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Our estate planning practice has built
its reputation for excellence through a
century of advising clients on a broad
range of legal matters. Our clients
range from individuals and families
whose accumulated wealth stretches
back over many generations to those
who have come into prosperity more
recently through successful business
enterprises, private investment or other
endeavors. We also represent banks,
trust companies, charitable organiza-
tions and a wide range of businesses.
We give our clients skilled and
thoughtful advice and provide the
highest quality legal representation in
the areas of tax and estate planning,
trust and estate administration, charita-
ble organizations, trust and estate litiga-
tion, and family business planning.

States Refuse to Fund Federal Estate 
Tax "Reduction"

Many married couples design their estate plans to defer payment of any estate tax

until the death of the survivor. Due to legislative changes, many existing estate

plans may no longer accomplish this result and need to be revised or at least

reconsidered. In a nutshell, here is the situation.

The 2001 tax law changes (so-called EGTRRA-The Economic Growth and Tax

Reform Reconciliation Act of 2001) mandates the phase-out of the credit for state

death taxes allowed in the calculation of U.S. estate taxes. More specifically, the

allowable state death tax credit has been reduced to 50% for 2003, will be further

reduced to 25% for 2004, and in 2005 will be completely phased out and replaced

by a deduction for state death taxes paid.

Because Illinois and most other states for many years have imposed state death

taxes in an amount equal to the state death tax credit allowed for U.S. estate tax

purposes, the reduction and ultimate phase-out of this credit directly impacts state

revenue. To prevent this revenue loss, Illinois has pending legislation, and at least

11 other states plus the District of Columbia have already enacted legislation, to

maintain state death taxes equal to the allowable state death tax credit under prior

law before the phase-out began. Such legislation is commonly referred to as

"decoupling" because it disconnects the state estate tax from the U.S. estate tax

laws.

The typical estate plan for a married person provides for dividing the estate in a

way that will minimize or eliminate estate taxes and places a portion of the estate

in a trust (the Family Trust or Credit Shelter Trust) that will not be subject to

estate tax at the surviving spouse’s death. If the estate plan provides for minimizing

or eliminating federal estate tax, the Family Trust created from the estate of the first

spouse to die will be funded with the full amount of the federal estate tax exclu-

sion ($1,000,000 in 2003; $1,500,000 in 2004 and 2005; and $2,000,000 in 2006,

2007 and 2008) in a state with decoupling language, but state death tax will be due

at the first spouse's death. Alternatively, if the estate plan provides for minimizing

federal and state death taxes, the Family Trust will be funded with less than the
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federal estate tax exclusion ($675,000 under the decoupling

laws of many states, but depending upon the state law the

amount can vary). Because the first spouse's federal estate

tax exclusion would not be fully used, estate taxes at the sur-

vivor's death would be increased. For some clients, paying

state death taxes at the first death will be the right choice to

maximize overall tax savings; others will prefer to defer all

tax until the survivor's death.

For example, under the pending Illinois legislation, in 2003

net state death taxes of about $9,200 would need to be paid

in order to fully fund the Family Trust with $1,000,000; in

2004 and 2005 net state death taxes of about $47,600 would

need to be paid in order to fully fund the Family Trust with

$1,500,000. In 2006 and thereafter, these amounts are

scheduled to increase further under current law, although the

likelihood of future tax law revision makes it relatively

unpredictable what these amounts will be in the longer-

term.

These legislative developments require a married couple

who live in a state that enacts decoupling legislation to

review whether an amendment of their estate plan docu-

ments is necessary to accomplish their objectives. Planning

options include:

• Amend the estate plan to reduce the Family Trust 
to produce zero state death taxes at the first spouse's
death;

• Amend the estate plan to fully fund the Family 
Trust, accepting payment of state death taxes at the
first spouse's death;

• Amend the estate plan to reduce both U.S. and state
death taxes to zero, but retain flexibility for the sur-
viving spouse, by disclaimer, to choose to pay some
state death tax at the first spouse's death to maxi-
mize the Family Trust.

NEW RULES FOR IRA BENEFICIARY DESIGNATIONS

New, simplified rules on IRA distributions are now in effect.

Payout During IRA Owner's Life.

For required minimum distributions after the IRA owner is

age 70-1/2, there is now only one chart that will apply to

almost all IRA owners during their lives. Even if a charity is

the beneficiary, the new lower required minimum payouts

apply during the IRA owner's life. The only exception is

that if the beneficiary is the IRA owner's spouse and is more

than 10 years younger than the IRA owner, then an even

lower payout applies. An IRA owner can always take larger

distributions than the legally-mandated minimums, but a

slow payout defers income taxes.

Payout After IRA Owner's Death.

The general rule is that after the IRA owner's death, the

IRA can be paid out over the life expectancy of the individ-

ual beneficiary of the IRA (determined as of the death of

the IRA owner, and with such life expectancy then reduced

by one year each year thereafter). This works well if each

IRA beneficiary is a named individual (other than an aged

individual, such as a parent or grandparent), or if the IRA

beneficiary is the class of the IRA owner's descendants. But

if a beneficiary is a charity or a trust, then the following

complexities are encountered:

• Charity as Beneficiary. Under the new rules, if a
charitable beneficiary is paid out in full by
September 30 of the year after the IRA owner's
death, then the rest of the IRA can be distributed
to the individual beneficiaries of the IRA based on 
his or her life expectancy. But if this is not done,
then the IRA will have to be fully distributed 
within five years after the IRA owner's death.



