unit ceases to exist at the death of the deceased spouse by allowing the tax-free
transfer of assets to the surviving spouse. % However, spousal portability allows the surviving
spouse to benefit from the deceased spouse’s exemption amount at a potentially distant time.
Spousal portability under the earlier attempts and Example 3 appears more akin to the exchange
of accrued tax credits permitted by business entities than to the marital deduction,!** because the
credit could pass outside of the marital unit.

The JCT acknowledged that spousal portability presents policy issues in multiple
marriage situations.'% The JCT asked “[i]f a surviving spouse is predeceased by more than one
spouse, should that surviving spouse be allowed to use the full amount of unused exemption of

106 If the results of Example 3 were correct,'?’ then the law would

all predeceased spouses.
permit the accumulation of the deceased spousal unused exclusion amount through remarriage.
Current law addresses this problem by capping the applicable exclusion amount at twice the

basic exclusion amount,'?®

and limiting the deceased spousal unused exclusion amount to the
“last such deceased spouse of such surviving spouse.”!? This eliminates the cumulative

portability amounts possible in previous legislation,'!° but provides uncertainly as to how it is

applied. In the case of a remarried surviving spouse, Wife, do we determine the ported amount

12
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against her applicable exclusion amount, or her basic exclusion amount? For example if Wife has
a taxable estate of $7 million at her death and an applicable exclusion amount of $8 million,
would the amount she could port to Husband 2 be $1 million or zero? To calculate the available
amount the law looks to the excess of the basic exclusion ($5 million) amount over the tentative
tax ($7 million); this leaves Husband 2 with a deceased spousal unused exclusion amount of
zero.!'! However, if Husband 2 predeceased Wife with a deceased spousal unused exclusion
amount of $1 million then her applicable exclusion amount would be $6 million rather than $7
million because the law looks to the last deceased spouse of the surviving spouse.!!? With these
results Congress successfully solved the multiple marriage situations by preventing the
accumulation of ported exemption amounts, but at the cost of uncertainly for a remarried
surviving spouse as a remarried spouse can use the ported amount from a deceased spouse while
married to their second spouse only if they predecease their second spouse.

By determining the deceased unused spousal exemption amount by looking to the basic
exclusion amount rather than the applicable exclusion amount Congress accepted a structure that
differentiates between the surviving spouse’s own exemption and the ported exemption.!!* An
alternative would limit the amount of the exemption to the lesser of the combined value of the
married couple’s assets at the death of the first spouse’s death, or the unused exemption amount
of the first spouse to die.!'* This would limit the overall portability amount, but would require
valuation of the surviving spouse’s estate at a time he or she would not normally be taxed.'"
Difficult administrability issues arise if a tracing rule was required because the ported exemption
amount at the deceased spouse’s death becomes relevant at the second surviving spouse’s death,
which may be years or decades later.

To eliminate the use of spousal portability to transfer assets out of the marital unit tax

13
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free, spousal portability could be eliminated upon remarriage.!!® Eliminating spousal portability
upon remarriage would further the single economic unit theory, because the surviving spouse can
use the ported amount if she predeceases her new husband, which permits comingling of their
exemption amounts.!!” A compromise would be to permit the surviving spouse to use the
deceased spouse’s ported exemption amount for lifetime transfers upon remarriage. This would
apply a first-in first-out rule to the inter vivos transfers.

Professor Mildred Robinson at the University of Virginia has pointed out that spousal
portability combined with QTIP transfers can undermine the status of the less propertied
spouse.!!® This is because the incentive to make inter vivos transfer of interests to the less-
propertied spouse to maximize the estate exemption for the marital unit would disappear.'"
Professor Robinson suggested portability should be predicated upon property ownership, rather
than combining it with QTIP transfers as to empower the surviving spouse.'?’ Indeed, combining
a QTIP and spousal portability all but eliminates the need to perform inter-spousal transfers to
maximize estate exemption utilization.'! The current law permits the use of a QTIP election to
qualify for the martial deduction, and says nothing as to spousal portability. One way to
incentivize inter vivos spousal transfers is to limit the ported exemption amount to the value of
the surviving spouse’s estate at the deceased spouse’s death. Here, if the surviving spouse only
had $1 million in assets at the deceased spouse’s death, then the deceased spouse could only port
$1 million to his surviving spouse. This would require filing estate tax returns for both the
surviving spouse and the deceased spouse, which creates a significant burden on the surviving
spouse, and additional administrative compliance on the Service.!'??

