CHAPTERS-STEP 5
INHERTTANCE PLANNING

We have now provided the preliminary considerations that apply to almost anyone who wants to
plantheirestate.

Now we cangettothe core purpose of estate planning.

This involves determining who you want to benefit from your estate plan, and how they are best
served with respect to inheriting directly, in trust, or otherwise.

Before we cover creditor protection, tax planning, and related considerations inaclient meeting,
we encourage clients to think through the practical |mPI|ca_t|on_s of devising assets out- right or in trust for
a bednefluary so that our tax, creditor, and estate planning is designed with their inheritance goals in
mind.

Should You Trust a Trust?

~ We have seen countless individuals inherit monies or receive large gifts only to have them
dissipated inafewmonths or years, with the beneficiary and his or her family becoming penniless or again
dependent upon the parent or other family members for financial sustenance.

On the other hand, we have seen beneficiaries unhappy because instead of inheriting outright
they have become the beneficiaries of trusts accumulated for the purpose of preserving assets for their
Rengeflt,t and a&e not permitting the beneficiary to spend the money immediately and live a life without

avingtowork.

_ In some cases, the primary fear or dissatisfaction comes from the inability to control or
influence a trust company or individual trustee who may be improperly handling investments or making
poor distribution decisions.

To ameliorate both of the above problems, we commonly suggest and implement a Beneficiary
Controlled Accountable Trusteeship” (“BCAT”), where upon reaching a certain age or _achlevmgncer_tam
goals, such as completing a college education and finding gainful employment, a beneficiary has the right
to serve as co-trustee and to designate one or more individuals or a licensed trust company to serve as co-
trustees in order to provide appropriate safeguards and accountability.

Many clients feel much safer choosing this type of arrangement rather than appointing an
unproven or inexperienced co-trustee, especially where there may be a marriage or in-law situationnoworin
the futurethatcould causeanindividual tolose control of assetsintended forhim or her.

According to a recent study, over 50% of marriages end in divorce within 20 years. Although
we do not have statistics for the divorce rates of marriages that have lasted IonPer than 20 years, we are
saddened and surprised every year when we see 30 and 40 year marriages that ultimately end'in divorce.

When we meet with a married couple and explain that on the wife’s death the husband might
marry a “Hooters girl with lovely children” and may lose most of his individual assets to this “new
family,” the co-trustee conversation can have great meaning!

By the same token, a hushand might die leaving an inheritance to his wife, who might remarry
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a well-meaning man who would like to advise her on how to invest her assets, or could need loans or
capital contributions for a business or real estate investment that may fail miser- ably.

_ We commonly see well-meaning and semi-well-meaning advisors descend upon a recently
widowed spouse who is in need of moral support and does not have the ability to determine whether
financial proposals and decisions are being properly made.

_ Oftentimes, the surviving spouse is not aware that many financial advisors are paid on a
commission basis, and may be influenced by recommendations that primarily benefit the advisors!
Havmgba trust arrangement’in place at least for the first few years after the death of a loved one can be
invaluable in these circumstances.

Young or middle-aged clients will often assume that they can safely hold famiI%/ assetsas asole
trustee but realize u(s)on discussion that they may need co-trustees as they_age. Weall get olderandfrailer
aslife ,oroceeds, andanyone who livesto oldage couldend up being intheir 80s or 90s and be physically or
menta I)&compromlsed. At this time, well or not so well-meaning children, spouses of children and others
may make heavy handed attempts to receive gifts and loans or to influence investments or other decisions,
which essentially nullify the surviving spouse’s independence. This is much less likely when the
surviving spouse serves as co-trustee withan independent trust company or trustworthy advisor who is not

art of the family dynamics, but is smart enough to help the surviving spouse deal with these problems.

ome clients choose not to impose this requirement until the surviving spouse remarries or cohabitates
with someone else, or reaches an older age where dementia becomes more common, such as age 75.
Dementia affects one in fifty people between the ages of 65 and 70, but the odds increase to one in five for
people over80yearsofage!

Avoiding Probate by Using Revocable Living Trusts

_ Probate is the process whereby a deceased person’s assets are moved out of his or her name
into the name of trusts or beneficiaries as set forth under his or her last will and testament.

Florida law requires that the probate court judge preside over a proceeding to assure that the
correct will is given effect, that the “personal representatives” selected under the will are bonded and
understand their responsibilities, that creditors are paid, and that beneficiaries receive what they are
entitled to receive, along with an accounting of expenses and income generated during the probate process.

Probate is often criticized because it requires hirin(ia lawyer and can involve a significant amount
of paperwork and “red tafpe,” which can be expensive. Legal and trust companies are able to charge
based on a percentage of the assets going through the probate process, meaning that the family of
someone who dies with a Iardge estate may end up paying huge probate costs. However, if a person has
most of his or her assets under a revocable living trust that avoids probate, these companies typically
charge a smaller percentage or a much smaller fixed fee.

~ Many people use pay on death accounts, joint with right of survivorship accounts, and other
techniques to avoid probate, and these can backfire severely. For example, some parents will place
assets in joint names with a child who then gets into a divorce or a car accident, and half or more of the
asset gifted can be lost. One client put his car in joint names with his son, and then his son had anaccident
andtheclientlosthundreds of thousands of dollars because theson did not have enough liability insurance.

When assets are held under arevocable living trust, the successor trustees named under the trust
can administer these assets privately without probate or gqnsequent delay, expense, or publicaccessto
required information. As a result, expenses can be significantly reduced, but without court oversight
thereisahigher chance of theft, misadministration, or failuretofollow reasonable guidelines.

Arevocablelivingtrustiscompletely separate and differentfromaliving will, andisan
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arrangement whereby an individual can place assets under a trust that he or she can control while aliveand
competent. Thetrustcannameanalternate successor trustee or trusteeswho cantake over control and
administration of the assets in the event of the person’s mcapacn%/. If the person ends u8 in a guardianship,
the trustee of the revocable trust can continue to control the assets and the livingtrust. Ondeath, the assets
under the trustpass withouthavingtogothrough probate.

~The decision as to whether to use a will or a trust system is an important one, but many
Floridiansare led to believe that as long as they have a trust everything will be fine, without regard to how
the trust is actually used, and they may be told or simply assume that a revocable trust will protect their
assets from creditors, which is never the case. Infact,evenanirrevocable trustin Floridathatcan be used
forthe Grantorwill beaccessible tothe Grantor’screditors!

~_Many married couples will share a joint trust or set up separate revocable trusts depending upon
their situation. We see many grave errors made by non-specialist lawyers and other advisors when it
comes to trust system selection and design for married couples. For example, it may be best to allow all
assets to be owned by the surviving spouse if the considerations dis- cussed earlier in the book do not
apply, but ma_n?/ joint living trusts do not allow a hlgh degree of control for a surviving spouse. Also,
some trusts will notallow for a proper method of holding assets in trust for a surviving spouse so that the
assets will be protected from the surviving spouse’s creditors and will be counted in that spouse’s estate
for estate tax purposes.

_ An article that we published in a tax advisor’s periodical on various trust systems will be of
%ntltlerest to many professional advisors reading this book, as well as a good number of readers and is as
ollows:

SELECTING REVOCABLE TRUST SYSTEMS FOR CHILDREN
By: Alan Gassman, Christopher Denicolo and Kristen Sweeney
Reprinted with permission from Leimberg Information Services 02-Apr-09 Steve Leimberg’s
Estate Planning Newsletter - Archive Message #1439

EXECUTIVESUMMARY

_ Advisors have a wide variety of revocable trusts at their disposal, and there are a number of
important factors that must be carefully considered. This commentary will review:

1) Protective Beneficiary Trusts,
2) “All to Survivor” Joint Trusts,
3) “First Death Lock-Up” Trusts,
4) “Separate Trust for Each Spouse” Trusts,
5) “Joint 100% Lock-Up” Trusts, and
6) “Joint 50% Lock-Up” Trusts.
FACTS

Many estate plans involve revocable trusts, and selection and implementation of an
appropriate planismore ofanartthanascience.

