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INTRODUCTION
Estate Planning - The Process
Structuring a comprehensive estate plan for you and your family encompasses more than
just tax law. Familial, emotional and financial considerations must be considered and
discussed in order to articulate a sound and responsive estate plan. This guide covers
areas such as asset preservation, disability, the use of an Executor’s letter, family limited
partnerships, irrevocable life insurance trusts, generation skipping trusts and many other
estate planning tools. In addition, this booklet will guide you through many emotional and
familial issues that arise during the estate planning process. Please use this booklet as a
reference tool–make notes, ask questions, talk to your lawyer and your family.

When I began practicing estate planning
law over forty years ago, I thought of
estate planning as the preparation of a
Will. I considered the key issues to be tax
issues. My primary objective was to
explain to my clients the tax laws that
would impact their personal estate plan;
complex laws that become more complex
Estate planning encompasses every
aspect of your life–financial,
personal, family–the most private
areas for people.

with each change in the tax law. In every
taxable estate, tax planning could save
thousands to millions of dollars in estate
taxes. Understanding the tax law was
important in order to maintain a balance
between planning one’s legacy and
saving taxes. Since estate planning
touches the most important people in your
life; you do not want to be "tax smart" at
00222061 2 /font=8

the expense of your family. In addition,
the more educated you are regarding tax
laws and your various options, the
planning of your estate becomes a richer,
more creative process.
When the estate tax was introduced in
1916, the exemption from estate tax was
$50,000. There was little change in the
exemption until the 1970s. In 1976, the
exemption was $60,000 and was
gradually increased to $600,000 by 1987.
The exemption remained at $600,000
until 1998. A series of tax law changes
increased the exemption to $3.5 million by
2009 with the uncertainty of its
permanence. In 2010 there was no
estate tax with the trade-off of only a
limited adjustment to basis as of the date
of the decedent’s death. Under the law
before and after 2010, all assets receive
a new basis for purposes of determining
gain or loss on a sale of the asset. In
2011 on a temporary basis and in 2013
on a permanent basis the exemption was
Page 1 Chapter 1

increased to $5 million with the exemption
adjusted for inflation after 2010. 2013
was the first time we had a “permanent”
estate tax in 12 years. Less than five
years later in 2017 the estate tax law was
changed again to raise the exemption to
$10 million adjusted for inflation from
2010. In 2022 the exemption is $12.06
million per person. A couple can now
pass $24.12 million tax free. The estate
tax imposed on all assets in excess of the
exemption is a flat rate of 40%. The law
doubling of the exemption in 2017 will
expire in 2026 and the exemption will
return to $5 million adjusted for inflation.
If that law were in effect in now the
exemption would be $6.03 million. For a
couple with each spouse having an
exemption of over $6 million, the
combined exemption for the couple would
be over $12 million.
Let me pause here. With an exemption of
over $12 million, and even an exemption
over $6 million, for most of us estate
taxes are no longer a consideration. The
estate tax is effectively repealed for our
estate.
The increase in the exemption is
dramatic. In the 1970s the percentage of
individuals dying with an estate over the
exemption rose to an unprecedented high
of about 8%. Twenty years ago only
about 2% of the individuals dying had an
estate over the exemption amount of
$600,000. With an exemption of $10
million adjusted for inflation, a fraction of
1% of the population will die with an
estate over the exemption amount. And
with an exemption of $6 million about 1%
of the population will have a taxable
estate.
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For most people the estate tax is no
longer a consideration in structuring their
estate plan. However, trusts continue to
profit significant benefits and the tax
considerations are more likely to be the
income tax effect of the plan.
For those individuals with a taxable estate
the challenge of navigating the balance
between estate tax and family
considerations continues to be
challenging. In addition, the estate, gift
and income tax continues to impact the
structure of estate plans to avoid
inadvertently triggering a tax when it could
easily be avoided. In most estates, the
plan can be structured to carry out family
and legacy considerations without regard
to estate and gift tax.
During your meetings with your attorney,
various aspects of the tax law will be
discussed.
A major objective is
explaining how certain areas of tax laws
impact your plan. The volume of new
information is vast and it is often not
completely assimilated.
When later
considering the impact of a particular tax
provision on your plan, the impact is no
longer clear. This booklet will provide you
with a resource as memory fades. This
booklet contains the basic tax areas that
impact estate plans. It will serve as a
reference guide during the
implementation of your plan and for future
revisions to your plan.
An estate plan is not just a Will and the
issues are not just tax issues. Estate
planning encompasses every aspect of
your life--financial, personal, family–the
most private areas for people. Each facet
is relevant and infused with the
complexity and richness of your life.
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Your Will frequently provides for the
disposition of your property in a "tax
advantageous manner." But does it
reflect and perpetuate the legacy you
began during your life and while raising
your children? This booklet provides
guidance during your quest to become
conscious of and articulate your legacy.
This booklet is a reflection of what my
clients have taught me. Hopefully it will
serve as a springboard for the formulation
of your own personal estate plan. Please
read this guide with a pen and a pad of
paper. Write notes when a thought
occurs to you regarding your situation,
your estate. These notes are the
foundation of your estate plan. Share your
thoughts, concerns and ideas with your
attorney. Some of the thoughts will result
in a change in the structure of your estate
plan while other ideas will be incorporated
in a Purpose Statement in your Will or
Trust as is discussed later in this booklet.
This booklet is entitled "Estate Planning the Process" to convey the idea that
estate planning is not a static matter, nor
is it a document written after a single
meeting with an attorney. Estate planning
is a reflection of how you live, raise your
children and conduct your emotional
relationships. As you become aware of
the interplay between these aspects, your
Will and other estate planning documents
will more accurately reflect your legacy.
How do you begin the process of estate
planning?
Defining your objectives is a key
element in estate planning.
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“Seven Habits” Applied to
Estate Planning
Stephen Covey’s book “The Seven Habits
of Highly Effective People” outlines an
effective approach to estate planning.
Evidence of these habits are sprinkled
throughout the discussions in this booklet.
An overview of these concepts is useful to
give you a framework of the estate plan
“process.”
The first three habits, Be Proactive, Begin
with the End in Mind, and First Things
First, represent a person’s life–their
thoughts and actions. This first phase
impacts the preparation of the Will and
other estate planning documents. The
second three habits, Think Win/Win, First
Seek to Understand and then to be
Understood, and Synergize, correspond
to the familial and personal relationships.
The final habit, Sharpening the Saw,
simply keeps the process moving.

