$$5355555555555555555555835555558555558853$

Ag

Decision Maker

$

File C4-24
June 2007
www.extension.iastate.edu/agdm

Federal Estate Tax

There are two types of taxes on property trans-
ferred at death, the federal estate tax and the

Iowa inheritance tax. Closely related is a third
tax, the federal gift tax, imposed on gifts during life.

Under present law, the federal estate tax is levied
through 2009 on the value of property owned by the
decedent at death, on other property transferred dur-
ing life over which the person retained some inter-
est or control, and, under certain circumstances, on
property given away within three years of death. The
total value of such property is the gross estate.

The federal estate tax is slated for repeal for deaths
in 2010. However, the provisions of the 2001 tax act
which provided for repeal of the federal estate tax
“sunsets” after 2010. That means the federal estate
tax returns for deaths after 2010.

When property is valued

In general, property is valued as of the date of death.
However, there is an alternate valuation date. If the
requirements are met, the property can be valued up
to six months after death if that would be more ad-
vantageous. A later valuation might be advantageous
if property values had gone down after the date of
death. If property in existence at death is disposed of
during the six month period, you would use the date
of disposition for valuation. Property not in exis-
tence at death - such as crops planted after death - is
not subject to the alternate valuation rule.

To be eligible to use the alternate valuation date,
the value of all property in the estate and the federal
estate tax liability of the estate must be reduced by
making the election.

Valuing the property: general rule

The general rule is that property included in the
estate is valued at its fair market value. That’s the
value at which property would change hands be-

tween a willing buyer and a willing seller, neither
being under any compulsion to buy or sell.

Special use valuation

However, the executor may elect to value real
property devoted to farming or other businesses at
its special use value, rather than fair market value. If
the real property eligible for special use valuation is
used for farming, its value can be determined in two
ways. One involves capitalization of the cash rent
for comparable farm land in the locality. Specifically,
the formula involves dividing the average annual
gross cash rental (less property taxes) for compa-
rable farm land in the locality by the average an-
nual effective interest rate for all new Federal Land
Bank loans. The calculations are to use the five most
recent calendar years ending before the deceased’s
death. For the Federal Land Bank interest rate, a
district rate is to be used. The rate varies by Federal
Land Bank District. The interest rate used is the rate
for the Federal Land Bank District where the land is
located.

As an example of this method of valuation, as-

sume average annual gross cash rental of $180 per
acre with property taxes at $7.00 per acre leaving

an amount of $173 to be capitalized. If the average
annual Federal Land Bank loan rate is 6.02 percent
(the rate for deaths in 2006 for land in the Agribank
District — which Iowa is a part of), dividing $173 by
6.02 percent would produce a value of $2,873.15 per
acre.

If there are no cash rented tracts of comparable land
in the locality, use can be made of “average net share
rentals” from crop share leases. The term “net share
rentals” means the landowner’s portion of the crop
share return from the land minus the “cash operat-
ing expenses which, under the lease, are paid by the
lessor.”
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Business assets held until death may be eligible for
the family-owned business deduction for federal
estate tax purposes. Thus, part or all of the busi-
ness assets may be deducted from the gross estate.
Excess cash or non-business investments from a sale
of business assets before death would not be eli-
gible for the deduction. The family-owned business
deduction is discussed below.

The gross estate

The gross estate includes land, inventory items,
machinery, bank accounts—all the real and personal
property of the decedent.

The gross estate also includes the decedent’s pro-
portionate ownership of property held in tenancy in
common. That’s usually half. However, it could be
any fractional share if it is clearly spelled out on the
title that the decedent owned a portion other than
half. Otherwise it is presumed that half the value
would be included in the gross estate for two person
tenancies in common.

Joint tenancy property

When a person dies owning property in joint ten-
ancy, one of two rules is applied to determine the
portion of value subject to federal estate tax. Under
the “consideration furnished” rule, applicable to all
joint tenancies except those involving only husbands
and wives, the full value of the property is included
in the estate of the first person to die for federal
estate tax purposes (and the full value receives a new
income tax basis), except to the extent the survivor
can prove he or she provided the money when the
property was acquired or the mortgage paid off.

A 1992 case and five later cases have allowed an
estate to apply the consideration furnished rule at the
death of the first of a couple to die survived by the
other spouse. The outcome can be highly beneficial
to the estate where land was purchased after 1954
and before 1982 with the first spouse to die provid-
ing a disproportionate part of the purchase price. If
the first to die provided all of the funding on acqui-
sition, the property (farmland) was fully includible
in the estate of the first to die, the full amount was
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deductible under the federal estate tax marital deduc-
tion and the entire amount of gain was eliminated for
income tax purposes. The latter point is especially
important where the property is sold after the first
death.