Factors that should be considered when selecting a revocable trust system include:

1) Whether a surviving spouse or beneficiary should have total control or
protective advantages that may be available; _
2) Whether income tax savings for a surviving spouse may be desirable,

80




and
3) What assets and beneficiary designation situations the client may have.

NOTE

Revocable trusts can be used to avoid probate and guardianship, but during the life- time of
the Grantor if the Grantor establishes and owns the trust, there is no creditor protection, Medicaid
protection, or income or estate tax savings. After death, such protections and savings may apply
depending on the revocable trust system selected.
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COMMENT
CONSIDERATIONS FORA SINGLE INDIVIDUAL

Many unmarried individuals establish and maintain revocable trusts primarily to avoid probate
andguardianship oftheirestate. Probate isthe process whereby assets ownedin indi- ‘vidual names must
be processed through the Probate Court System, in order to ensure that:

) The proper Will has been identified and approved;
) Accountings are received by beneficiaries;
) Creditors are paid, and

) Afiduciary is appointed as personal representative to execute and

monitorall oftheabove.

1
2
3
4

Many clients choose to bypass the “red tape” and expenses associated with the probate
system by placing their assets under a revocable trust.

~ Immediately upon its formation, the trust is controlled and administered by a non-court appointed
relative, friend, professional or trust company.

Life insurance, annuities, and even pension benefits can be paid to the revocable trust upon
death to facilitate the uniform distribution of assets. For pension plan purposes, it may be
advantageous to instead name individuals who are able to withdraw the pension benefits out of an
inherited IRA ratably over their life expectanc%. Such ratable withdrawals may also apply under an
%1pp][?prt|attilyt tgi_rafted revocable trust agreement, but special technical language and planning is required
0 effectuate this.

Some clients choose to place their homestead under a revocable trust, which does have certain
advantages. For instance, in Florida, as long as the client is alive, the homestead can qualify for the
Florida $50,000 homestead exemption and the 3% cap on increases in value.

~ However, placing the homestead under a revocable trust also presents a Potential danger from
creditors. There is one bankruptcy court decision which has indicated that the constitu- tional
protectt:Iont ofthomestead from creditors will not apply when the homestead is owned under a
revocable trust.

While other bankruptcy court decisions have not found this to be the case, our office
tgenterally suggests the more conservative approach of leaving the homestead outside of the revocable
rust.

Clients who still wish to avoid probate of their homestead may be able touse a “Lady
Bird Deed,” which maintains creditor protection while still avoiding probate.
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PROTECTIVEBENEFICIARY TRUSTS

~Arevocable trust will commonly provide that upon the death of the client the trust assets will
divide into separate protective trusts for any children or other beneficiaries. Each child or other
beneficiary may serve as sole or Co-Trustee for his or her benefit and receive amounts deemed
reasonably appropriate to maintain his or her standard of living as well as to benefit his or her children.

The advantage of such a continuing trust includes protection from:
1) Estatetaxatthechild’slevel;

2) Creditor and divorce claims that the child might have in the future, and

3) Inappropriate or risky spendirllg and investments, which may be curtailed by man- dating
that the child serve with a Co-Trustee, i.e. a trusted relative, family friend, professional, or
trust company.

REVOCABLE TRUST SYSTEMS FOR MARRIED COUPLES

Revocable trusts for married couples incorporate the above principles, but married cou-
ples have a number of configurations to choose from:

“ALL TO SURVIVOR” JOINT TRUST

The simple “All to Survivor” %oint revocable trust. A married couple who would typi- cally
own their assets Jomtlg with right of survivorship may prefer to use a revocable trust in order to
facilitate avoiding probate upon the second death, and avoiding guardianship over trust assets if a
spouseisdeclaredbyacourttobe competent.

_ Although most couples who would use right of survivorship as their primary estate ﬁlan can
simply have assets pass by Will on second death, usingan All to Survivor Joint Trust assures thatthere
would be arevocable trust in place after the first death. The All to Survivor Joint Trust eliminates the
surviving spouse’s need to engage in estate planning and decision- making regarding the use of a
revocable trust after the first death.

NOTE

Clients should be careful to confirm that the joint revocable trust with survivorship can
be considered to be a tenancy by the entireties ownership vehicle for the married couple.

Under Florida law joint assets held as tenants by the entireties between a husband and wife are
notsubjecttothe creditor claimsofanindividual spouse unless both spouses owethe creditor. Thisisa
very ggod reason to keep assets jointly as tenants by the entireties where spouses are creditor
exposed.
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~ Most joint revocable trust forms used by lawyers will not qualify the trust assets to be
considered as held by tenancy by the entireties, but with proper drafting this can be accom- plished.

“FIRST DEATH LOCK-UP TRUSTS”

There are several good reasons thata married couple might wish to have some or all of
their assets “locked up” in a protective trust upon the first death, including:

1) Avoidanceoffederal estate tax uponthe second death.

2) Creditor protectionforthe survivingspouse uponthefirstdeath.

3) Securing a Co-Trustee for the surviving spouse to help prevent loss of assets to un- due
influence, poor investments, or unwise distributions or loans to friends or family members.
The surviving spouse can serve as Co-Trustee with the power to select and replace the other
Co-Trustee, and canreceive benefitsasneeded for the spouse and descendants.

The “All to Survivor” Joint Trust described above will not provide these protections.

Therefore, the married couple wishing to have the protections provided by a “Lock-Up Trust” may
choose one of the following three revocable trust systems:

1) “SEPARATE TRUST FOR EACH SPOUSE” TRUST SYSTEM
2) COMPLEXJOINT TRUST: “JOINT 100% LOCK UP” TRUST SYSTEM
3) COMPLEXJOINT TRUST: “JOINT 50% LOCK-UP” TRUST SYSTEM

These 3 trust systems are described in more detail below.

“SEPARATE TRUST FOR EACH SPOUSE” TRUST SYSTEM

Eachspouse will have aseparate trustthat “locks up” upon the first death to benefit the surviving
apo_use ¥y|th those assets held by such trust and those assets made payable to the trust by beneficiary
esignation.

The “Separate Trust for Each Spouse” trust system is the most popular, and traditionally hasbeen
the only revocable trust system used by most estate planning lawyers. Inthissystem, a “bypass trust”
or “family trust” can be established upon the first death to be held for the surviving spouse without
the assetsunder such trust being subject to federal estate tax, credi- tor claims of the surviving spouse,
or claims of future spouses and the descendants of future spouses.

83




Most of the married couple trust work that our office performs uses the Separate Trust for Each
Spouse trustsystem with separate trusts for each spouse, butthere are other alterna- tives.

“COMPLEX JOINT LOCK-UP” ALL ASSETS

Clients who may instead be better suited for a“Complex Joint Trust” would typically
have one or more of the following characteristics:

1) Clientswho preferasimpler planwithassets under one trustas opposedto two.

2) Clients who wish to “lock up” more than the assets of the first dying spouse upon the first
death (which is the case under the Separate Trust for Each Spouse trust sys- tem). The
surviving spouse would become Co-Trustee of the trustholding theseas- sets. Similartothe
Separate Trust for Each Spouse trust system, these assets are held without being subject to
federal estate tax, creditor claims of the'surviving spouse, or claims of future spouses and the
descendants of future spouses.

3) Clients who have had an All to Survivor Joint Trust in the past and do not wish to retitle to
separate revocable trusts when updating their planning.

Asstated above, clientswhoelecttohavea Complex Joint Trust may choose betweena “JOINT
100% LOCK-UP” trust system and a “JOINT 50% LOCK-UP” trust system.

Most wealthy clients who use arevocable trust system choose a “JOINT 100% LOCK-
UP” trust system in order to achieve the following:

1. The ability to claim a “stepped up” basis for income tax purposes on all assets held
under the joint revocable trust. For example, a stock purchased for $200 that is worth
$1,100withcapital gainstaxonl¥owed on$100worth. Withaty{)icaljoint revocable (ATS)
trust there is only a “step up” for half of the value upon death, so the capital gains tax
wouldbebased uponthe excessof$1,100 over $100 plus $500.