Habits 1-3: Creating the Plan
<

Be Proactive

Take affirmative action. Covey states that
freedom is the gap between stimulus and
response. A reactive approach to estate
planning is to have a Will drawn when
death is imminent, or even worse, to
leave it to our heirs to work out with no
Will. A more productive, but nevertheless
also a reactive approach to estate
planning, is having a Will drawn "to avoid
probate." A well intentioned reactive
approach is to attend a seminar and
purchase a “one size fits all” Revocable
Trust package.
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If no further thought goes into the decision
to have a Will, the Will is a reactive
response to estate planning. What is a
"proactive" response to estate planning?
Consider the goals you want to achieve in
20 years, consider your legacy and take
the necessary steps to effectuate this
legacy.
<

Begin with the End in Mind

Defining your objectives is a key element
in estate planning. One objective is
bequeathing money, assets, and/or real
estate to your children. How much money
do you wish to bequeath your children? A
frequent response is “as much as I can,”
but consider it. If you do not have
sufficient net worth to leave the legacy
you want, you can purchase life insurance
to increase your family’s inheritance.
What is enough? Warren Buffet is quoted
as saying that he wants to leave his
children enough so that each child can do
anything he wants but not so much that
he can do nothing. If your estate exceeds
the amount you would like to leave your
children, then you may want to consider
bequests to other individuals or to
charities.
This end amount is a crucial element in
determining the structure of an estate
plan. The money we leave is frequently a
resource to accomplish our softer
objectives. Objectives such as raising
productive children with high self-esteem.
Both components are part of our
objectives and bear on the estate
planning process.
In outlining your objectives, consider the
legacy you want to leave upon your
death, both financial and personal. In the
chapter, First Things First, Stephen
00222061 2 /font=8

Covey asks you to begin setting priorities
by looking at the path you have chosen.
Imagine your funeral and what might be
said about you. Take the visualization
one step further--imagine the impact of
your decisions on your spouse and
children. Not only what you want done
with your property - not just to whom you
give it but how it is given. Is it given
outright or in trust? Are there conditions
on the receipt of the property? What do
you hope will be done with the property
you leave? What do you fear will be done
with the property? Do you feel that your
property can be left to your children, your
families in a way that meets your
objectives--to give them security,
education, support, and facilitate their
independence?
<

First Things First

Putting first things first is the day to day
system of keeping priorities in mind.
When the exemption was much lower,
Keep in mind your overall objectives,
the personal side, the human side,
the relationship side.
estate planning lawyers would caution
against having the "tax tail wag the dog."
Keep in mind your overall objectives in
formulating your estate plan: personal
relationships, as well as the financial and
tax components.
As you embark on this process, you will
clarify your values, formulate your
objectives.
The process of thinking
through your objectives, where you are
going and what you want done, inevitably
leads you back to where you are now and
what you are doing today. This process is
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more than a Will; more than a power of
attorney; more than a trust; more than any
estate planning document.
Yet the
documents which are prepared as a result
of this process help ensure that your
objectives will be carried out.
What if you tell your attorney no more
than the names of your spouse and your
children and that you want to give all your
assets to your family.
From this
You are the primary player, informer
and participant in this process. The
attorney is a facilitator, teacher and
technician.
information, your attorney prepares your
Will. Is this Will actually your estate plan?
Yes, it is. It has provided for the
disposition of your estate in the manner
that you want. If you expressed concern
over the taxes that will be owed upon your
death, the Will probably includes some
basic tax planning which will be discussed
in this booklet.
But, what have you missed? The plan
provides for your family. However, very
little thought was given to your estate
plan. In contrast, if you choose to
consider your objectives, your plan will
become more refined and reflect your
personal values and desires. Generally,
changes to the documents become more
subtle as the process is further defined
and refined. Many of the refinements and
considerations may not even become
specific dispositive provisions in the
documents.
These refinements may be contained in
the Purpose Statement in your
documents, your Executor’s letter or other
00222061 2 /font=8

memos you write as you work through
your estate plan. You may not change
the structure of your plan but may change
the persons you select as trustee,
guardian or executor.
You are the
primary player, informer and participant in
this process. The attorney is a facilitator,
teacher and technician.

Habits 4-6: The Interpersonal
Side
Most estate planning begins and ends
with a Will.
Actually 70% of the
population in the United States die without
a Will, so frequently the estate plan does
not even reach the first step. A stimulus-a fall, illness, a trip or even an article
about estate planning– may lead you to
reactively prepare a Will. Your thought
may be to find a “simple” Will online.
However, after reading this Guidebook, it
will become clear the vast difference
between “writing a Will” and preparing an
estate plan. Scheduling a meeting with an
attorney means you have moved beyond
A truly effective estate plan involves
your spouses and children – your
family. Estate planning is a
relationship process.
the reactive stage. You have a guide for
the process. A process that is lifelong.
It is important to focus on your overall
objective, both personal and financial, in
order to create a plan that carries out
these objectives. However, an effective
estate plan involves not only you and your
spouse, but also your children–your whole
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family.
Estate planning is truly a
relationship process.
<

Think Win/Win

The parties in the win/win scenario are
you and your family. Win/win means that
you and your family agree on the actions
needed to accomplish your objectives.
The first three habits must be addressed
and objectives clarified before you involve
your family. The next phase of your
estate plan is to involve your family in the
decision-making process. Information is
the first step. Involvement is the second
step.
Providing your family with information
about your plan may result in increased
tension and conflict. Being open and
discussing issues can be uncomfortable.
However, if the discussion does generate
tension and conflict, these feelings are
already present in your family
relationships. If discussions regarding
your plans generate tension and conflict,
I can guarantee you that these feelings
are only a fraction of the emotional strain
and anxiety that will be present upon your
death if you do not discuss the issues. By
simply being open about your plan, you
begin to minimize the conflict for your
family later.
Frequently there is some hesitation to
involve family members. Sometimes the
reluctance is well placed since the family
does not have a basis for communication.
However, this process can be the first
step in establishing significant
communication and personal bonds within
the family. When a parent attempts to
control the family through his/her actions,
the children act in a certain way solely as
a reaction to his/her parents. The children
00222061 2 /font=8

are then stuck before they ever reach the
first step of being proactive in their own
lives. In addition, children sometimes
consciously or unconsciously count on
their inheritance and/or their parents'
benevolence or "compassion." They do
not take responsibility for their own lives,
Their response to a problem is to seek a
“bail out” by their parents or put their lives
on hold waiting for their inheritance.
Interestingly, this process is frequently
unconscious. The child is not even aware
that he/she is "on hold" until the process
of involvement begins. Involving your
children in your estate plan is empowering
not only to your children in their own lives,
but to you in accomplishing your
objectives.
The second part of win/win is to involve
your family. If your family is part of the
process and participate in the decisions to
accomplish your objectives, the result is
win/win for everyone.
<