ESTATE PLANNING - PRIVATE CLIENTS  GROUP 
PAGE 3

• Living Trust as IRA Beneficiary. The IRA owner's

living trust can work well as an IRA beneficiary if

all the beneficiaries of the living trust are certain to

be individuals who are not aged. But if the living

trust provides for a power of appointment that per-

mits distributions to individuals other than the IRA

owner's descendants or to charities, then a much 

shorter payout period may apply to the IRA. If 

property can be appointed to spouses of descen-

dants, for example, this may require your living 

trust to take distribution of your IRA (after your 

death) over a period as short as 5 years. In addition,

if a charity is a beneficiary of the trust and is not 

paid out in full by September 30 of the year after 

the IRA owner's death, or if the trust permits the 

IRA to be used to pay estate taxes or estate

expenses or debts, then a much shorter payout peri-

od may apply to the IRA.

• Marital Trust as Beneficiary. As under the old rules,

if an IRA is payable to a Marital Trust, the Marital

Trust must contain special provisions to ensure that

the IRA will qualify for the marital deduction.

Tips for IRA Beneficiary Designations

• Do not make your IRA payable to your estate.
That shortens the payout period after your death,
and makes your IRA unnecessarily available to 
creditors.

• Making your IRA payable outright to your spouse
maximizes flexibility, may permit distribution to be
deferred, and permits IRA distributions to be made
slowly.

• If you want to designate your living trust as your
IRA beneficiary (or as your contingent IRA bene-
ficiary if your spouse predeceases you), then you 
should consult with your attorney about the new 
IRA distribution rules.

• Most of the foregoing analysis has assumed that 
both the IRA owner and the IRA beneficiaries will
want to have the flexibility of taking IRA distribu-
tions slowly, so as to defer income taxes.

However, sometimes other factors, such as holding the IRA
in trust, may dominate the analysis.

EXEMPTIONS AND EXCLUSIONS

Estate Tax Exclusion. Under the Economic Growth and
Tax Relief Reconciliation Act of 2001 ("EGTRRA"), the
exclusion from federal estate tax increased on January 1,
2002, from $675,000 to $1,000,000, and that level continues
for the estates of persons dying in 2003. The exclusion is
scheduled to increase again on January 1, 2004, to
$1,500,000, and to $2,000,000 on January 1, 2006. For the
estates of persons dying during 2009, the applicable exclu-
sion will be $3,5000,000. Estates having a gross value of less
than the exclusion amount will have no federal tax due and
are not required to file a federal estate tax return.

Gift Tax Exclusion. For the first time since 1976, the fed-
eral gift tax exclusion is no longer tied to the estate tax
exclusion in a single transfer tax regime. The gift tax exclu-
sion increased as of January 1, 2002 to $1,000,000 but will
not increase from that point. For federal gift tax purposes,
the annual exclusion for gifts of present interests in property
is indexed for inflation and has increased to $11,000
($22,000 for a married couple who make a split gift elec-
tion) as of January 1, 2002.

GST Exemption. The separate generation-skipping trans-
fer (GST) tax exemption has been indexed for inflation and
for lifetime or testamentary gifts or bequests which skip a
generation in 2003, the GST exemption is currently
$1,120,000. However, on January 1, 2004, the GST exemp-
tion is scheduled to increase under EGTRRA to
$1,500,000, and thereafter, the federal estate tax exclusion
and the GST exemption will increase in tandem through
2009.
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Repeal and Sunset. On January 1, 2010, the federal estate
tax and GST tax are scheduled to be repealed entirely for
estates of persons dying, or gifts made, in that one year.
However, on January 1, 2011, the repeal disappears and the
federal estate tax and GST tax are to be restored to the
Internal Revenue Code provisions applicable on December
31, 2001. In other words, the federal estate tax exclusion
will revert to $1,000,000, and the GST tax exemption will

be at the level that would have applied, after indexing for
inflation, under the Internal Revenue Code as it prevailed
before the passage of EGTRRA. Under the repeal/restora-
tion provision of EGTRRA, the gift tax will revert to its
level equal to the federal estate tax exemption.

If you would like our assistance to consider and advise whether you need to take any action, please contact your Sidley Austin
Brown & Wood Estate Planning - Private Clients Group attorney.

CCHHIICCAAGGOO 331122..885533..77000000 NNEEWW  YYOORRKK 221122..883399..55330000

SUSAN T. BART SBART@SIDLEY.COM SUSANNE GENNUSA SGENNUSA@SIDLEY.COM

LARRY D. BERNING LBERNING@SIDLEY.COM HEATHER L. GRAY HGRAY@SIDLEY.COM

FRANK L. BIXBY FBIXBY@SIDLEY.COM SUSAN D. HARRINGTON SHARRINGTON@SIDLEY.COM

JAMES W. HITZEMAN JHITZEMAN@SIDLEY.COM DARCY M. KATRIS DKATRIS@SIDLEY.COM

JORDAN A. KLEIN JKLEIN@SIDLEY.COM RALPH E. LERNER RLERNER@SIDLEY.COM

JOHN M. MCDONOUGH JMCDONOUGH@SIDLEY.COM LINDSAY S. MISHCON LMISHCON@SIDLEY.COM

JENNIFER C. NOBLE JNOBLE@SIDLEY.COM EILEEN CAULFIELD SCHWAB ESCHWAB@SIDLEY.COM

JULIE J. OLENN JOLENN@SIDLEY.COM ANNE L. STALLMAN ASTALLMAN@SIDLEY.COM

KATHLEEN O. SCALLAN KSCALLAN@SIDLEY.COM

KAREN M. STANTON KSTANTON@SIDLEY.COM

JAMES R. STINEHART JSTINEHART@SIDLEY.COM

PAUL A. SVOBODA PSVOBODA@SIDLEY.COM

THOMAS E. SWANEY TSWANEY@SIDLEY.COM

LYMAN W. WELCH LWELCH@SIDLEY.COM