3. The ability to “lock up” as much in assets as possible to avoid estate tax upon the sec- ond
death. For example, a married coui)le with good earnings may have $4,000,000 worth of
assets and may wish to lock up a full $3,500,000 worth of assets ina btypass trust upon the
firstdeath, with the expectation that the surviving spouse will have future earnings and the
possibility that the estate tax exemption will be reduced in the future.

~ The Joint 100% Lock-Up Trust has special design features that allow the trust assets to be
considered for federal income and estate tax purposes to have passed from the first dying spouse into
the surviving spouse’s trust upon the first death.
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This is done by giving each spouse the right to execute a separate document directing how the
trust assets would pass if that spouse were to die first. To ensure that the first dying spouse does not
appoint assets to somebody other than the surviving spouse or the Joint 100% Lock-Up Trust, the tax
law permits the appointment of “Trust Protectors,” Who have the power to disapprove any exercise of
such “power of appointment” by the first dying spouse.

For example, a hushand and wife could appoint one or two close family friends or ad- visors as
Trust Protectors under the trust. Their sole function would be to have the power to dlsaﬂprove either
spouse’s decision to direct assets anywhere besides the Joint 100% Lock-Up Trust or the surviving
spouse, unless the surviving spouse also approves of such direction of assets.

The tax law does permit the entire Joint 100% Lock-Up Trust to be held upon the first death
for the surviving spouse, without being subject to federal estate tax upon the surviving spouse’s death.
ghet rEax law is not clear on whether all the assets of the trust receive a “stepped up” basis upon the first

eath.

~ Many tax commentators, myself included, believe that all assets inside a revocable trust should
receivethe “steppedup”basis. Butthe IRShasdisagreed.

“JOINT 50% LOCK-UP” TRUST SYSTEM

. The other Complex Joint ‘Trust that can be used for estate tax and/or protective trust

planning would be the “JOINT 50% LOCK-UP TRUST”. This is asimpler document than the Joint

éootzo Lock-Up Trust, but only allows the lock up to 50% of the assets of the couple upon the first
eath.

The Joint 50% Lock-Up Trust does provide a “stepped up” income tax basis for the 50% of the
assetsthatare locked UP’ but there isno stepped up basis for the other 50% of the assets. Under the Joint
50% Lock-Up Trust, the spouse who dies first cannot override the mutually agreed trust document,
as he or she could under the Joint 100% Lock-Up Trust system, and therefore the language used in the
trust document is not as complicated.

BE SURE TO CONSIDER MEDICAID ISSUES

Medicaid planning for a married couple adds one more twist to revocable trust structur- ing.
Unfortunately, the Medicaid regulations provide that assets passing by revocable trust into a protective
trust for a surviving spouse can qualify, unless such assets have passed through the probate estate of the
first dying spouse.

~ Wemay therefore suggest to clients who wish to help ensure that their spouse will qual- ify for
Medicaid without using trust assets place the assets in their personal names, to pass into arevocabletrust
systembya“Pour Over Will”uponthe firstdeath.
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PLANNING TIPS

Obviously, revocable trust planning is varied and complex. Wehope that this com-
mentary will open up planning opportunities, as well as common configurations, to clients
and advisors.

Aswithmostestate planning techniques, “onesize doesnotfitall.” Itisbestto
structureajointtrust(orany trustforthatmatter)thatisappropriatefor theclient’sneeds
and circumstances.

Ourofficehas developed aspecial kind ofjointrevocable trust that may facilitate al-
lowingallassetsinthe trusttoreceiveahigherincometaxbasisbased upon the fairmarket
value of the assets on the date that the first spouse dies. Our article entitled It's Justa JEST,
the Joint Exempt Step-Up Trust is as follows and may be of interest to professional advisors
and somesophisticated individuals. The]JEST trustis certainly notforeveryone, butitwill
beapowerful planning tool for afew Floridians.

~ A more complicated concept relating to joint trusts involves the consideration of whether the
married couple would like to attempt to obtain a new fair market value income tax basis for all joint assets,
and the ability to have joint assets benefit the surviving spouse without being subject to federal estate tax
on the surviving spouses death.

Unfortunately, the laws are not very clear on this, but professional advisors may be inter- ested in
Ehe_fol_lowmg article, which describes a new type of joint trust that the author has been involved with
esigning.

Alettertoaclientonthissubjectisas follows:

Dear Client:
Twanted to provide you with an example of how a [EST trust works.

Let’s say that a husband dies in 2014 leaving everything to his wife, but the wife has the
ability to disclaim some portion of what the husband sends her into a trust that can benefit her for
her lifetime without being subject to federal estate tax.

Let’s say that the couple has $20,000,000 worth of assets.

Ifthe wife accepts all of the assets and does not disclaim any of them then they will all be
subject to federal estate tax on her death.

Her estate tax exemption on her death will be based upon her $5,340,000 present exemption,
plus increases in the Consumer Price Index taking place after 2014, plus the husband’s unused
$5,340,000 portability allowance, which does not grow with inflation.
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If she receives the portability allowance but remarries and her successor spouse dies before
her and does not leave her a portability allowance, then the portability allowance left by the hushand
inour example above completely disappears.

_Let’ssaythattheclientdisclaims $3,000,000worth of assets thatwill be held for her benefit with-
outbeingsubjecttofederal estate tax at her death.

Let s say thatthose $3,000,000 worth ofassetsgrowto $7,000,000 in value before shedies.

That whole $7,000,000 in value passes without being subject to federal estate tax, and she still has
$2,430,000 from her husband’s portability allowance, so assuming that she does not remarry, upon
her death the amount that passes estate tax free for the assets outside of the $7,000,000 in the trust
Lhat is aIretady estate tax free will be based upon $2,340,000, plus whatever the $5,340,000 allowance

asgrown to.

Now, let’s say that the wife decides that she will rely upon portabilit%/ completely butwould like
to maximize the amount that will be held in a protective trust for her daughter for life, so as to never be
subjecttoestate taxatthe daughter s level.

She candisclaim upto $5,340,000 worth of the assets thatwould have been coming over fromthe
husband intothe special trust, and the trustees of the special trustcanmake a “Clayton Q-TIP election”
so that those assets will be subject to federal estate tax as if they belong to the wife when she dies, and
the wife will have the entire $5,340,000 portability allowance from the husband.

Theadvantage hereisthatthe husband hasa$5,340,000 generation skippingbtaxexemptionthat
enables that amount in assets to be Placed into the Clayton Q-TIP trust on the husband s death (after
the disclaimer and the Cla%/ton Q-TIP trust election have been made) and if that $5,340,000 grows to
$12,000,000 before the wife dies it will nevertheless be able to pass to a trust that can benefit the wife ’s
daughter without being subject to federal estate tax at the daughter’s level.

So in a situation like yours, if one of you dies, the spouse has the disclaimer option, the using
portability option, and the Clayton Q-TIP option.

We have added these provisions to your husband’s Will as you can see by the attached comparison
pages.

Allofthese decisions havetobe madewithinnine months ofthefirstdyingspouse 's date of death.
I hopethatthisisuseful, butplease letmeknow if you need further explanation.

Best personal regards,
ATTORNEY
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IT°S JUST A JEST, THE JOINT EXEMPT STEP-UP TRUST
By: Alan Gassman, Thomas Ellwanger & Kacie Hohnadell
Reprinted with permission from Leimberg Information Services 03-Apr-13 Steve Leimberg’s

Estate Planning Email Newsletter - Archive Message #2086

“There are two Primary concerns that arise when dealing with joint trusts in non-com- munity
property states: 1) whether, upon the first dying spouse’s death, all joint trust assets (in- cluding those
contributed by the surviving spouse) can be used to a fund a credit shelter trust for the benefit of the
surviving spouse without later being included in the surviving spouse’s estate, and 2) whether, upon
the first dying spouse’s death, it is possible to obtain a step-up in basis for all trust assets, no matter
which spouse contributed them to the trust.