First Seek to Understand and
then to be Understood

In order to create a win/win situation you
must understand the other individual's
position and perspective. Parents often
You must understand the other
individual's position and perspective.
view their role with children as a teacher,
but they may not know what their children
are seeking to learn or what their way of
learning is. Parents may not define
"productive" or "self esteem" the same
way as their child. Investing energy in
listening can enable children to invest
their energy in action rather than in
maintaining a facade for parental viewing.
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The second part of this habit is "then to
be understood." By first listening and
understanding your children's perspective,
you can better express your concerns,
desires, dreams, objectives in a way that
your children can understand.
<

Synergize

This habit is an outgrowth and extension
of habits four and five. Once you develop
a line of communication with your
children, parents and children can
"brainstorm" freely, without judgment.
Different opinions, points of view and
ideas are shared--some of which will not
be used and some which will--but all
accepted as valid points of view. The
brainstorming is synergistic; the result is
a synergy.
<

Sharpen the Saw

In Covey's seven habits, sharpening the
saw is personal renewal--physical,
spiritual, mental, social and emotional. In
estate planning, the saw is sharpened by
revisiting the process, by loving and living
your estate plan. You have the personal
time with your family which is not related
to your estate plan. You review your
overall objectives periodically to modify
them as you and your family grows,
matures and evolves.
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Living and Dying
Without An Estate Plan
Dying without an estate plan is a logical discussion for this booklet. Who does your
property pass to if you do not have a Will? What difference does it make if you live without
an estate plan? Isn’t an estate plan something you formulate only when your death is
imminent? Isn’t the most efficient plan to sign a Will the day before you die in order to
maximize efficiency? Wouldn’t the ideal plan be to spend the last dollar on the day you
die and leave a Will that states, “Being of sound mind, I spent it all"?

Living Without An Estate
Plan
Living without an estate plan has two
disadvantages. If you have an estate in
excess of the exemption, then your Will
must include certain tax planning. As
outlined in the first chapter, the exemption
has increased dramatically in the last
twenty years, but, unfortunately the
amount of the exemption which will be in
effect in the future remains uncertain. For
additional wealth transfer, your Will is
one of the least important estate planning
documents in your estate.
Estate
planning is essential to ensure wealth
transfer.
Estate planning can save
millions of dollars in taxes. In some
circumstances, including estates of all
sizes, planning can eliminate all estate
taxes.
Effective estate planning for
wealth transfer purposes is best
implemented over time. In addition,
planning that can be put in place
beginning at age 50 is far different from
planning instituted at age 90.
00067418 2 /font=8

Equally important are the refinements
made to your plan that only you can
determine. Clients revise their plan
several years after implementation
because they have new ideas and
objectives which they want reflected in
their estate plan. They consider what
they want to accomplish during their lives,
the kind of person they want to be
remembered as, and the kind of people
they want to help their children become.
The process that begins with the first Will
a client signs continues as they consider
the legacy they want to leave. Estate
planning is not just a monetary tool.
What do you want to give your children?
Is it a million dollars? Is it self esteem?
Do you want to give your children fish or
teach them how to fish?
A friend of mine has significant wealth.
However, the most valuable gift he
consistently gives his family and close
friends is his time, advice and counsel in
teaching them “to fish." Wealth and self
esteem are clearly not mutually exclusive.
Page 1 Chapter 2

Wealth can be used to take advantage of
opportunities, to educate or to provide for
the personal needs of your children.
Wealth can be used to provide "extras" for
your children at certain times in their life;
when they have small children, in order to
facilitate the purchase of a home or start
a business, provide income for a
housekeeper in times of stress, etc. My
clients have taught me that “thoughtless”
money usually does not facilitate the
desired goal. However, intentional giving
can be invaluable. Intentional giving can
be anything: money, time, attitude. Small
amounts of money given or used
intentionally can have a ripple effect far
greater than a large amount given
thoughtlessly.
Formulating the legacy you wish to leave
your family is an essential part of an
effective estate plan. Clients formulate
their estate plan which then becomes part
of their life. They tell me actions they
have taken and conversations they have
had with their children. They have made
changes in the way they handle things,
the things they do, the words they say
and the money they give. These changes
are subtle. Frequently, my clients are not
aware of the changes until we meet again
to review their plan. This process is
enriching to the family, and frankly, to me.
I have learned an enormous amount and
have been enriched immeasurably by my
clients sharing their insights into the
estate planning process.

Dying Without An Estate
Plan
What does happen when you die without
an estate plan, without a Will? One
00067418 2 /font=8

misconception is that the money goes to
the State.
The state of Texas does have statutes
that provide for the distribution of your
property to your heirs. However, the state
does not get your money unless you have
no heirs. The state statutes are designed
to give your money to those persons who
you would normally want to receive your
property. State law gives the property to
your family but it may not be to whom or
in the manner you desire. There is a term
in estate planning - “laughing heirs”.
Laughing heirs are people (heirs) who
inherit money from a remote relative that
they did not know and likely have never
heard of who are heirs of a person who
died under the state laws of descent and
distribution
The state distribution provisions depend
on whether the property is separate or
community and who survives you.
Separate property is the property you
owned prior to marriage or that you have
received by gift or inheritance during
marriage. All property is presumed to be
community property.
To prove that
property is separate property must be
done by clear and convincing evidence.
The characterization of property as
separate or community property is
discussed in the section of this Guidebook
entitled "Character of Marital Property."
Community property only exists during
marriage and during the lifetime of both
spouses. Community property is owned
one-half by each spouse. The deceased
spouse’s one-half of the community
property will pass under his Will, or if
he/she has no Will, as Texas law
provides. The surviving spouse retains
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his/her one-half
property.

of

the

community

Spouse but No Children
Your spouse has the right to live in your
home for his/her life regardless of whether
the home is community or separate
property. The right of the surviving
spouse to live in the home does not only
apply when there is no Will.
The
surviving spouse has this right even if the
deceased spouse left a Will giving the
house to someone else.
Community property. If you are married
and have no children, all of your
community property will pass to your
spouse.

