Estate Planning: The Credit Shelter Trust

     Those who serve in our armed forces are surely more patriotic than most Americans, ready at a moment’s notice to risk life and limb in the defense of their country. Even so, most service members would rather give their estate to their loved ones rather than to the tax man. The credit shelter trust (sometimes called the family trust, or bypass trust) can be a very useful tool in maximizing the amount that goes to your loved ones and minimizing the amount that goes to Uncle Sam. 

     To understand the credit shelter trust, you must first understand some basics about taxation. In general, the Federal Internal Revenue Code (IRC) imposes a tax whenever wealth is transferred from one party to another. Thus, the Code imposes an income tax, with which we are all generally familiar. The Code also taxes certain gifts made during a person’s lifetime (intervivos gifts) as well as transfers made after death; that is, transfer of the decedent’s estate. Unless there is an exception, tax must be paid on all these transfers.  This article concerns the later two types of taxes; gift and estate taxes 

     Gross Estate and Taxable Estate. When you die, whatever assets you own are considered to be your gross estate.  These assets include personal property, such as cars and computers; liquid assets such as savings accounts and mutual funds; real estate, and life insurance. Life insurance proceeds, while not taxed as income to the recipient, are indeed calculated in the value of the decedent’s gross estate. [IRC 2042] Thus, most service members have a gross estate at least equal to $400,000, the maximum amount of Serviceman’s Group Life Insurance (SGLI) proceeds.  Your taxable estate is equal to the gross estate minus funeral and burial expenses paid out of the estate, debts owed at the time of death, the value of property given to a  spouse, the value of property given to a qualifying charity, and state death taxes [IRC 2051].
     The Unlimited Marital Deduction. Tax must be paid upon the transfer of the taxable estate, unless some exception applies. Under Federal tax law, one spouse can give an unlimited amount of property to a U.S. citizen spouse during lifetime [IRC 2523] or after the grantor’s death [IRC 2056]. [Persons with non- U.S. citizen spouses may wish to consider a Qualified Domestic Trust to protect estate assets from tax. However, the QDOT is beyond the scope of this article.] This exception to the general rule that tax must be paid on the transfer of the estate is called the Unlimited Marital Deduction.  

     The Unified Credit. Thus, as can be seen, estate tax can be completely avoided simply by giving the entire estate to a surviving U.S. citizen spouse. However, upon the death of the unmarried second spouse, the unlimited marital deduction is no longer available. Testamentary gifts to beneficiaries other than a spouse are shielded from tax only to the extent allowed by the unified credit. 
     The unified credit is a credit against the gift or estate tax that would otherwise have to be paid. In 2001, this credit was sufficient to cover the tax that would otherwise be levied on $600K. In effect, the first $600K of the estate was shielded from Federal estate tax. If the estate exceeded that amount, it was required to pay Federal estate tax on the excess, up to a maximum rate of fifty five percent.  
     The Economic Growth and Tax Relief Reconciliation Act (EGTRRA) of 2001, the so called Bush tax cuts, affected a wide spectrum of Federal tax issues, including estate tax. EGTRRA   increased the unified credit, shielding $1.0 million from federal estate tax in 2002, $1.5 million in 2004, $2 million in 2006, and $3.5 million in 2009. Federal estate tax disappeared completely in 2010, but for that year only. 
     EGTRRA also decreased the tax rates to be levied on taxable estates. However, EGTRRA was scheduled to sunset on December 31, 2010, with the result that tax rates increased to pre-EGTRRA rates. Furthermore, the Federal estate tax exclusion would decrease to $1 million. 

     On December 17, just two weeks before EGTRRA would have sunset, President Obama signed into law the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010. As the name suggests, the Act covered a wide range of issues. As to estate taxation, tax rates were set at 35% with a threshold for Federal taxation set at $5 million. Furthermore, the surviving spouse was authorized to employ the unused tax exclusion of the predeceasing spouse, effectively allowing a married couple to shield $10 million from Federal taxation. This compromise legislation between those who called for the permanent repeal of Federal estate taxation and those who derided such a plan as tax breaks for millionaires expires on December 31, 2012. 
     With a $5 million threshold for taxation of individual estates and $10 million for married couples, only those with very large estates are currently exposed to Federal estate taxation. But if no additional federal legislation is enacted before December 31, 2012, tax rates of up to fifty five percent and an exclusion threshold of $1 million will return. Thus, it is quite possible that many people who would not otherwise be subject to federal estate tax may be caught in the federal estate tax net in the year 2013 and thereafter.

     Estate Taxation by the States. Each of the states may also choose to tax decedent estates. As might be expected, the states vary widely in their treatment of this issue. Some impose no estate tax. Others set a fairly low threshold for estate taxation. In some cases, state taxation is tied to federal taxation; that is, the state will impose a tax only when the federal government does so and / or the amount of tax will be a percentage of the federal tax.  However, as the federal estate tax threshold increased under EGTRRA fewer estates were taxed at the federal level. Consequently, those states with an estate tax tied to federal rules also taxed fewer and fewer estates. Dismayed by this decreasing revenue stream, more and more states passed laws establishing their own estate tax thresholds, decoupled from federal taxation. 