The “fractional interest” rule makes one-half the
value of joint tenancy property held by a husband
and wife subject to federal estate tax. Each is consid-
ered to own half the property for federal estate tax
purposes.

A major problem with joint tenancy is that it can cre-
ate a heavy tax burden at the survivor’s death. Since
property is transferred outright to the survivor, the
entire value of the property is included frequently

in the estate of the survivor. For those concerned
with federal estate taxes, the best strategy, therefore,
might be to get out of joint tenancy.

Certain transfers during life

Property transferred by gift within three years of
death is not included in the estate at death for federal
estate tax purposes. There are, however, two catego-
ries of exceptions to that general rule:

« transfers of property are included in the decedent’s
gross estate if the decedent retained a life estate
in the property, the transfer was to take effect at
death, the transfer involved a revocable transfer, or
the transfer involved a life insurance policy; and

« for purposes of determining eligibility for special
use valuation of land, installment payment of fed-
eral estate tax and redemptions of corporate stock
to pay death taxes and estate settlement costs,
property transfers by gift within three years of
death are included in the gross estate for the lim-
ited purpose of determining whether the eligibility
requirements have been met.

Because life insurance policies fall within the excep-
tion, a transfer of insurance policies by gift within
three years of death makes the proceeds (or the value
of the policy if on another’s life) includible in the
insured’s gross estate.
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Under a different rule, retaining control over prop-
erty that is transferred may also make the property
subject to tax. The general rule is that to give away
property to save taxes at death, all connections must
be severed with the property. For example, a couple
cannot save taxes by deeding a farm to the children
while retaining the right to collect the income.

Thus, the gross estate contains all property owned
outright by the individual, property transferred with
retained powers, and some property given within
three years prior to death.

Insurance proceeds

Proceeds of life insurance policies may be subject to
the federal estate tax, depending on the circumstanc-
es. Two factors determine whether proceeds are tax-
able: policy ownership and beneficiary designation.
If the person who dies and whose life was insured is
also the owner of the policy, the proceeds are subject
to the federal estate tax.

If the beneficiary is the estate of the insured, the
insurance proceeds are subject to tax. Thus, two
conditions must be met for insurance proceeds not
to be taxed. First, the owner of the policy must be
someone other than the insured, and second, the
beneficiary must be someone other than the insured’s
estate.

Retirement benefits

In general, the value of a retirement plan is included
in an estate. If you are involved in a qualified em-
ployee plan or retirement plan, your plan administra-
tor can indicate the amount that would be included
in the gross estate.

Deductions

In computing the federal estate tax, the first step
after determining the amount of the gross estate is to
identify deductions. Deductible items include debts
of the decedent, the attorney’s fee, the executor’s
fee, court costs, and costs of last illness, death, and
burial. The costs involved in selling property, if
claimed as a federal estate tax deduction, cannot also
be used to offset gain for income tax purposes.
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Marital deduction

A marital deduction may be claimed for property
passing to a surviving spouse. Since the marital
deduction is 100 percent of the qualifying property
passing to a surviving spouse, the marital deduction
is a major factor in planning for estate tax saving.

Charitable deduction

There is also a 100 percent federal estate tax chari-
table deduction. To qualify for that deduction, the
gift must be made to a qualified charity. A qualified
charity is a church, a division of government, or an
organization that has been approved by the IRS as
authorized to give a charitable deduction.

Calculating the estate tax

Estate and gift taxes were unified into a single
system in 1976, and remained unified through 2003.
Under this unified system, gift taxes were calculated
based on accumulated taxable gifts made by an
individual during life. Estate taxes were calculated
on the decedent’s taxable estate at death, reduced by
gift taxes paid on post-1976 taxable gifts (except for
gift taxes paid within three years of death). To the
extent the decedent did not use the available lifetime
gift exemption against taxable gifts during life, the
balance was available to be utilized against the estate
tax at death.

A decedent’s taxable estate is determined by sub-
tracting from the decedent’s gross estate (adjusted
for gifts and gift tax within three years of death
except for amounts covered by the federal gift tax
annual exclusion), costs of estate administration, al-
lowable losses, the marital deduction, and charitable
deduction. Taxable gifts after 1976 and before 2004
(those not covered by the federal gift tax annual
exclusion, marital deduction or charitable deduc-
tion) are included in the taxable estate for purposes
of determining the amount of prior use of the unified
credit (now known as the applicable credit amount)
and the point to begin figuring federal estate tax on
the graduated tax schedule.
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Once all items are included in the calculation of
the gross estate and all appropriate deductions
are taken, the federal estate tax is computed. The
tax is graduated, beginning at 18 percent and
ending at 55 percent for deaths occurring and
gifts made after 1983 and before 2002, and after
2010. Table 1 sets forth the present federal estate
and gift tax rate schedule.