Previous legislative attempts would have failed to achieve consistency with the prior

policy goals of a single economic unit by permitting the transfer of the ported exemption amount
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outside of the marital unit in multiple marriage situations.'?* The current law limits the
accumulation of ported exemption amounts,'?* but still permits the use of the ported exemption
amount in remarriage situations, and effectively eliminates the need for lifetime inter-spousal
transfers. The current law also allows the more propertied spouse to avoid providing outright for
the less propertied spouse through a combination of QTIP and spousal portability. Therefore the
current spousal portability provision achieves mixed results when analyzing it through the single
economic unit policy underlying the marital deduction.
Part IV-B: Eliminating the Need for Estate Planning?

Estate planning can be Byzantine, and simplicity for individuals and married couples is a
highly desirable goal, but does spousal portability really eliminate the need for estate
planning?'® Simplicity through spousal portability can be defined as either reducing reliance on

126 or fulfilling the desire to leave all assets to the surviving spouse.'?’ While

family bypass trusts,
often related these are two different benchmarks for determining whether spousal portability
leads to estate planning simplicity. This part examines the statutory complexities, the tax and
non-tax considerations of spousal portability, and whether portability achieves simplicity.
Spousal portability as enacted in the Tax Relief Act of 2010 creates three statutory traps
for the uninformed. The first major trap for spousal portability is that it is a temporary
provision.!'?® Unadvised couples may not realize the spouse must have died after December 31,
2010 and before December 31, 2012 to utilize portability. If spousal portability is not extended
beyond 2012 and couples continue to rely on portability they will be disappointed when the tax
bill comes due. The temporary nature of portability leaves open the question of what will happen

in 2013 if the law reverts back to a $1 million exemption where the first spouse elected

portability. Under the current law, if Husband dies in 2011 and ported a $5 million dollar estate
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to his Wife who dies in 2013, her exemption will only be $1 million rather than the anticipated
$10 million.'? The second and third traps for the uninformed are the irrevocable election and
computation requirements.'*° The election requirement requires the executor of the deceased
spouse to file an estate tax return on which the deceased spousal unused exclusion amount is
computed.'3! This election must be timely and is irrevocable.'*? Individuals may assume that
spousal portability is automatic and fail to provide for whether they want to elect for spousal
portability, or even fail to file a tax return to elect for portability.!** Both the election and
computation requirements were recommended against by the ACTEC as being “burdensome and
a trap for the unwary.”!3* The calculation requirement places a burden on the executor to comply
with the law by computing the spousal portability amount, which is not subject to the § 6501
period of limitations for re-examination by the IRS.!*

One possible trap with the current law is a phase out of the deceased spousal unused
exclusion amount when the deceased spouse has a taxable estate. This occurs because the

portability amount is calculated against the basic exclusion amount,'3®

which means any taxable
estate above $5 million will zero out the deceased spouse’s ability to port their unused exclusion
amount. For example, if Husband has a $20 million estate and transfers $12 million to Wife,
which is protected from tax by the marital deduction, and transfers $8 million into a family trust
Husband is taxed on $3 million. As a result, Husband can only port a $2 million deceased
spousal unused exclusion amount to Wife. Husband had a taxable estate of $5 million then
nothing would be available for portability, because the taxable estate exceeds $5 million, the
basic exclusion amount.'®’” This possible phase out would also occur where the Husband leaves
$5 million to Wife, but the bequest does not qualify for the marital deduction.!*® This would void

the ability of Husband to port an unused exclusion amount to Wife.!*
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If the client’s goal is transfer his or her estate outright to the surviving spouse then
spousal portability achieves simplicity.'*’ Here portability makes use of both the deceased and
surviving spouse’s exemption to increase the surviving spouse’s exemption amount.!*! This plan
achieves simplicity because it is simple itself. It relies on outright transfer of assets to the
surviving spouse, which may not be the client’s desires. With the rate or remarriage,'*? and
blended families the decedent may want assets to pass to the children from a prior marriage,'*?
and to protect the assets if their surviving spouse remarries.'** Additionally, the outright transfer
to a surviving spouse does nothing to deter estate taxes at the surviving spouse’s death.