Your spouse has the right to live in
the family home for his/her life
regardless of whether the home is
community or separate property.
Separate property.
Your personal
property (all property except real estate)
will pass to your surviving spouse. Onehalf of your real estate will pass to your
spouse and one-half to your heirs-at-law
(see discussion below titled "No Children
and No Spouse"). If you do not have any
parents, brothers or sisters or any
descendants of your brothers or sisters
who survive you, then all of your real
estate will pass to your spouse.

Spouse and Children
As stated above, your spouse has the
right to live in your home for her lifetime
regardless of whether the home is
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community or separate property and
regardless of whether there is a Will.
Community Property. Two possibilities:
If all of your children are also children of
your spouse, all of your community
passes to your spouse.
If one or more of your children are not
children of your spouse, your one-half of
the community property passes to your
children.
Separate Property. One third of all of
your personal property (all of your
property except real estate) passes to
your spouse and two-thirds to your
children. Your spouse has a life estate
(right to use property and/or receive
income from the property) in one-third of
your real estate, with the remainder
passing to your children.

Children but No Spouse
If you do not have a spouse, you do not
have any community property. All your
property will pass to your children. If any
of your children are deceased, that child’s
share will pass to his/her children. For
example, let’s assume you have three
children, each of them has two children.
If all of your children survived you, each
would receive 1/3 of your estate. If one of
them predeceased you, your two
surviving children would receive 1/3 each
and the two children of your deceased
child would each receive 1/6 of your
estate. Distribution in which a child’s
share is divided among his children is
referred to as per stirpes. Per capita
would mean that all persons share equally
- each child plus each child of a deceased
child would receive 1/4 each.
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No Children and No Spouse
If you have no children and no spouse,
your property passes to your parents in
equal shares. If either of your parents is
deceased, his/her one-half will be
distributed to your brothers and sisters
equally. If any of your brothers and
sisters are deceased, his/her share will be
distributed to his/her children. If you have
no parents nor any siblings or
descendants of your siblings, then your
property is distributed to your
grandparents, then your aunts and
uncles, then your cousins, then their
descendants. None of them are living?
Then to great grandparents, great aunts
and uncles, then their descendants and
so on - sort of like successive umbrellas.
If none of the above noted people can be
found--your money and assets will
probably enrich the State of Texas.
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Disability
Statistically it is more likely, at almost any time in your life, that you will become disabled
rather than die. However, since everyone dies but not everyone becomes disabled, people
frequently do not consider planning for disability. Disability covers a large range of
conditions. You may be unable to work, but still able to handle your personal affairs. But
if you cannot handle your personal affairs, who would? Who would care for you? Who
would manage your property and pay your bills? Who would make health care decisions
for you? Who would... ? Answers to all these questions depend on whether you have a
plan in effect.
Consider legal guardianships, joint tenant accounts, powers of attorney, revocable living
trusts, medical powers of attorney, and living wills. Planning now sets up a framework to
handle your property decisions and your health care decisions in a manner you desire and
by the persons you trust.

If You Can't, Who Will?
Don't let the Court Decide.
Suppose you become disabled and are
unable to manage your affairs. If you
have not authorized someone to act for
you, third parties, such as a bank, will
refuse to allow your relatives to handle
any financial matters for you. If action
must be taken and no plan is in effect, the
court will take over. When your disability
becomes a court case, it turns into a
lengthy and frustrating process, especially
for your spouse, friend, or relative. The
court must determine that you are
incompetent and appoint a legal guardian.

Guardians and Community
Managers: Nice but Limited.
Typically, your spouse or your closest
relative is the preferred guardian, but the
guardian application and appointment
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process is demeaning, tedious, and tiring.
If your spouse wants to manage only your
community property, he/she can be
appointed "community manager."
"Community administration" of property is
simpler than a legal guardianship
arrangement. However, as community
manager, your spouse does not have
power over any portion of your estate that
is not community property. If your spouse
needs access to your separate property to
provide for your care, he/she must be
appointed as your guardian.
Disabled... unable to manage your
affairs... no plan..... the courts will take
over the management of your assets.
Any other person who attempts to
manage your affairs is restricted in his/her
actions on your behalf. The court must
authorize all the non-spouse guardian's
actions and expenditures. Your guardian
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must file annual accountings of his/her
actions with the court. This process is
very time-consuming, expensive, and
burdensome for the guardian. The
process is intended to protect you and
protect you it does - at a cost. The court
must review all actions of your guardian to
ensure that your interests are being
properly protected. However, with proper
advance planning you can name the
persons you trust to act on your behalf.
You can select someone to act for you
whom you feel does not need the
extensive review of the courts.
What are your options? Should you give
someone the right to sign on your
accounts?
Yes, this could minimize your problems in
the event of a short-term disability. For
example, if you put your daughter as a
permissible signatory on your accounts,
your daughter would be able to handle
your affairs with few problems. However,
consider this action carefully.
First, be careful how you open a joint
account. Determine if the account is held
as joint tenants. If the account is held as
joint tenants rather than as tenants-incommon, the account automatically
passes the entire balance, outside of your
Will, to the joint account holder.
Frequently, this results in an unintended
bequest to the joint account holder.
Second, giving someone the power to
sign on one account would limit their
access to assist you in the event of
disability to that one account. In addition,
be careful who you select to give both
powers of attorney and bank signing
privileges. Not only is abuse possible, but
members of the family may become
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resentful (and suspicious) of this
individual's position.
You want someone you trust to be
able to pay your bills and also have
the ability to handle other financial
matters.