_ . After extensively researching these issues and reviewing alternative structures, we have designed
a {omt trust planning technique, entitled the ‘Joint Exempt Step-Up Trust (JEST).” The JEST should
allowamarried couple inacommon law state to make maximum use of the first dying spouse’s unused
estate tax exemption by fully funding a credit shelter trust upon the first dying spouse’s death, evenif this
requires using assets contributed by the surviving spouse. We also believe that with proper
structuring the joint trust can provide a full step-up in basis forall of the trustassets.

Although not without risk or some uncertainties clients who want a stepped up basis for all ‘joint’
assets, and to maximize use of credit shelter trust funding on the first death should have the
opportunitytoconsider thisstrategy. Whilethe riskshereindescribed doexist, there isalsotherisk that
the family will ask the planner why these techniques were not used to avoid capital gains taxes and
facilitate making full use of the first dying spouse’s estate tax exemption amount. Practitioners will have
to invest significant time to understand issues, to develop trust documents that take the above and many
other considerations into account, and make sure that clients understand the risks and possible
advantages of the system.”

EXECUTIVESUMMARY

Many legal scholars and practitioners have considered whether a married couple liv- ingina
non-community property state can contribute assets to a joint trust, which upon the first spouse’s
death would be used to fund credit a shelter trust and fo facilitate a full step-up in basis. LISI
commentators Alan Gassman, Tom Ellwanger and Kacie Hohnadell analyze the many issues thatarise
withrespecttojointtrustsand presentaninnovative jointtrust design strategy that can be usedtoavoid
or reduce the issues at hand. In addition to letting members in on this new innovative technique, this
letter describes a number of interesting concepts that relate tojointtrust planning and also concepts that
relatetojointtrustplanninganditsimpact upon estate tax, gift tax, and creditor protection objectives.

FACTS

There are two primary concerns that arise when dealing with joint trusts in non-commu- nity
property states: 1) whether, upon the first dying spouse’s death, all joint trust assets (in- cluding those
contributed by the surviving spouse) can be used toafundacreditshelter trust
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for the benefit of the surviving spouse without later being included in the surviving spouse’s estate,
and 2) whether, upon the firstdying spouse’s death, itis possible to obtain astep-up in basis for all trust
assets, no matter which spouse contributed them to the trust.

__Afterextensively researching these issues and reviewing alternative structures, we have designed
a Homt trust planning technique, entitled the “Joint Exempt Step-Up Trust (JEST).” The JEST should
allow a married couple in a common law state to make maximum use of the first dying spouse’s
unused estate tax exemption b%/ fuIny_undln%a credit shelter trust upon the first dying spouse’s death,
evenifthisrequires using assets contributed by the surviving spouse. Wealso believe that with proper
structuring the joint trust can provide a full step-up in basis for all of the trust assets. This technique is
clearly explained in our JEST chart. If you would like to receive a copy of the JEST chart please email
agassman(@gassmanpa.com.

The basic structure of the JEST is as follows: a married couple funds a jointly-established
revocable trust, with each spouse owning a separate equal share in the trust. Either spouse may terminate
the trust while both are living, in which case the trustee distributes 50% of the assets back to each
spouse. If there is no termination, the joint trust becomes irrevocable when the first spouse dies.

Upon that first death, the assets of the first dying spouse’s share will be applied this way:

* First, assets equal in value to the first dying spouse’s unused estate tax exemption will be
used to fund Credit Shelter Trust A for the benefit of the surviving spouse and
descendants. These assets will receive a stepped-up basis and will escape estate tax
liability upon the surviving spouse’s death.

e Second, if the first dying spouse’s share exceeds his or her unused exemption, then the
excess amount of that share will be used to fund Q-TIP Trust A for the benefit of the
survyvmg| spouse and descendants. The assets will avoid estate tax because of the
marital deduction. They will receive a stepped-up basis on the first dying spouse’s
death and again on the surviving spouse’s death, at which time they will be potentially
subjected to estate tax.

If the first dying spouse’s share is less than his or her exemption amount, then the surviv- ing
spouse’s share will be used to fund Credit Shelter Trust B with assets equal to the excess exemption
amount. We believe that the assets of Credit Shelter Trust B should avoid estate taxation at the
surviving spouse’s death although the surviving spouse originally contributed theseassetstothe JEST.

~ Wealsobelieve that the assets of Credit Shelter Trust B should receive afull steBped-up basis at
thefirstdeath. IRS opposition onthisissue can beexpected, atleast for the time being, but how this trust
is structured may help obtain a favorable result.

Finally, the remainder of the s_urvivin? spouse’s share (if any) will be used to fund Q-TIP TrustB,
under whichthe surviving spouse will be at [eastan income beneficiary. Webelieve
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that there is a good chance that these assets will also get a basis step-up if the surviving spouse retains
only the right to receive income; again, we think more rights for the surviving spouse will somewhat
lessen the chance of that result.

The tax and other issues raised by this technique are further discussed below.
COMMENT

Over the last 20 years, the IRS has issued four significant rulings touching on joint trust
arrangements, three private letter rulings and a TAM.!

The first was TAM 9308002, which was issued in 1992. The facts indicated that both
spouses funded a joint revocable trust, which granted each spouse a general power of appoint- mentover
the entire trust inthe form of aright to direct payment of his or her debts and taxes fromany of the trust
assets. The IRS determined that all trust assets were included in the first dying spouse’s estate under
IRC Section2041. However, the IRS ruledthatassets contributed by the surviving spouse were in effect
gifted to the first dying S{)OUSG upon that spouse’s death; since those assets passed back to the surviving
spouse within one year, those assets could not receive a basis step-up because of IRC Section 1014(g).

PLRs 200101021 and 200210051 addressed the same issues. In both PLRs, married cou- ples
formed joint revocable trusts. In one ruling, each spouse had a lifetime power to with- draw the
income and principal; in the other, the first to die spouse was given a testamentary general power of
appointment over the entire trust. In both rulings, upon the first stpouse’s death, the assets of the joint
trust were used first to fund a credit shelter trust (in the amount of the first dying spouse’s unused
exemption) for the surviving spouse’s benefit. Both PLRs made the following determinations:

_1)  All of the joint trust assets were included in the first dyin%s ouse’s estate. The assets
contributed by the first dying spouse were included under IRC Section 2038; the assets contributed by
the surviving Spouse were included under IRC Section 2041.

_ 2)  Uponthedeathofthefirstdyingspouse, thesurviving spouse madeacompleted gifttothe
first fl)lllélgdsp?use of the assets contributed by the surviving spouse. The gift quali- fied for the gift tax
marital deduction.

3)  Becauseof Section 1014(e), only the assets contributed by the first dying spouse
could receive a step-up in basis.

PLR 200403094 addressed similar issues in a slightly different context. Rather than a joint
trust, the ruling dealt with arevocable trust to be created and funded by a hushand. Ifthe wife died first,
the trust agreement provided her with a testamentary general ?ower of appoint- ment over trust assets
equal in value to her remaining exemption, less her own assets. Inthat case, the wife will exercise the
power byappointingassetstosetupacreditsheltertrustforthe

1 See PLRs 200101021, 200210051, 200403094, and TAM 9308002.
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husband’s benefit. The IRS ruled as follows:

1) The husband’s creation of the power of appointment would constitute a gift to the wife
which would be considered completed at her death if she died before him.

The gift from him would qualify for the gift tax marital deduction.

2) Ifthewifediedfirst, assets contributed b)éth_e husbandtothe trustbutappointed by thewifeto
a credit shelter trust for the husband would not be included in the husband’s estate for estate tax
purposesathis later death.

No basis issue was discussed.

These rulings sparked renewed interest in using joint trusts as a way to make sure that both
estate tax exemptions of amarried couple would be fully used, without having to splitup assets and set
up a living trust for each spouse. Although no ruling allowed a total basis step- up for the marital
property at the first death, there was speculation about weaknesses in the IRS arguments on that point and
potential ways to rebut those arguments.

