e-Flash 25, November 29th,

Update of States’ “Decoupling” from the Federal Estate Tax

SITUATION

Prior to the 2001 Act, the federal estate tax provided a credit for state estate
taxes up to a certain dollar threshold. (Former section 2011 of the Internal Revenue Code.)

PROBLEM

States that had an estate tax, and many did, typically imposed a state tax equal to the maximum federal
credit available. Such a state tax was referred to as a “coupled” tax. In effect, an estate paid total tax
equal to the amount calculated under the federal estate tax, but part of the tax was paid to the state (i.e.,
the credit amount), instead of to the federal government.

The 2001 Act began a gradual phase-out of the federal credit and the replacement of this credit with a
federal deduction. The phase-out was completed as of December 31, 2004, and thus there is no longer a
federal credit for state estate taxes. Thus, any state that has a coupled tax — and that does not
“decouple” from the federal estate tax — no longer has a state tax. Therefore, the fiscal brunt of the
phase-out of the credit falls on the states.

SOLUTION

One effect of the 2001 Act was to create a trend toward decoupling from the federal estate tax. As a
consequence, the federal estate tax would be replaced with a confusing hodgepodge of state estate tax
regimes. The trend toward decoupling has continued, albeit at a slower pace than expected. Recently,
two additional states (Connecticut and Washington State) have adopted estate taxes

that are independent of the federal estate tax. However, at least one state, North Carolina, that earlier
had decoupled from the federal estate tax recently re-coupled to the federal tax, thereby effectively
nullifying its state estate tax.

SIGNIFICANCE

Please see the attached Revised Survey of State Estate Tax Laws — October 2005 from the AALU's
Washington Report

This article should not be used as a basis for legal and/or tax advice. In any specific case, the parties involved should seek the guidance and
advice of their own legal and tax counsel.
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