Trustees and Attorneys:
Expanded Powers and More
Flexibility.
You want someone you trust to pay your
bills. In addition, you might want this
person to be able to handle other financial
matters such as selling real estate or
stock, investing cash or other assets. This
person must be specifically authorized by
you; an option is to give this person a
“durable general power of attorney.”
Another option is to designate someone
as trustee of a trust specifically set up to
handle your property in the event of your
disability.
In powers of attorney, you, as the
"designator," are called the principal. The
person of your choice, the "designatee," is
called the attorney-in-fact or agent or
both. An attorney-in-fact is the agent you
designate, not a lawyer. A general power
of attorney gives the agent authority to
handle any matter you would have
handled. The agent can transfer title,
collect money, sue, spend money,
reinvest money, etc. However, the agent
is only authorized to spend the money for
your benefit unless you specifically give
them other powers, such as the power to
make gifts.

What is a Durable Power
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of Attorney?
A "durable power of attorney” is a power
of attorney that continues to be effective
even when the principal is disabled.
Although this seems logical, it is not
necessarily the case. In fact, unless your
power of attorney specifically states that
it does not terminate upon your disability,
it will terminate in the event of your
disability.

What if I'm Alive and Well in
Dallas? Can My Attorney-inFact Clear Out My Accounts?
Basically, yes. The power is effective
from the time it is executed. "But wait,"
you say, "I want it to be effective only if I
am disabled." That is a "springing power
of attorney.” This type of power became
possible in 1993. If you want to have a
power only be effective upon your
disability, you must decide how you want
your disability determined. Without a
method set forth in your power, a third
party may require a legal determination of
disability. A common method of
determining disability is to provide that
your disability may be evidenced by a
letter from two physicians.

Does a Springing Power of
Attorney Help me Avoid all
Risks?
Most problems are not caused by
abuse but by poor communication
between the agent and the principal’s
other family members.
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No, it does not. After the passage of the
Health Insurance Portability and
Accountability Act (HIPAA), doctors are
reluctant to render this type of opinion
without authorization. The problems with
determining disability and the delays
incident to that process make the
springing power of attorney a difficult one
to use.
You may also have problems with a third
party's [e.g. banks] acceptance of the
power. As mentioned above, the third
party may not accept the letters from the
doctors as evidence of your disability.
Individuals have historically encountered
problems in the acceptance of a power of
attorney by third parties. A third party
may question whether the power has
been revoked. To address these
problems, a series of changes have been
made to the Power of Attorney Statute in
order to protect third parties from liability
in accepting the power. For example, the
statute allows the third party to accept the
agent's statement that the power has not
been revoked. Third parties will frequently
request certification from the agent that
the power is still in effect.
There is also the possibility of an agent
abusing the power. For example, the
agent might "borrow" some of your
property, intending to pay it back; or
he/she might decide a fee or a bonus is
necessary for his/her services. If he/she
transfers property into his/her name, as
time passes it would become increasingly
difficult to trace which property belongs to
him/her and which property is yours.
Problems are most frequently caused by
poor communication between the agent
and the principal's other family members,
not by agent abuse. The agent may be
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handling all of your affairs very efficiently,
but his/her failure to communicate with
other family members may breed
suspicion. Moral: if you use a power of
attorney, give it to someone you trust
absolutely and who communicates openly
and effectively with your family.

Texas Statutory Durable Power
of Attorney.
Texas statutes include a form for a
durable power of attorney. The Texas
Durable Power of Attorney statute was
revised in 2017. Over the years third
parties have been reluctant to accept
powers of attorney and have used the
“just say no” response when presented
with a power.
The Texas statute, this one and prior
ones, attempts to give the third parties
some protection in accepting a power of
attorney and addresses some of the
concerns that the third parties have. In
the past, brokerage companies have
required that their own form be used.
Another reaction has been to refuse to
accept a power of attorney that named
two agents.
The 2017 statute provides that a third
party may only refuse to accept a power
for designated reasons and must use a
certain process. The third party may
request a Certification from the agent
regarding factual matters, such as that the
power has not been revoked.
The specific reasons that the third party
may refuse to accept the power under
certain circumstances include: (1) the
third party has actual knowledge of the
termination of the agent’s authority, or (2)
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the third party would not engage in a
similar transaction with the agent because
the third party: (a) has filed a suspicious
activity report with respect to the principal
or agent, (b) believes that the principal or
agent has a prior criminal financial history,
or (c) has had a prior unsatisfactory
relationship with the agent that involved:
(i) substantial loss to the third party, (ii)
mismanagement by the agent, (iii)
litigation between the third party and the
agent alleging substantial damages, or
(iv) multiple nuisance lawsuits filed by the
agent. There are additional reasons,
including that the product or service is not
one that the third party offers to any
person.
Financial institutions, title companies, and
other third parties become familiar with
the statutory form for the power of
attorney and thus are more likely to
readily accept it. For that reason, using
the statutory form is beneficial. A couple
of the powers in the primary list of powers
to consider are whether you want your
agent to have the power to make gifts and
the power to access digital assets.
Frequently the answer is yes. For gifts it
is particularly important if you have been
regularly making annual exclusion gifts to
your family members. See the discussion
below regarding digital assets. These two
powers are in the list of powers in the
standard statutory form. There are
additional “hot powers.”
The statutory form does not usually but
can include, these “hot powers.” These
powers give the agent the power to:
-

Create, amend, or revoke a trust;
Make a gift;
Create or change survivorship
rights;
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-

Create or change beneficiary
designations; or
Delegate authority under the
power.

The power to make gifts is a power that
many clients want to include. The other
powers are not ones that are normally
included without further direction. I do
include these powers in a more expanded
power of attorney that I use. However,
the expanded power includes more
information regarding the situations in
which these powers can be used. In
addition, you may be wiling to give your
spouse these powers but not your
children.

A Word about Digital Assets.
Authority to access digital assets has
created problems in the past. An
individual’s online accounts are private
and that individual’s privacy is protected.
The federal Stored Communications Act
creates privacy rights to protect the online
user. If the Act applies the service
provider is prohibited from providing
access unless an exception applies.
One of the exceptions is “lawful consent”
by the online user. This exception allows
the service provider to voluntarily provide
access; however it does not require them
to do so. Facebook, Google, Yahoo!, and
other service providers will not provide
access unless the online user provided
express, written consent. Many states
including Texas have passed a version of
the Revised Uniform Fiduciary Access to
Digital Assets Act (RUFADAA). This act
provides a procedure for fiduciaries to
follow to request access or disclosure of
an online account.
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Due to the privacy concerns and statutory
and business practice hurdles it is very
important to consider granting authority to
ones agent during life and ones Executor
or other personal representative on death
the authority to access online accounts.