However, some commentators have expressed concern about the favorable results of the rulings,

none of which has any value as precedent. The estate tax laws at the time of the rul- ingsdidnotgivea
survivi n_? spouse the benefitof any exemption not used t%ytheflr_stspouse todie—i.e.,therewasno
portability. Thus, thecommentators pointed out, the IRSwas beln% lenientinthese rulings soasto
Ié)ermlt asimpler way to achieve basic estate tax savings. But the IRSwasnot giving the comfortofa
evenue Ruling which practitioners could rely upon, meamnﬁ that it could change its position on some
or all of the favorable decisions in the rulings.

_ After extensively reviewing these issues, we believe that our JEST technique can be used to
maximize the use of both spouses’ estate tax exemptions, as well as setting up asituation to P_rowdethe
best possible arguments In favor of getting a total basis step-up on all assets at the first death.
Nevertheless, because it is an area withou blndlngv\?recedent,_any practitioner should carefully
consider the concerns that commentators have raised. Where practitioners (or clients) are particularly
risk-averse, thought might be given to getting an IRS ruling.

Using a joint trust arrangement can complicate creditor protection aspects of trusts.
Throughout this article we touch on that issue.

Below, we provideanindepthexplanation of the “mechanics” of the JEST and discuss
the various issues surrounding this technique.

JEST CREATION

In implementing the JEST, the married couple first establishes a joint revocable trust. Each
spouse will have a separate share consisting of anY assets contributed to the trust by that spouse. To
avoid having to retitle assets, pre-existing revocable trusts can become separate
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shares of the joint revocable trust by amendment and restatement.

_ Thetrustagreement will give each spouse an equal share of the trustassets. While both spouses
are living, either spouse can revoke the agreement and terminate the trust, in which case the trustee
willtransferthe trustassets back tothe spousesinequal shares.

_Unequal funding of the trust raises the Possibility of a gift on funding. A spouse who
contributes more than 50% of the assets but only has the power to get back 50% in a unilateral
termination has presumably made a completed gift of the difference. Transferrmﬁ property held in a
tenancy by the entireties would result in such a gift if, as is generally the case, the tenancy can only
be severed by joint action of the parties. The severance occurring when en- tireties property isadded
tothetrustwould beagiftby the younger spouse, whohasagreater actuarial interest in the property.2

_ Estate planning attorney Michael Mulligan has suggested that any gift on funding is
incomplete until the firstdeath, whether or notaspouse can terminate the trustand take back assets. He
states that “[u]nder the laws of most states, the retained right to distributions of in- come and principal
would cause any contribution by a beneficiary to the trust to remain subject to claims of the
beneficiary’s creditors. If applicable state law permits a settlor’s creditors to reach property
conveyedfoatrust, such conveyance does not constitute agift for Federal gift tax purposes.”

If a gift on f_unding does occur, so long as both spouses are U.S. citizens, one might as- sume
that the gift tax marital deduction should eliminate tax concerns (unless a spouse is a non- citizen, where
the marital deduction doesnotapply). Thisisthe positionthe IRShastakenin therulings. However,as
discussed below, questions have been raised by commentators as to whether the IRS is correct in
applying the marital deduction in this situation.

Mr. Mulligan’s commentas to funding touches onanother issue. Holding propertiesin tenancy
by the entireties usually provides creditor protection because the properties can only be reached by
creditors with a claim against both spouses. Tenancy by the entireties property transferred into a joint
trust will lose the entireties status and this creditor protection unless (1) the joint trust satisfies all
unities required by tenancy by the entireties law (which will not be the case with a JEST), or (2) the
governing law explicitly provides that trust assets can be desig- nated by amarried couple to be treated
as tenancy by the entireties property, even if the unities are not satisfied. Delaware, Virginia, Hawaii
and Illinoisareexamples ofjurisdictions having such statutes.

2 See IRS Reg. Section 25.2511-2(c). In PLR 200101021, the IRS held that the contribution of tenants by the entireties
assets to a joint trust did not constitute a gift by either spouse under this regulation, because each spouse retained the right,
acting unilaterally, to revoke his or her transfer and revest title in himself or herself, rendering the gift incomplete. Much as we
like the result, we think it ignores the actuarial difference between the interests of the spouses.

3 Michael D. Mulligan, Is It Safe to Use a Power of Appointment in Predeceasing Spouse to Avoid Wasting

Applicable Exclusion Amount? 23 Tax Mgmt. Fin. Plan. J (Sept. 18, 2007).
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WHEN THE FIRST DEATH OCCURS

_ Upon the first dying spouse’s death, the joint trust becomes irrevocable. The trust assets are still
in two equal shares—one attributable to the first dying spouse, and one attributable to the survivin

spouse. We will assume that the first dying spouse has not exercised his or her general power 0
appointment.

Assets of the first dying spouse’s share equal in value to the first dying spouse’s unused estate tax
exemption will be used to fund Credit Shelter Trust A for the bengfit of the surviving spouse and
descendants (or surviving spouse, thendescendants). Ifthe firstdying spouse’s share exceeds his or
her unused exemption, then the excess amount can be used to fund Q-TIP Trust A for the lifetime benefit
of the surviving spouse, and later for the couple’s descendants.

_ All of these assets receive a stepped-up basis at the first death, unless they were gifted to the
first dying spouse by the surviving spouse within a year before the first dying spouse’s death, when
IRC Section 1014(e) denies the step-up.

~ Turning to the surviving spouse’s share, if the first dying spouse’s share is less than the_first
dym%(spouse_’s exemption amount, then the surviving spouse’s share is used in Credit Shelter Trust
B. Like Credit Shelter Trust A, this can be for the benefit of the surviving spouse and descendants (or
the surviving spouse, then descendants), although including the spouse as a beneficiary may imperil
getting a basis step-up for these assets at the first death.

If there are assets remaining in the surviving spouse’s share after fully funding Credit Shelter
Trust B, the remainder of the surviving spouse’s assets will be used to fund Q-TIP Trust B, with the
surviving spouse as lifetime beneficiary and the descendants as remainder benefi- ciaries. Again, the
extent of the surviving spouse’s interest may affect the basis argument.

The results of this technique are as follows:

CREDIT SHELTER TRUST A

~ The assets of Credit Shelter Trust A will be treated as coming from the first dyin? si)ouse. They
will be included inthe firstdying spouse’s gross estate for estate tax purposes pursuant to IRC Section
2038 because of the first %/mg spouse’s lifetime right to revoke the trust and receive back these
assets. These assets are sheltered from estate tax liability at the first death by the first dying spouse’s
estate tax exemption. Unlessthe Section 1014(e) one yearruleapplies, the inclusion of these assets in
the firstdying spouse’s gross estate will provide a stepped-up basis.* _

A spendthrift provision in Credit Shelter Trust A will provide creditor protection to the

surviving spouse because the first dying spouse (rather than the surviving spouse) will be
deemed the grantor/transferor of the trust. Increased creditor protection could be provided by

4 PLRs 20010102 & 200210051; see also Mulligan, supra n. iii (stating that “[p]roperty which is contributed by the pre-
deceasing spouse and included in such spouse’s estate under §8§ 2036 and 2038 rather than § 2041 is unaffected by § 1014(e),
and acquires a new income tax basis under § 1014(a)”). Of course, Section 1014(e) could apply if the first dying spouse
receives the property from the surviving spouse and dies within a year after contributing it to the trust.
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limiting the surviving spouse to distributions in the discretion of the trustee accordin%_ to an
“ascertainable standard,” such as distributions for health, support, maintenance, and educa- tion. In
most jurisdictions, limiting discretionary distributions to the surviving spouse by such a standard
g_retvebntfc,_ creditors of the surviving spouse from being able to reach the trust assets or demand trust
istributions.

Q-TIP TRUST A

Similarly, the assets of Q-TIP Trust A will also be included in the first dying spouse’s estate
under IRC Section 2038. They will avoid estate tax at that time because of the estate tax marital
deduction. These assets will recelveastepped-uR basisonthe first dymg spouse’s death unless Section
1014(e) applies. Since the assets re_mammg at the survwm_? spouse’s death will be includable in the
surviving spouse’s estate under Section 2044, those assets will receive another basis step-up then.