Tax considerations for a family trust rest primarily on a trust’s ability to preserve the
exemption of the deceased spouse by eliminating estate taxes on the appreciation of the assets at
the decedent’s death.!*> The credit shelter trust freezes appreciation from further estate tax, but
the unused exemption amount becomes less valuable the longer the surviving spouse lives
because it is not indexed for inflation.'*® Also, the credit shelter trust may provide better for the
deceased spouse’s children, and even the surviving spouse.'*’

A comparison of the use of spousal portability and a credit shelter trust will show
whether the same results are achieved. Assume Husband dies on April 15, 2011 and Wife dies on
April 15, 2012, and the Husband’s only asset is real property worth $5 million that appreciates to
$7 million by Wife’s death.!*® At death Husband A places the $5 million property in a credit
shelter trust,'** and does not make a spousal portability election.!*® In contrast, at death Husband
B’s estate makes a timely spousal portability election for the full $5 million. The affects of
appreciation will cause significant differences between Wife A and Wife B. Without Husband
A’s election Wife A’s applicable exclusion amount is her basic exclusion amount, $5 million.

With Husband B’s election Wife B’s applicable exclusion amount is Husband B’s deceased
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spousal unused exclusion amount, $5 million, plus her basic exclusion amount for a total of $10
million. If Wife A and Wife B both had a taxable estate of $3.5 million in addition to the $7
million dollar parcel of land, then different estate tax results would occur. Wife A would be able
to exclude the full $3.5 million with her basic exclusion amount. Wife B would be taxed on the
$500,000 in assets exceeding her $10 applicable exclusion amount. Wife B receives less estate
tax benefit from Husband B’s portability election because her estate includes the appreciation.
With outright ownership Wife B could lose the property to her creditors or a new husband.

Because spousal portability permits the step-up in basis at both the first spouse’s death
and at the surviving spouse’s death both Wife A and Wife B received a step-up in the real
property’s basis at their Husband’s death.!>! This can lead to significant income tax benefits for
the surviving spouse. 1°? In the example, if the property’s cost basis was $1 million neither Wife
A nor Wife B would recognize capital gains taxes for income tax purposes on if they sold the
property for $5 million.'>® As the examples show, very different results can occur with the use of
credit shelter trusts and spousal portability. These differences are most apparent with appreciated
property, and because the deceased spousal unused exclusion amount is not indexed for inflation
a credit shelter trust can be the more effective tool in eliminating estate taxes at the surviving
spouse’s death.!>*

Non-tax considerations are certain to complicate an estate plan, but are a part of the
realities facing many American families.'>® Credit shelter trusts provide significant non-tax
benefits such asset protection,'>® assurance that the trust assets will pass to the beneficiaries, '’
protection from spendthrift inclinations,'>® and can provide support during the surviving spouse’s
life to other beneficiaries.!* In our example above, assume the Husband’s asset was $5 million

in liquid assets. If Wife A remarries and subsequently spends $1 million on matching Bentleys
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for her and her paramour, the credit shelter trust’s assets remain unaffected. If Wife B does the
same, then Husband B’s decedents will be up in arms, as they have no insurance she will not
continue to spend their inheritance. If Wife A and Wife B are a practicing surgeons and are
subsequently sued for malpractice; Wife A’s reachable estate is limited to $3.5 million, but Wife
B’s would be $8.5 million, and could be lost in its entirety.

Weighted against these non-tax benefits is the disadvantaged income tax position of
trusts.'®® However, the credit shelter trust can permit tax-free distributions of corpus to the
beneficiaries.'®! In our example, if Wife A was the trustee then she could distribute the corpus of
the credit shelter trust tax-free to the beneficiaries.'®? Because the real property was transferred
outright to Wife B she is limited to the annual gift tax exclusion amount to make tax-free
distributions, or limited to her gift tax exclusion amount.'®3

The potentially most complicating factor on spousal portability comes from the
interaction with state estate taxes.'® Disparate results may occur in states that are decoupled
from federal estate taxes,'® and those that impose separate estate tax regimes.'®® The gift tax
complicates planning because of the inclusion of the deceased spousal unused exclusion amount
in the gift tax exemption.'®” Use of the ported exclusion amount during the lifetime of the
surviving spouse provides a tremendous planning opportunity, at least for two years.

Spousal portability provides estate tax simplicity for couples with taxable estates no
greater than twice the federal applicable exclusion amount.'®® Portability will provide some relief
for couples where the first spouse to die failed to completely utilize their basic exclusion amount,
assuming the statutory requirements are met.'®® Additionally, spousal portability will affect
estates relying on complex specialized estate tax provisions.!’® But the higher basic exclusion

amount creates even less need for estate tax planning for moderately wealthy individuals.'”!
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Contrary to the claim, spousal portability can lead to very different results and may not be the
best option from an asset protection, income tax, or estate tax standpoint.'”> Spousal portability
should be weighed against using a trust for asset protection and for estate tax reduction purposes,
which would require the assistance of an estate-planning attorney.!”> Howard Zaritsky has
suggested these misconceptions may lead to a growth in the estate planning repair industry.!”*
While spousal portability may be a powerful instrument in the estate planner’s toolkit, as
discussed, there are several disadvantages and concerns about spousal portability that is best
dealt with through planning.!'”