Revocable Living Trusts:
Built-in Checks and Balances.
Is there an alternative to a guardianship
or a power of attorney? Another way to
appoint someone to manage your
property is to create a trust which can be
used to manage your property during your
lifetime. You can create a management
trust specifically for this purpose.
A management trust is simply a trust in
which one person acts as Grantor,
Trustee, and Beneficiary. You could set
up such a trust with yourself as all three
participants. If you became unable to
handle the trust due to a disability,
another person (named by you) will serve
as Trustee. The successor Trustee would
gain control over the trust and all of your
assets held in the trust.
The person you name as agent would
transfer all your property to the trust. The
agent's power to transfer the property is
low-risk because it is the only power
he/she has. If the agent uses this power
even when you are not disabled, he/she
can only transfer your property into the
trust, making it accessible only to you (at
the time).
So, the agent transfers the property into
the trust, allowing the Trustee to hold and
manage it on your behalf. You can
require the Trustee to report to other
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people, give others the power to remove
him/her, or put any other checks and
balances in the trust that you choose.
These trusts can be very simple and
standardized or customized to fit any
particular situation.
If you want to use the trust structure in
managing your property during your
lifetime, a better alternative is to structure
your estate plan using a “Revocable
Living Trust.” The Revocable Living Trust
functions like a management trust during
your lifetime, but includes provisions for
the distribution of your property upon your
death. By including the provisions for the
distribution of your property on your
death, you avoid extra steps and the cost
of probate. See the discussion in the
section on Revocable Living Trusts
(Chapter 4).
I favor the use of a trust, usually a
Revocable Living Trust for elderly
individuals who do not have close reliable
family members. In these situations, a
corporate trustee can be named with
individuals as co-trustees. Alternatively,
the corporate trustee can serve as sole
trustee and individuals can be included on
a trust committee to oversee the trustee's
actions, advise the trustee (if the trust so
provides) and/or have the power to
remove and replace the corporate trustee.
It is frequently helpful to set up a team to
make decisions and handle matters
during disability. This team can serve as
members of the trust committee or in
some other more informal advisory
capacity.

Designation of Guardian in
Advance of Need.
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Many people do not feel they require this
document since they have designated
agents to handle both their financial and
medical matters in the event of their
disability. However, this document
reinforces your intent concerning who you
wish to take care of your medical and
financial needs. This document also
allows you to designate any person you
do not wish to serve as your guardian.

What About Health Care?
In the event of a disability, you may not be
able to make decisions concerning your
own health care. Primarily, two concerns
warrant decisions made prior to the
disability. First, you want to appoint
someone to make decisions on your
behalf concerning the type of medical or
surgical procedures to be done. Second,
if you are diagnosed with a terminal
illness, you need to stipulate what
extraordinary procedures you authorize to
be performed.

Medical Power of Attorney.
Generally, if you are married, the doctors
and hospital would consult your spouse.
If you are single, they would turn to your
next of kin. The "Medical Power of
Attorney" allows you to designate which of
your next of kin you want to make health
care decisions. It also allows you to give
this decision making power to a person
not related to you. In fact, if you do not
want a relative to have this power, you
must have the Medical Power of
Attorney. Unlike the durable power of
attorney for property, the medical power
of attorney is only effective if you are
unable to make these decisions yourself.
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In addition, this Medical Power of Attorney
allows you to state your desires regarding
the use of artificial life support. If you do
not want artificial life support to be used,
you should say so in this statement and/or
sign a Directive setting forth your desires.
It is important to make your wishes
known to another person and execute
a Directive stating your desire
regarding the use of artificial life
support.
The agent you appoint in the Medical
Power of Attorney has the power to make
decisions concerning artificial life support.
I strongly recommend that you sign a
Directive (discussed below) but, in any
event, discuss your feelings with your
agent. This decision is always a difficult
one to make. Discussing your wishes
regarding artificial life support with your
agent and family will help tremendously
during a difficult time. Doctors who work
with families in this situation endeavor to
involve the entire family so that there is
unity in terminating life support.

Health Insurance Portability and
Accountability Act (HIPAA)
If you are disabled, your agent under your
Medical Power of Attorney is authorized
to act on your behalf in accessing and
releasing medical information. However,
the doctor must first determine that you
are disabled. Doctors are reluctant to
inform the agent of your disability unless
he/she has the authorization from you to
do so. In addition, you may want your
agent to have access to this information
prior to your disability so that your agent
has immediate access to all relevant
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information if he/she must begin to act on
your behalf.