      Avoiding Estate Taxation. Now, you may be thinking, I’m not a millionaire, and I certainly don’t have a $5 estate, so why should worry about federal estate tax? Indeed, for most service members, federal estate tax just isn’t a concern, at least not yet. Let’s face it; the average troop is unlikely to have $600,000 assets to add to the $400,000 SGLI policy and thereby meet the $1.0 million federal estate tax threshold that would be imposed upon the sunset of the Tax Act of 2010. However, some young service members, through personal effort, luck, investments, additional insurance, gifts and inheritances, or family money, may indeed be paper millionaires. Further, while few of the more senior service members have estates in excess of five million dollars, a significant number may have an estate in excess of one million dollars, the looming threshold for Federal taxation beginning January 2013. 

     Consider that you have SGLI, perhaps a home that appreciated in value over the years, some investments, maybe an additional insurance policy and, voila- you’re a millionaire, at least according to the IRS. And you may have an estate tax problem. 
     So what do you do to avoid estate tax if your estate exceeds the current year’s tax exclusion amount? 
      Lifetime Gifting. One estate tax avoidance option is to give property away during your lifetime, thereby reducing the value of your estate until it is under the tax exclusion amount. However, an ailing billionaire can not avoid taxation simply by giving his fortune away with his last, dying breath. As one would expect, the IRC places limits on these non taxable gifts. Gifts outside of these limitations will be subject to a gift tax, and a tax will be imposed once the tax exceeds the unified credit. 
      Non Taxable Gifts. You can diminish your estate without incurring any tax consequences by giving annual gifts of up to $13K to as many people as you care to.  For example, suppose you give a total of $20,000 to your friend John in 2011. The first $13,000 is not subject to tax. It is protected by the “annual exclusion,” that is, a right to give up to $13,000 per person per year with no tax consequences. The excess, $7,000, is subject to gift tax.  However, each taxpayer has a unified gift and estate tax credit to apply against this tax. In accordance with the Tax Act of 2010, the amount of the credit shields $5 million in testamentary and lifetime gifts from taxation. Thus, in the example above, no tax on this gift need be paid. However, the tax credit that can be applied to future lifetime or testamentary gifts has now been reduced.   
     In addition to the annual exclusion, larger gifts made on behalf of the beneficiary to pay for educational expenses (excluding books, supplies, and living expenses) directly to a the educational institution are non taxable events. So too are the payment of the beneficiary’s medical expenses directly to the health care provider, and gifts to qualifying charities and political organizations.
    It may be useful to have a general power of attorney authorizing your agent to make gifts on your behalf.  Doing so will allow your agent to make estate tax reducing gifts even if you become incapacitated and are therefore unable to do so personally.   

     The Credit Shelter Trust. The most powerful estate tax avoidance mechanism for most people is the testamentary credit shelter trust. 
     Remembering the basics of the unlimited marital deduction and the unified credit, consider the following two examples:
Example 1: No tax planning
     Let’s say that Husband (H) has a taxable estate of $3M. Wife (W) has assets in her own right worth $1M. H dies in 2006 with a simple will giving all his property to W. W takes tax free under the unlimited marital deduction. W dies the following year with a will giving all of her property equally to her two children, A and B. 

     Upon her death, W’s taxable estate is $4M. The unified credit for 2007 ensures that W’s estate need not pay tax on the first $2M. However, an estate tax of about $780,000 will be levied on the other $2M not protected by the unified credit.     
Example 2: Credit Shelter Trust

     Assume the same facts as above; however, this time H has seen an estate planning attorney and had executed a will containing a credit shelter trust. It is called a “testamentary” trust because it is created by language in a will. Basically, H’s will says that $1M of his estate goes outright to W, no strings attached. The other $2M goes into a trust. The trust instructions give W access to all of the trust income and limited access to the trust principal during her lifetime. When W dies, all remaining trust assets go to the children. 

     So, here’s what happens, tax wise. When H dies in 2006 after having executed a testamentary credit shelter trust, the $1M given to W outright is not subjected to estate tax. It is protected by the unlimited marital deduction. The other $2M put in the trust is not considered to be a gift to W; rather, it is a gift to the children. Although it is not protected by the unlimited marital deduction, it is shielded from tax up to the amount covered by the unified credit-$2M. Unlike in the previous scenario, the unified credits of H and W have both been put to good use.  

     Upon the death of the second spouse, the $2M trust proceeds go to the children tax free, protected by H’s unified tax credit. But W’s estate has an additional $2M. [Remember, in this scenario, W took $1M outright from H and had another $1M of her separate property owned prior to H’s death.] W, using her unified credit, can give this additional $2M tax free to the children as well.     