Even with a spendthrift provision, Q-TIP Trust A cannot provide total creditor protec- tion for
the surviving sgouse ecause qualifying for the marital deduction requires that all trust income be paid to
that spouse. Creditors will be able to reach the income distributions after they are received by the
spouse. However, the principal can be further protected by making principal distributions
discretionary and limited by an ascertainable standard.

_ _The trustee can po_te_ntial(lf/ minimize or eliminate the surviving spouse’s income expo- sure by
investing in low or zero dividend stocks or other cash neutral investments. Of course, this will require
implicit consent of the surviving spouse because of the surviving spouse’s right to have marital trust
assets be productive.®

CREDIT SHELTER TRUST BAND QTIP TRUST B
Let’slookathowthefirstdeathaffectsthe surviving spouse’sshare ofthe JEST.

Issue 1: Estate Taxon CreditShelter TrustB

_ Credit Shelter Trust B is designed to use up the first dying spouse’s estate tax exemption if the
first dying spouse’s share of the trust is smaller than that exemption amount. This re- quires having
assets from the surviving spouse’s share go into Credit Shelter Trust B after hav- ing been includible in
the estate of the first ym%spouse for estate tax purposes, even though these assets are from the
surviving spouse’s share of the JEST.

By providing the first dying spouse with a testamentary general power of appointment over all
of the trust assets, we make the assets of Credit Shelter Trust B includible in the first dying spouse’s
estate under IRC Section 2041, aswasthe caseinmost of the rulings.®

5 Treas. Reg. 20.2056(b)-5(f)(5).

6 The same conclusion was reached in PLR 200210051, where each spouse had the power, to withdraw all of the trust
assets while both were living. We do not recommend that approach because it would most likely subject all of the trust assets
to creditor claims against either spouse prior to the first death. Otherwise, claims against one spouse should only imperil that
spouse’s share of the trust.
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The rulings to date made clear the IRS’s view that with proper drafting, Credit Shelter Trust B
would not be considered as funded by the first dying spouse and would not be includ- ible in the gross
estate of the surviving spouse, evenifthe surviving spouse isabeneficiary of that trust.

Risks: Taxable Gift Treatment on Funding of Credit Shelter Trust B and Inclusion in Sur- viving
Spouse’s Estate

The IRS rulings are promising, but they are not binding on the Service and cannot be cited as
precedent. Itis certainly possible forthe IRS to come to different conclusions in the future.

One concern expressed by Mr. Mulligan is that Section 2041 may not apply to the joint trust
assets because the first dying spouse’s power of appointment is effectively cor_mngent upon the
surviving spouse’s failure towithdraw his or her share of the trust assets before the firstdeath. Hisfear
is that the contingency may turn the testamentary power of appointment into a power only exercisable
in conjunction with the creator of the power—something which is not considered a general power of
appointment under IRC Section 2041(b§)(1)(C)(|).7

_ That would mean that assets of the surviving spouse’s share could not be applied to use up the
firstdying spouse’s exemption if the first dying sBpousc_a’s share is insufficient. 1t opens the door to an
argument that the assets in Credit Shelter Trust B are includible in the gross es- tate of the surviving
spouse under IRC Sections 2036 and 2038.

According to Mr. Mulligan, the Service could reach the same result by a “conduit” or “step
transaction” argument by looking at the entire transaction as one in which the surviving spouse is
viewed as the actual contributor of the assets of Credit Shelter Trust B, again trig- gering Sections
2036 and 2038 rather than Section 2041. He cites several cases in which, for example, oneﬁartywﬁo
transferred assets to a second party is deemed to be the actual grantor of a trust created by the second
party withthose assets.®

Inthe end, however, Mr. Mulligan points out that the lifetime QTIP rules justify ignoring
these arguments where spouses are involved. Spouse A can setup a lifetime QTIP for Spouse B

7 Mulligan, supran. 3

8 Footnote 14 of Mr. Mulligan’s article supports this concept by citing the cases of Mahoney v. U.S., 831 F. 2d 641
(6th Cir. 1987); Marshall Estate v. Commissioner, 51 T.C. 696 (1969); Sinclaire Estate v. Commissioner, 13 T.C. 742 (1949);
and Schwartz Estate v. Commissioner, 9 T.C. 229 (1947). In each of these cases, the IRS successfully showed that trust assets
were included in the beneficiary’s estate, even though the beneficiary did not directly contribute the assets to the trust. In
Mahoney, a father created a trust for his son’s benefit and funded it with stock. The son then executed a promissory note to hig
father in an amount equal to the stock’s value. The son died and the IRS concluded that the trust assets were included in the
son’s estate because he was the party who in substance transferred assets to the trust by paying consideration to his father at the
time the stock was transferred to the trust. Citing to Marshall, Sinclaire, and Schwartz, the court concluded “that although [the
father] nominally created the Trust, the decedent must be con- sidered the effective grantor of the Trust to the extent of his
contribution.” a trust created by the second party with those assets. In Sinclaire, the decedent transferred assets to her father,
and her father funded a trust for the decedent using those assets before her death. The Tax Court found that the trust assets were
included in the decedent’s estate, noting that “in substance and reality decedent was the settlor of the trust and that her fathe
acted only as her agent in its creation.”
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with Sdoouse A’s assets; the trust can benefit Spouse A after the death of Slpo_use B; but Sections 2036
and 2038 do not bring the assets back into Spouse A’s estate. Apparently inclusion in the estate of

Spouse B under Section 2044 “cleanses” the trust assets, so that Spouse B is considered to be the source
ofthem. Mr. Mulligansees no reason why the same concept should notapply inthejointtrustarena.

In their 2008 article, Mitchell Gans, Jonathan Blattmachr and Austin Bramwell share Mr.
Mulligan’s concern about the step transaction doctrine. They fear that the IRS could determine that the
surviving spouse is the transferor of the Credit Shelter Trust B assets, causing inclu- sion under
Sections 2036 (if the surviving spouse had the right to receive income from Credit Shelter Trust B) or
2038 (if the surviving spouse has a special power of appointment over the trust). They note thateven if
the surviving spouse has neither an income interest nor a power of appointment over the trust assets,
being merelly a discretionary beneficiary, Section 2036 could apply for one of two reasons: (i) the
Service could find an “implied understanding” that the surviving spouse would receive distributions
from the trust or (ii) the Service could decide thatthe ability of creditors of the surviving spouse, under
state law, toreachassets of the trust because it is considered to be self-settled.’

~ Some planning may be possible to minimize the risk of estate tax inclusion. Perhaps careful
draftl_n% can ne]gate an “implied understanding.” Drafting to avoid creditors %uch as by setting up
Credit Shelter Trust B in a jurisdiction which protects self-settled trusts) can be helpful hoth for tax
and non-tax reasons (the non-tax reasons being discussed below).

One could always try to structure the funding of the joint trust to minimize the need fora Credit
Shelter Trust B created with assets from the survwmg spouse. Of course, this eliminates one advantage of
joint trust planning, the ability to ensure full use of both spouses’ exemptions without having to split
assets up or move them around.

In the end, the PLRs and TAM are a weak bulwark against a later IRS attack on these
issues unless there are strong reasons for the IRS to continue to support the same reasoning.
Messrs. Gans, Blattmachr, and Bramwell fear that the reasoning in the rulings could invite abuse
by taxpayers seeking to overcome the step transaction doctrine in other contexts. Mr. Mulligan
seems to feel that the QTIP analogy will continue to support the rulings. Planners forced to con-
front this issue and seeking certainty may consider getting rulings of their own.

Two alternative questions can be asked:

1)  Does inclusion of Credit Shelter Trust B in the surviving spouse’s estate cause a

significant problem? If the alternative toa #oint trust arrangement would not result in full use of both
exemptionsanyway, thenwhatisthe harmitthataspectofthe jointtrustarrangement doesn’t work?