Directive to Physicians and
Family or Surrogates.
Advanced medical technology has
enabled doctors to extend patients' lives
even when the patients seem to be
essentially dead. This progress in science
has increased the interest in an
individual's "right to die."
The Karen Quinlin case touched off the
debate on this issue. In the aftermath of
that dispute, many states (including
Texas) passed laws allowing people to
create what has come to be known as
"Living Wills." These documents state the
individual's wishes that life support not be
used in certain situations. In the state of
Texas, the statute passed is the Natural
Death Act and a "living will" is called a
"Directive to Physicians and Family or
Surrogates."
Although doctors and hospitals have
become more open to the idea of allowing
a person taken off artificial life support,
they still need sufficient evidence
regarding a person's desires concerning
the use of artificial life support. In the
Nancy Cruzan case in Missouri, the state
refused to allow the parents to take their
adult daughter off artificial life support
since the daughter had not executed a
Directive.
In the much publicized case of Terri
Schiavo, Terri was in a persistent
vegetative state. She had not signed a
Directive and a court hearing was held to
determine whether she would have
wanted artificial life support. Even after a
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court order, Terri’s parents continued to
fight the decision and sought to keep their
daughter alive. Terri collapsed in 1990
and lived in a vegetative state until 2005
when life support was ultimately
withdrawn. The family was torn apart in
the process and the case became a
political issue.
As stated above, in Texas the agent you
appoint under a Medical Power of
Attorney has the power to make all health
care decisions for you, including the
decision regarding artificial life support.
However, a Medical Power without a
Directive is unlikely to have prevented the
family dispute in the Schiavo case. It is
important not only to make your wishes
known to your agent under a Medical
Power of Attorney and your family and to
execute a Directive stating those desires.
Even with this, if family members disagree
and some strongly insist on extraordinary
measures, the doctors may be reluctant to
withdraw support. Talking with your
family regarding your desires is an
important part of the process.
Prior to September 1999, the form used
for the Directive was a simple one-page
document; however, the form has been
expanded and now allows for the
following specific choices:
(1) If you have a terminal condition and
are expected to die within 6 months, do
you wish to have available life-sustaining
treatment or not?
(2) If you have an irreversible condition
so that you cannot care for yourself or
make decisions for yourself, do you wish
to have available life-sustaining treatment
or not?
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The new Directive form provides
definitions for "terminal condition,"
"irreversible condition," and "artificial
nutrition and hydration." These definitions
are very important in understanding the
nature of the choices being made. The
new Directive goes much further than the
Directive in effect prior to 1999. For
example, irrevocable conditions now
includes Alzheimer’s.
In addition,
artificial nutrition and hydration includes
the use of a feeding tube.
These situations do not provide the level
of information that the family wants and
desires at this time. As noted above,
talking with your family regarding your
desires is an important part of the
process.
When we have not encountered this
situation personally or with someone
close to us, it can be difficult to know how
to begin. A doctor and an attorney
surveyed a number of people in the ICU
in Chicago and realized that the families
frequently did not know what the family
member in ICU wanted and their
understanding of what the ICU family
member had in place was frequently
incorrect. The doctor developed a chart
and a short statement for individuals to
use to consider their desires in the end of
life situations. I have included those at
the end of this chapter.
With a little planning and a few
documents, you could avoid major
problems in this area. More importantly,
you can plan for the handling of these
matters. Planning gives you peace of
mind and provides your family with
guidance during a difficult time.
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Designation of Agent for
Disposition of Remains.
This document gives control of your body
to a person or persons upon your death
(within the confines of the Texas Health
and Safety Code). Many people also
specify burial instructions in this
document which limit the power of your
agent (i.e. cremation vs. burial, plots
already owned, etc.). If you want to be
cremated and your family members are
not all in agreement, this document
should be executed. Also, if you would
like someone other than your closest
family member to make these decisions
(such as a non-spouse partner), then you
should execute this agent.

Do Not Resuscitate (DNR).
In the last few years I have been asked
whether a client had a DNR or asked to
provide a copy of a DNR for a client,
assuming that the client had signed one.
A DNR is not a form that is routinely
signed as a part of an estate plan. The
definition of a DNR in Wikipedia is:
Do not resuscitate (DNR), also known as
no code or allow natural death, is a legal
order written either in the hospital or on a
legal form to withhold cardiopulmonary
resuscitation (CPR) or advanced cardiac
life support (ACLS), in respect of the
wishes of a patient in case their heart
were to stop or they were to stop
breathing. "No code" is a reference to the
use of "code" as jargon for "calling in a
Code Blue" to alert a hospital's
resuscitation team. The DNR request is
usually made by the patient or health care
power of attorney and allows the medical
teams taking care of them to respect their
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wishes. In the health care community,
allow natural death (AND) is a term that is
quickly gaining favor as it focuses on what
is being done, not what is being avoided.
Some criticize the term "do not
resuscitate" because of the implication of
important information being withheld,
while research shows that only about 5%
of patients who require CPR outside the
hospital and only 15% of patients who
require CPR while in the hospital survive.
Patients who are elderly, are living in
nursing homes, have multiple medical
problems, or who have advanced cancer
are much less likely to survive.
A DNR does not affect any treatment
other than that which would require
intubation or CPR. Patients who are DNR
can continue to get chemotherapy,
antibiotics, dialysis, or any other
appropriate treatments.
As noted in Wikipedia, although the
chance of survival after being resuscitated
is low, if the individual had quality of life
prior to the heart attack, then that
individual will generally want to be
resuscitated. However, those individuals
who no longer have the quality of life
desired, may want to sign a DNR to avoid
resuscitation in such event. The
individuals listed as having a much less
likely chance of surviving, are also those
who are less likely to have the quality of
life before the cardiac event.
If you have decided that you do not want
to be resuscitated, then you can sign a
DNR and your attending physician must
sign and make it a part of your medical
record. If you have signed a Directive to
Physicians and are now incompetent then
your agent or your physician may sign a
DNR for you.
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Quality of Life to the End of Life.
What efforts we would want taken
depends on the quality of our life at the
time and what we consider as the
components of a life quality. What we all
want is quality of life to the end of life.
Considering what makes life meaningful is
an important part of this process.
Although considering the quality of life is
important at the end of life, it is a
consideration for the entire last quarter of
our lives. What gives us enjoyment in life
affects whether we stay in our home, what
type of disability is acceptable and what
type of disability is not. This feeling can
affect whether a decision is made to
proceed with a surgery with a significant
risk of death but without which, our quality
of life is lost and whose success provides
us with the ability to enjoy those things
that give our lives meaning.
I highly recommend the book On Being
Mortal by Atul Gawande. Before I read
the book, I thought the book’s focus would
be on decisions made in the last few
weeks of life; however, although this time
is covered, the book is about maintaining
quality of life to the end of life. After
reading this book, a part of each meeting
thereafter was to give my clients a copy of
the book and recommend that they read
it.
I have the same recommendation for
each of you.
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Revocable Living Trust
You may have seen the advertisements for this type of trust; save thousands of dollars in
probate costs and estate taxes. Revocable Living Trusts are the panacea for all ills
associated with the legal system and the government upon your death. Truth or fiction?

Like many highly touted "legal packages,”
there are many facets associated with
Revocable Living Trusts. It is a useful
vehicle to accomplish a number of
objectives, but not necessarily the
advertised goals.

Jones’ social security number. Legal title
would be in the trust, but she does not file
a separate tax return for the trust. All of
the income in the trust is reported on Ms.
Jones’ tax return as if the trust did not
exist.

Should you have a Revocable
Living Trust?

What does a Revocable Living
Trust do?