Legislation enacted in 2001 drops the top estate

and gift tax rate to 50 percent in 2002, 49 percent

in 2003, 48 percent in 2004, 47 percent in 2005,

46 percent in 2006 and 45 percent for years 2007
through 2009. Thus, for 2007, the maximum gift and
estate tax rate is 45 percent on taxable amounts over
$2,000,000. The maximum gift tax rate falls at the
same rate as the federal estate tax, but is set at the
maximum individual rate of 35 percent of the excess
over $1,000,000 for gifts made in 2010. Estate tax is
slated for repeal for deaths in 2010.

Beginning in 2004, the estate and gift tax systems
are decoupled. The gift tax exemption remains

fixed at $1,000,000, but the estate tax exemption is
$2,000,000 for deaths in 2006 through 2008. The
estate tax applicable exclusion amount increases
through 2009. The estate tax is repealed in 2010,
but returns in 2011 with an applicable exclusion

of $1,000,000. The following table sets forth the
scheduled increase in the estate tax applicable exclu-
sion, as well as the gift tax applicable exclusion and
a comparison of the top tax rates applicable to estate
and gifts.

After the federal estate tax is computed, certain cred-
its may be subtracted. These include a portion of any
state death taxes paid, part or all of federal estate tax
paid if the property had passed through an estate in
the previous ten years, and death taxes paid to a for-
eign government. As noted in Table 2, the applicable
exclusion amount exempts (for 2006-2008) the first
$2 million of estate value from estate tax by virtue of
a credit against the estate tax of $780,800. The appli-
cable exclusion gradually increases through 2009.
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Table 1. Estate and gift tax table (transfers after 1983 and before 2002; and after 2010).

Amount subject to tax

Tentative tax

Not over $10,000

Over $10,000 but not over $20,000

Over $20,000 but not over $40,000

Over $40,000 but not over $60,000

Over $60,000 but not over $80,000

Over $80,000 but not over $100,000
Over $100,000 but not over $150,000
Over $150,000 but not over $250,000
Over $250,000 but not over $500,000
Over $500,000 but not over $750,000
Over $750,000 but not over $1,000,000
Over $1,000,000 but not over $1,250,000
Over $1,250,000 but not over $1,500,000
Over $1,500,000 but not over $2,000,000
Over $2,000,000 but not over $2,500,000
Over $2,500,000 but not over $3,000,000
Over $3,000,000

18 percent of such amount

$1,800 plus 20 percent of the excess over $10,000

$3,800 plus 22 percent of the excess over $20,000

$8,200 plus 24 percent of the excess over $40,000
$13,000 plus 26 percent of the excess over $60,000
$18,200 plus 28 percent of the excess over $80,000
$23,800 plus 30 percent of the excess over $100,000
$38,800 plus 32 percent of the excess over $150,000
$70,800 plus 34 percent of the excess over $250,000
$155,800 plus 37 percent of the excess over $500,000
$248,300 plus 39 percent of the excess over $750,000
$345,800 plus 41 percent of the excess over $1,000,000
$448,300 plus 43 percent of the excess over $1,250,000
$555,800 plus 45 percent of the excess over $1,500,000
$780,800 plus 49 percent of the excess over $2,000,000
$1,025,800 plus 53 percent of the excess over $2,500,000
$1,290,800 plus 55 percent of the excess over $3,000,000

Table 2. Estate and gift tax applicable credit amounts and top tax rates

Estate Tax
Applicable Exclusion Estate Tax Estate Gift Tax Gift Tax

Exemption Applicable Tax Top Lifetime Applicable Gift Tax
Year Amount Credit Amount Rate Exemption  Credit Amount Top Rate
2002 1,000,000 345,800 50% 1,000,000 345,800 50%
2003 1,000,000 345,800 49% 1,000,000 345,800 49%
2004 1,500,000 555,800 48% 1,000,000 345,800 48%
2005 1,500,000 555,800 47% 1,000,000 345,800 47%
2006 2,000,000 780,800 46% 1,000,000 345,800 46%
2007 2,000,000 780,800 45% 1,000,000 345,800 45%
2008 2,000,000 780,800 45% 1,000,000 345,800 45%
2009 3,500,000 1,455,800 45% 1,000,000 345,800 45%
2010 Repealed Repealed Repealed 1,000,000 345,800 35%
2011 1,000,000 345,800 55% 1,000,000 345,800 55%