Part V — Other Concerns and Suggestions

In addition to the concerns of simplicity and consistency are the concerns of lost revenue
and fairness. While Congress has improved upon earlier attempts, spousal portability can be
made fairer to taxpayers by extending its reach; however, spousal portability is likely to cause
significant revenue loss and any expansion would further decease revenue.

The JCT stated “the full benefits of portability would not be seen until portability had
been in effect for several decades,” because a surviving spouse may continue to live for many
years.!’® The JCT’s estimates assumed that if the exemption deceased more taxpayers would
benefit from portability.!”” The JCT’s estimates showed a benefit rate of 3.9 percent in the first
year with an exemption of $3.5 million.'”® In 2009 42.9 percent of all returns had a gross estate
greater than $3.5 million, but only 24.58 percent of all returns had a gross estate greater than $5
million.!” Assuming these percentages remain consistent in 2011 and 2012 and with the higher
basic exclusion amount of $5 million the benefit rate from portability will be less than 3.9
percent in 2011.'8 This rate will grow substantially over time, and the JCT estimated some 54.34

percent of estates would benefit from portability after ten years.'8! Portability’s usage rate in
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2011 and 2012 would be much higher than 3.9 percent.'®? As the benefit rate increases revenues
will decrease accordingly.

Spousal portability creates new holes in the tax base, and will exacerbate revenue loss
resulting from the higher basic exclusion amount. Where Treasury won when the first spouse
died without adequate tax plan now through postmortem planning those estate taxes are deferred
and potentially eliminated at the second spouse’s death through portability. The Congressional
Budget Office and the JCT both estimated the Temporary Estate and Gift Relief included in S.A.
4753 would cost $67.5 billion in the years 2011 to 2015, and some $32.59 billion just in the
years 2011 and 2012.'% These numbers are only 3 percent of the estimated $892 billion cost of
the Tax Relief Act of 2010, but are substantial when considering the United States budget and
deficit situation.!®* The CBO and JCT did not break out the costs for spousal portability, and it is
unclear what the costs of spousal portability will be. After 2007 when the United Kingdom
permitted the transferability of the nil-rate band for its inheritance tax,'®* the UK saw a

186 also the

remarkable 37 percent drop in net receipts from the inheritance tax over two years,
number of trusts holding assets on its ten-year anniversary dropped dramatically after 2007.'’
The large basic exclusion amount will act to decrease the total number of estate returns, but
spousal portability’s election and calculation requirement will require filling returns solely to
claim the portability amount.'®® Once this data is complied it will be possible to more accurately
determine portability’s affect on revenue, the benefit rate and usage rate.

To limit portability’s affect on revenue Congress could apply a modified basis step-up, or
require the portability exemption amount to be used for lifetime transfers. The modified basis

step-up could work similarly to § 1014(e) or the short-lived § 1022. The law could provide for

standard § 1014 basis adjustment at the deceased spouse’s death, but limit basis step-up at the
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surviving spouse’s death to the lesser of the adjusted basis to the surviving spouse, or the fair
market value of the property at the surviving spouse’s death. This limitation would only apply to
the value of property that avoided estate taxes through portability.'® Congress could require
portability to be used for inter vivos transfers where the surviving spouse remarries. This would
maintain greater consistency with the single economic unit theory, but would discourage
remarriage by the surviving spouse. The current calculation requirement would prevent
additional compliance costs as the portability amount has been determined, but the difficultly
would come in determining what property receives the basis adjustment and that which does not.
The current law creates transitional inequity because it only affects decedents dying after
December 31, 2010, and creates tremendous unfairness and arbitrary tax results for many
families. Consequently the law fails to remedy the situation for estates with a deceased spouse
who died prior to 2011 with a currently living surviving spouse. If Husband died in 2009 with a
$2 million estate and Wife died in 2011 with a $6 million estate. Wife would not be able to use
Husband’s $1.5 unused exemption amount, and would be taxed on $1 million. However if
Husband died in 2011 prior to Wife’s death in late 2011 and he made an election for Wife to use
his deceased spousal unused exclusion amount, then Wife would be able to completely shelter
her estate, and no tax would be due. Importantly, the law completely ignores the plight of the
small business owner who died in 2007 with an estate who used his unlimited marital deduction
to shelter the business from estate tax. If the business has grown in value, then the surviving
spouse cannot use her Husband’s unused exemption from 2007 to further protect the family
business. The United Kingdom grandfathered in the transferable nil-rate band for its inheritance
tax for decedents’ estates after April 1975, when the inheritance tax was implemented.'*® Like