9 Mitchell M. Gans, Jonathan G. Blattmachr & Austin Bramwell, Estate Tax Exemption Portability: What Should the IRS
Do? And What Should Planners Do in the Interim? 42 Real Prop. Prob. & Tr. J. 413 (2007-2008).
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2) Isthereawaytominimizetheharmcausedbyinclusion?

On the second point, consider the result if Credit Shelter Trust B is structured as a de- fective

rantor trust with the surwylnﬁ sPouse as grantor. This might be done by glvmgl_the surviving spouse

the power to replace Credit Shelter Trust B assets with assets of equal value. The surviving spouse

would owe income taxes for trust income left in the trust or distributed to other beneficiaries, and the
tax payments would reduce her taxable estate without being considered gifts.

__For example, if Credit Shelter Trust B is funded with $2 million worth of assets and the
surviving spouse has a $5.25 million estate tax exemption, it would seem that, at worst, the sur- viving
spousewouldhavebeendeemedtohave madea$2milliongifttothetrust. Ifthetrustis moved to an asset
protection jurisdiction and the spouse does not have a power of appointment over trust assets, all growth
In the trust that occurs durln? the surviving spouse’s remaining lifetime can escape federal estate tax,
notwithstanding that the trustee may have discretionto make distributions to the surviving spouse.

Issue 2: Creditor Protection

Risk: No Creditor Protection from the Surviving Spouse’s Creditors

Where an individual transfers assets to a trust for his or her own benefit, the British
common law (and most states which follow it) allows the individual’s creditors to reach those assets.
Justasthere isarisk that the surviving spouse may be considered to have transferred assets to the trust
for estate tax purposes, there is a risk that the surviving spouse could be considered the transferor of
theassets for creditor purposes. Thiscouldallow creditors of the survivingspousetoreachtheassetsof
CreditShelter TrustBifthesurvivingspouseistheben- eficiary.

~Note that the two issues would arise in different contexts, probably in different legal
{UFISdICtIOﬂS, and the decisions might not be consistent. Depending on the outcome, the estate tax could
aI1Ike t?]rt of CtredltSheIterTrust Bonthesurviving spouse’s death, butevenworse, creditors could take
all of the assets.

The best way to minimize the risk of actual creditors would be to situate the Credit Shelter
Trust B in an “asset protection trust jurisdiction” such as Nevada, Alaska, Delaware, or Nevis, where
creditor protection is available for self-settled trusts.

An alternative that could help for creditor protection purposes, but not federal estate tax
purposes, would be to have the trustee invest in a family LLC or limited partnership to obtain charging
order protection so that creditors of the surviving spouse would have a more difficult time obtaining
assets from Credit Shelter Trust B. But, just as an IRS determination does not apply to creditors,
taking actions which as a practical matter deter creditors by using LLC and limited partnership
structures does not preventthe IRS from concluding that creditors of the
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surviving spouse canreachinto Credit Shelter Trust B, and thereby cause its assets to be con- sidered as
owned by the surviving spouse for estate tax purposes.

Issue 3: Marital Deduction
Risk: The Gift May Not Qualify for the Marital Deduction

Underourproposed JEST, gifttaxconsequences mayariseattwopointsinthelife ofthe
trust.

First, because each spouse will have individual right, while both spouses are alive, to
terminate the trust and receive back half of the assets, a gift would occur upon funding the trustifthe
spouses do not contribute equal amounts or, in most cases, if the spouses contribute property held as
tenants by the entireties. Unless the recipient spouse is not a citizen, the gift tax marital deduction
should eliminate any gift tax consequences.

Second, in the rulings, the IRS concluded that upon the first spouse’s death, the surviv- ing
spouse would make a completed gift to the deceased spouse of the assets that the surviving spouse
contributed to the joint trust.” This is because as of the first death the surviving spouse relinquishes
dominion and control over those assets, either by losing the power to revoke those assets or because the
assetsare subjecttothe firstdying spouse’s testamentary general power of aﬁpom_tment (or, under our
suggested arrangement, for both reasons). The rulings go on to conclude that this completed gift by
the surviving spouse would qualify for the estate tax marital deduction (assuming the first deceased
spouse was a Citizen).

_Common sense suggests that the IRS is correct on the marital deduction issue. Of course, common
sense is not always a reliable guide to the workings of the tax laws. While the IRS rulings don’t go
into detail onthe marital deduction question, the Service must have reached two conclusions:

1) Thatthegiftoccurredatatimewhenthespousesweremarried,and
2) That the gift did not involve a non-deductible terminable interest.

Reminding us again that this determination has been made in non-binding rulings, the
commentators have suggested that these are conclusions the IRS may later abandon.™

‘They point out that whether the gift was made when the spouses were married turns on exactly
when it was made. If it was considered made after the moment of death, the parties were not then
married, and the marital deduction would notapply. Ifitwasconsidered made before oratthe moment
ofdeath, thenthe firstrequirement of the deductionismet.

10 See PLRs 200101021, 200210051 & 200403094.

11 Mulligan at 9 et seq.; Mitchell M. Gans, Jonathan G. Blattmachr & Austin Bramwell, Estate Tax Exemption
Portability: What Should the IRS Do? And What Should Planners Do in the Interim? 42 Real Prop. Prob. & Tr. J. 413, 422 et seq.
(2007-2008).
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Messrs. Blattmachr, Gans, and Bramwell take comfort from the authorities dealing with the
death of spouses in common disasters.*? There it has been held that a gift occurs at the mo- ment of
death, rather than after death. These commentators opine that “no policy justification exists for refusing
to extend this rationale to the [joint trust] strategy.”*

Messrs. Blattmachr, Gans, and Bramwell also bring up the Ninth Circuit Court of Ap- peal’s
1935 decisionin Johnstone v. Commissioner,* in which the court suggested thatatrans- fer occurs the
moment before death rather than after death. However, their discussion reveals that later cases have
cited Johnstone, with the result not always being consistent. On the other hand, Johnstone did not
involve spouses, while the simultaneous death authorities do. We be- lieve that practitioners can be
fairly confidentthatthe giftat death will be deemedto be made during the marriage.

~ The terminable interest issue is more problematic. The facts in the rulings show no out- right
gifts or QTIP election. The question is whether the surviving spouse receives enough rights in the
gifted property to satisfy IRC Section 2523(e): aright to receive lifetime income and a general power
of appointment over the applicable interest.

~_In PLR 200210051, each sfpouse had the right to demand distributions of income and
principal while both were living, effectively having a lifetime general power of appointment. In the
others, the first spouse to die received only a testamentary general power of appointment with no
particular income rights. Under the rulings, the IRS allows a marital deduction, but there is no
discussion of the terminable interest issue.

~ To Messrs. Blattmachr, Gans, and Bramwell, getting the marital deduction would seem to
reﬂuwe relyingoncase law allowing amarital deduction where asPouse may elect whether to accept a
gift and does accept it.”® Finding acceptance here would seem to require that the surviving spouse
exercise the testamentary power of aPpomtment. One ruling did involve the exercise of the ﬁower; the
rest did not. And, these commentators feel that even exercise may not be enough, since the relevant
cases atII mvtolve spouses who personally accept outright gifts, not just spouses who receive a power of
appointment.

Clearly we hope that the IRS will not change its position on the marital deduction issue andwill
eventuallyissueadefinitive ruling. Inthe meantime, shortof requestmg arulingfor eachjointtrustwe
Eroepare, how can we increase our chances of avoiding a marital deduction problem on QTIP TRUST

Certainly there is no harm in using language so closely identified with the marital deduc- tionthat
the Service may grant the deduction without giving the subject much thought. As an example, one of
the rulings made the first deceased spouse’s testar_nentary_%eneral power of appointment “exercisable
aloneandinall events.” This language added nothing, butitdoes

scream out, “marital deduction!”

12 Id. at 422-430.

13 Id. at 422-430.

14 76 F.2d 55 (9th Cir. 1935).