     Thus, $4M is passed tax free to the children, making good use of both H and W’s unified credit. Federal estate tax on $2M has been completely eliminated!
     Let’s update these scenarios in light of the Tax Act of 2010. First, it is immediately apparent that neither the individual estates of H and W, nor their combined estate, exceed the $5 million estate tax threshold.  Thus, if both H and W die prior to December 31, 2011, no federal estate tax will be levied. But let us suppose that either H or W does not die until after December 31, 2011.  And let us further suppose that no new legislation changes the estate tax.  The federal tax threshold reverts to $1 million and H & W are in a situation similar to that in the first set of examples; an estate well exceeding the federal tax threshold and the ability to avoid tax through the use of a credit shelter trust.        
      Spousal control and access over trust funds. Married couples no doubt would find the diminishment or even elimination of federal estate tax attractive; but there’s a catch. The surviving spouse’s access to the assets in the credit shelter trust assets is limited. That may be unacceptable - especially to the surviving spouse- as the primary concern may not be to avoid tax, but to ensure that surviving spouse has lifetime access to sufficient funds. 
     The Internal Revenue Code allows the surviving spouse to have considerable control and access to the trust funds. However, if the surviving spouse is given too much control and access, then the trust appears to the taxman like a direct gift to the spouse and treats it as such. The tax reduction benefits of the credit shelter trust are lost. 
     What power can the surviving spouse be given without losing the tax benefits of the trust?    
     Disclaimer Trust.  Most importantly, the trust can be set up so that the surviving spouse can determine how much of the predeceasing spouse’s estate, if any, goes into it. The mechanism for doing so is the so called “disclaimer trust.” The will provides that all or most of the estate to the surviving spouse outright. The will then provides that any portion of the gift that the surviving spouse disclaims goes into the trust. Upon the death of the first spouse, the surviving spouse can disclaim all, none, or any portion of the testamentary gift. The surviving spouse thus determines how much, if anything, goes into the trust and how much of the testamentary gift s/he receives free of trust. However, the surviving spouse has only a relatively short period of time from the time of death to execute this disclaimer. In accordance with IRC2518, the disclaimer must be in writing and made within nine months. 
So, the practical lesson for the surviving spouse is this: “When your spouse goes to meet his Maker, you go meet your tax / estate planning attorney.” The surviving spouse can discuss with such professionals her income needs, as well as the likely tax consequences of any action (or inaction) and make an informed decision about how much to disclaim and thereby put into the credit shelter trust. 

     Others Powers. In addition to this all important disclaimer option, the surviving spouse beneficiary can be given other access to trust funds without losing the tax avoidance features of the credit shelter trust.  

    -First, the surviving spouse can be made the beneficiary of all of the trust income. 

    -Secondly, the surviving spouse can have limited lifetime access to the principal; up to 5% or $5,000 per year. 

     -Thirdly, the surviving spouse can be a lifetime beneficiary of the principal of the trust as long as access is limited by “ascertainable standard.” The standard need not be precise, but neither can it be entirely vague. It is permissible for the surviving spouse to have access the principal for her health, education, maintenance, and support [IRC 2041(b)(1)].  Greater access may constitute a “general power of appointment” within the meaning of IRC 2041(a)(2) and will result in the asset so controlled to be included in W’s gross estate. Drafters of such trusts should review the current law, taking care not to create a general power of appointment. Drafters should not stray from the ascertainable standard specifically authorized by the IRC.  

     -Finally, the surviving spouse can be named not only as trust beneficiary, but also as a trustee, or manager of the trust. In this manner, the surviving spouse can exercise control over how the assets are invested and spent on behalf of the beneficiaries. When the trustee is also a beneficiary, it is advisable to name an independent co-trustee to facilitate making discretionary distributions to the trustee that is also a beneficiary. The duty and record keeping responsibilities of a trustee can be burdensome and may require the hiring of professional advisors. 

    -What about state tax? As noted above, many states have decoupled their tax law from federal estate tax. It is therefore entirely possible that a state may impose a tax on an estate even though the federal government does not.  
     The credit shelter trust helps to avoid federal estate tax. Additional provisions may be included in the will to help the executor to defeat state tax as well. An independent executor can be given the authority to transfer all or a portion of the assets in the credit shelter trust to a type of trust that would qualify for the marital deduction. Doing so may operate to avoid state estate tax in situations in which the state will impose a tax on assets in the credit shelter trust but not on assets in the marital deduction trust. If the option to transfer assets from one trust to another is exercised by a spouse or child, the state may challenge whether the transferred assets qualify for the marital deduction.  In any event, wills containing such transfer options give executors another tax avoidance tool, the exercise of which should be discussed with a tax professional.  
     -     Conclusion. As can be seen, the credit shelter trust (supplemented as needed by the marital deduction trust) is an important tool-probably the most important tool- for upper income married couples to avoid estate tax.  Further, with the anticipated decrease of the unified credit after December 31, 2011, this planning tool will become important to far more Marines, retirees, and their dependents. 
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