the United Kingdom, Congress should grandfather in estates with decedents dying after July 7,
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2001 (when President Bush signed EGTRRA), or even as far back as September 8,1913 (when
the estate tax was first enacted).!”! Grandfathering in estates would further a policy of treating
equal wealth equally, and help alleviate some of the arbitrary results of EGTRRA.

Another unfair provision is that only married couples can use spousal portability.
Spousal portability could become truly portably and made to apply to non-spouse family
members and same-sex partners. '°> The United Kingdom permits the transfer of the unused nil-
rate band to a civil partner.!®® Allowing a deceased person to appoint to another person their
deceased taxpayer unused exclusion amount would alleviate the inequality between married and
single taxpayers. This familial portability could be accompanied with an unlimited deduction for
domestic partners to ensure greater tax equality for same-sex couples.!** This would also
eliminate some of the preferred status of marred couples by extending portability to same sex-
partners.'®> This would require a broader application of marriage-based benefits to same-sex
couples.!”® At its furthest extension, Congress could even permit individuals to purchase excess
estate tax exemptions in a portability exchange market.!”’

Rather than creating a trap for the weary by requiring an irrevocable election Congress
could apply an automatic election. This automatic election should be applied with the retroactive
application of spousal portability. The automatic election would further align with automatically
qualifying deductible interests for the marital deduction.'*

The easiest way to accomplish the goals of simplified estate planning and maintaining a
policy of supporting small business, and the single economic unit: create a higher exemption
amount. The single most important estate tax aspect of the Tax Relief Act of 2010 is the $5
million exemption amount indexed for inflation. Rather than using a complicated spousal

portability structure that effectively allows for an individualized credit a higher exemption
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amount would eliminate the estate tax burden on even more estates.

Part VI — Conclusion

Spousal portability under the Tax Relief Act of 2010 is more consistent with prior policy
than earlier attempts, but fails to provide significant certainly and simplicity for estate planning.
Currently, the uncertainly surrounding spousal portability limits its effectiveness as an estate
planning tool, and as such standard credit shelter trust planning will continue.!'®® Because spousal
portability may disappear in 2013 one should take great pause before relying on it as an estate
plan. Traditional planning offers advantages over spousal portability in both tax and non-tax
aspects. As discussed, spousal portability can be complex in its application and in determining
whether it is the best option. The current law leaves some unanswered questions such as who can
be a surviving spouse, whether the deceased spousal unused exclusion amount can be used for
lifetime transfers, and what will happen after 2012. Spousal portability leaves many taxpayers
out in the cold and if made permanent should be expanded to provide greater fairness.

While the legacy of spousal portability will take time to fully unravel it is certain that the
Tax Relief Act of 2010 will be remembered for its temporary nature. Rather than fundamentally
reforming the estate tax, or any part of the tax code, the Tax Relief Act of 2010 provided a two-
year extension to the Bush tax cuts. Federal estate taxes need consistency and permanency, and
while the temporary nature of the 2010 Act may make political sense it continues to make estate
taxation and planning uncertain, if not arbitrary.?®* In Washington a temporary tax break may
become permanent, but that is certain not to provide comfort to those estates that select spousal
portability only to see it disappear in 2013.2°! The current budget proposals have different results
for spousal portability and the estate tax. President Obama’s 2011 budget would make spousal

portability permanent with a $3.5 million exemption.?> Whereas the Republican 2012 budget

24



STEVE LAMAR DELLINGER

under Representative Ryan would eliminate the estate tax entirely.’? If the legislative history
and compromise of the Tax Relief Act of 2010 is any indication of the 2012 budget battle then
the estate tax is in for more uncertainly.

Spousal portability as enacted in the Tax Relief Act of 2010 provides for more consistent
policy results than previous legislative attempts, and will simplify estate planning for many
middle class taxpayers. But it could be improved to further the single economic theory, and to
generate greater fairness by encompassing more taxpayers. Only if spousal portability becomes a

permanent fixture will we know if Congress has taken an enormous leap or a short hop.
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