15 Gans, Blattmachr and Bramwvell at 429.
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_More substantively useful may be the inclusion of a joint trust provision aIIowinﬁ_both sFouses
to withdraw principal from the trust while both are living, as found in PLR 200210051, whichcouldhelp
bring the gift within the statutory requirements of Section 2523(e).*® Having Credit Shelter Trust B set
up and funded by exercise of the testamentary power of appointment shouldimprove the odds of coming
withinthe case lawongiftsmadebyelection.

I all else fails, a savings clause in the trust agreement could provide that should the gift tax
marital deduction notapplkl_, Credit Shelter Trust B would be funded only to the extent of the surviving
spouse’s estate tax exemption (or to an amount slightly less than the surviving spouse’s exemption to
permit future gifting and a cushion for valuation issues that could apply in later years). That way the
surV|V|n%spo_use could avoid a gift tax on assets going into that trustatthe firstdeath. So long as the
terms of Credit Shelter Trust B don’t subject the remaining assets to estate tax at the second death, the
parties should be no worse off than if they had not tried to use a joint trust to protect both exemptions.
Of course, description of the contingency could alert the Service to the marital deduction issue if it is
nototherwiseawareofit.

Stepped-Up Basis

In its rulings, the IRS has denied that the assets of the surviving spouse’s share of the joint
trust will get an IRC Section 1014(a) basis step-up in non-community property jurisdic- tions at the
firstdeatheventhoughtheassetsareincludibleinthegrossestate of thefirstdying Spouse.

~ We believe the IRS is wrong. We helieve that a basis step-up should be available. The risk to
Bractltloners_ would seem minimal, since it is confined to not getting a step-up which would not have
een otherwise available for clients not living in community property states. Although we expectthe
Servicetocontinuetocontesttheissue, wealsothink therearewaysto significantly increase the chances
of a successful outcome.

_ Inthe rulings, the IRS denied a step-up to assets which, prior to the first death, were in the
surviving spouse’s share of the trust. The IRS asserted that the step-up was prohibited by IRC Section

1014(e).

Section 1014 generally provides that the basis of property in the hands of a person ac- quiring
the ﬁroperty fromadecedent, or to whomthe rogert passed from a decedent, isthe fair market value
of the property at the date of the decedent’s death. However, Section 1014(e) provides the following
exception to this rule:

If appreciated property was acquired by the decedent by gift during the one-year period
ending on the date of the decedent’s death, and the property Is acquired from the
decedentby, or passesfromthe decedentto, the donor of such Rroperty, the basis of such
property in the hands of the donor is the adjusted basis of the property in the hands of
the decedentimmediately before the death of the dece-

16 Each spouse would seem to have a lifetime general power of appointment, which eliminates the need for income pay-
ments to qualify for the marital deduction. See Treas. Reg. Section 25.2523(e)-1(f)(6). (Whether each spouse is comfortable with
the other spouse having such a power is another question.)
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dent.*” [Emphasis added].

_For Section 1014(e) to apply, the property must be “acquired by” or “pass to” to the origi- nal
contributor of such property—in this case, the surviving spouse. How does this language apply when

the property does not pass directly tothe surviving spouse, but instead passes to atrust for the benefit of
the surviving spouse? The Servicethinksitdoes, butdoesnothavean explanation. We share the belief
of many others that the Service has stretched the literal lan- guage of the law in so concluding. Tous,
“acquired by” or “pass to” should apply only if full ownership is transferred back to the surviving
Spouse.

Assets originating with the surviving spouse will wind up in Credit Shelter Trust B or QTIP
Trust B. The less interest the surviving spouse has in these trusts, the easier it is to argue that Section
1014(e) should not bar a step-up.

_Forexample, wethinkitis clear thata step-up should be allowed if the surviving spouse is not a
beneficiary of the Credit Shelter Trust B. Of course, economic considerations may require that the
surviving Spouse be a beneficiary. Some planners have asserted that Section 1014(e) should not apﬂly
if the surviving spouse is only a discretionary beneficiary. There have not been any rulings or cases that
e>§QI|C|tIy confirm this conclusion, but it’s difficult to say that property “passedto’orwas “acquired by”
adiscretionary beneficiary, who by definition has no certain rights to the property.

_ The requirements of the estate tax marital deduction require that the surviving spouse be an
income beneficiary of QTIP Trust B. Again, we and others feel that should not bar a step- up; nor
should the right to receive principal in the discretion of the trustee, or a special power of appointment.
But, the fewer rights the surviving spouse has, the better the argument fora step-up may be.

CONCLUSION:

The JEST technique eliminates many of the concerns that have prevented estate planners innon
community property estates from using joint trusts in the manner approved by the IRS in PLR’s
200101021 and 200210051. Although not without risk or some uncertainties clients who want a
stepﬁed up basis for all “%o_mt” assets, and to maximize use of credit shelter trust funding on the first
death, should be offered this strategy. While the risks herein described do exist, there is also the risk
that the family will ask the planner why these techniques were not usedtoavoid capital gainstaxesand
facilitate makingfulluse ofthefirstdyingspouse’sestate tax exemption amount.

Practitioners will have to invest significant time to understand issues, to develop trust
documents that take the above and many other considerations into account, and make sure that clients
understand the risks and possible advantages of the system. We hope that every law firmreading this
articleimplementsatleast23.8 JESTsthisyear,andweare notjesting!

17 PLR 200101021 (p. 4), PLR 200210051 (p. 4).
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In drafting trust agreements, it is important to consider the circumstances under which
the trustee may make distributions to the beneficiaries. To help clients decide the best approach
for their particular situation, wehave prepared the following list of considerations for clients
and advisors to take into account when drafting trust documents:

SPECIAL CLAUSES FOR TRUST AGREEMENTS

By: Alan S. Gassman and Christopher J. Denicolo
agassman@gassmanpa.comandchristopher@gassmanpa.com

Not all trusts are created equal.

_ While the trust agreements that we typically prepare for clients have a number of clauses that give
instructions to trustees on how and when to determine what income, support, and principal payments
should be made to beneficiaries, different clients have different views and preferences. Here isa list of
questions and approaches that can be considered in trust design and implementation.

1. Whether to let the beneficiary of a particular trust have a voice as co-trustee or the ability
toreplaceanyactingtrustee withalicensedtrustcompany or other trustworthy trustee or advisor.

2. Whether to require that the beneficiary would have a prenuptial agreement or a post- nuptial
agretemlent before being able to inherit from atrust or to receive any significant benefits or to have
control.

3. Whether there should be a monthly or annual distribution amount guideline that wouldbe
presumed to be the maximum thata person should receive, the minimumthataper- sonshould receive,
?rda provision that gives a minimum and a maximum that can be changed with the Consumer Price

ndex.

4. Whether young beneficiaries should be required to finish a four year degree, a post-
undergraduate degree, work full time, have a profession, or be a full time homemaker with children
hefore being able to receive any significant benefits.

5. Whether abeneficiary should have an “incentive clause” where the trust would pay minimal
benefits except to match W-2 or other professional or entregreneurlal earnings or pay an hourly rate
based upon actual hours worked by the beneficiary in any notable endeavor.

6. Whether individuals who may have tendencies towards alcoholism, drug abuse, gam- bling
problems, or other addictions should have separate guidelines and standards.

7.Whetherany spouse oralong time spouse should have the ability to be:

(@)  Added as a beneficiary after a certain number of years of consecutive marriage;
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(b) To serve as a trustee for the benefit of descendants if that spouse will not be a
beneficiary (orifhe orshewill).

8. Whether thebeneficiary should have the powertoappointsome portion of the assets
upon death to a class of persons, or entities, which can include your descendants, or certain
qualified charitable organizations.

9. Whether the beneficiary should have a power to appoint some portion of the assets
upon death to a trust that could benefit the long term spouse and would then eventually be
devised tothedescendantsuponhisorherdeath, oruponhisorherre-marriage.

10. Whether a beneficiary will be able to receive a percentage or other specified portion of
the trust assets for use in business, or entrepreneurial endeavors if the Trustee deems appropri-
ate.

11. Whether a Trust Protector Committee should be appointed, with the power to
change the trustlanguage or to direct the trustees as to certain matters or parameters. Thisis

also known as a “King Solomon Clause.”
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