It is not a black and white decision;
indeed attorneys disagree on the wisdom
of using a Revocable Living Trust.

If you transfer all your property to the trust
and become disabled, the person you
name to act as successor Trustee to
yourself would step in and manage the
assets held in the trust until you recover
sufficiently to manage your own affairs. In
addition, you avoid probate if you transfer
all of your property to the trust.

A Revocable Living Trust is a trust
created to hold and manage your property
during your lifetime. It also provides for
the distribution of your property upon your
death. The trust provides that you are the
Grantor (creator), Trustee and Beneficiary
of the trust. The trust can be changed or
canceled at any time. You can add
property to the trust and take it out as you
desire. The trust holds legal title to your
property but it is ignored for tax purposes.
Example: Lee Jones transfers her home,
brokerage account, and bank account to
the trust. The title to her home would be
in the name of the trust; the "Lee Jones
as Trustee of the Jones Revocable Living
Trust dated September 1, 1996.” Ms.
Jones’ brokerage account would also be
changed to the name of the trust. The tax
identification number for the trust is Ms.
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What is Probate?
Probate is the process used to authorize
someone to transfer your property from
your name to the persons you named in
your Will. If your property is all held in the
trust, probate is not necessary since the
trust provides how the Trustee is to
distribute your property upon your death.

Do You Avoid Probate, Save
Time and Money with a
Revocable Living Trust?
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Does the Revocable Living Trust avoid
probate thereby saving you thousands of
dollars by preventing your estate from
being tied up in this time consuming and
costly process? Yes, you avoid probate
and all the associated costs if you
transfer all of your assets to your
Revocable Trust. Is probate time
consuming and costly? No, not in Texas
if you name an Independent Executor.
Before we look at probate in Texas, let's
look at probate in California, the state in
which the Living Trust was born. Probate
in California is expensive. California
probate fees are fixed by statute and
based on the value of the property
passing through probate. To illustrate: the
probate fee of a $200,000 estate is
$10,300; a $500,000 estate is $22,300;
and a $1 million estate is $42,300.Those
are costs most people wish to avoid.
Generally, the fee paid to the Executor is
similar to the fee paid to the attorney, so
these amounts will double. In addition the
process is time consuming because every
action taken by the Executor must be
authorized by the court; an application
must be filed, a hearing held and an order
entered for each action.
Texas Probate. Texas was the first state
to provide for a very simple probate
procedure. Many other states have now
passed similar statutes.
If you have an individual you trust to
handle your estate, you can name that
person your "Independent Executor." An
Independent Executor acts independently
of the probate court; the Independent
Executor does not need the court's
authorization to act. Your Will is filed for
probate and approximately two weeks
later, a hearing can be set. Depending on
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the court’s docket, the hearing may be set
in a couple or weeks or may take a
couple of months. Under oath, your
Executor or member of your family states
a) the facts concerning your death; b)
your residence; c) your family situation; d)
the filed document is your Will and has
not been revoked; and e) the Executor is
qualified to serve. Your Independent
Executor signs an oath stating that he/she
will perform his/her duties properly. Your
Independent Executor never goes to court
again; no further hearings are required.
The only other required action required is
that your Independent Executor must
notify the heirs of the estate and prepare
an Inventory of your assets which are
subject to probate. The Inventory can
either be filed of record or given to all
heirs of the estate. Assets such as
retirement plans and life insurance
policies with a beneficiary designated
pass directly to the beneficiary and are
not part of your probate assets.
The cost for probate in Texas is $2,000 to
$3,500 for an independent administration.
The cost has increased in recent years
due to the addition of a provision requiring
notice be given to all beneficiaries of an
estate and caries depending on the ease
of gathering a list of the assets for the
Inventory. This amount does not include
costs related to the administration of an
estate, transferring title, funding the trust
or preparation of tax returns. Be aware
that the fee mentioned above for
California does not include any of these
costs either. The above noted costs are
also incurred when you have a Revocable
Living Trust. The only cost saved by
forming a Revocable Living Trust in
Texas is the probate cost.
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The probate hearing historically would be
held about a month after filing the Will
with the court.
However, with the
changes in the court judges, the Dallas
courts docket has backed up and the
hearing date has been delayed by as
much as two to three months. This time
frame also assumes there is no Will
contest, an issue discussed later in this
chapter.
Texas statute requires that the Will be on
file until the Monday after the lapse of ten
days. In Dallas County the available
dates for the probate hearing were a few
weeks but have recently been delayed by
as much as two to three months after the
Will is filed for probate. Depending on the
court’s docket the hearing may be further
delayed. Time consuming? No. The time
delay of a few weeks from the filing of the
Will until a hearing is held is minimal;
however, with a Revocable Living Trust in
place, the successor Trustee can begin to
act immediately; a time factor which may
be important if the estate owns time
sensitive, highly traded stocks. In order
for the Trustee to have control over the
assets, the assets must have been
transferred to the Revocable Living Trust
during the decedent’s lifetime. To allow
for access to some funds immediately,
frequently some assets are transferred to
the Revocable Living Trust to provide for
immediate access to some of the funds.

Are there any Caveats in
Appointing an Independent
Executor?
The benefits of appointing an
Independent Executor are: 1) the
Executor does not need the court's
authorization for all actions; 2) the
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Executor is not supervised by the court;
and 3) the Executor does not need to file
an accounting for all of his/her actions.

The tax savings obtained in a
Revocable Living Trust are not
unique to the Revocable Living Trust.
The savings are simply due to the
basic estate planning techniques
used in any tax planned Will.

The drawbacks of appointing an
Independent Executor are the same as
the benefits. If you name a person who is
not completely honest, trustworthy, well
organized, and/or does not keep the
beneficiaries of your estate informed,
there is no one to check on him/her.
Naming an Independent Executor is an
important decision. Likewise, it is a
significant responsibility for the Executor,
a position that should not be accepted
casually.

What About the Big Tax
Savings of a Revocable Trust?
The tax savings obtained in a Revocable
Living Trust are not unique to the
Revocable Living Trust; they are simply
the basic estate planning techniques used
in any tax planned Will. Any tax planning
available in a Revocable Trust is also
available in a tax planned Will.

What are Some Reasons to Use
a Revocable Living Trust?
Avoid probate in other states. The
costs of probate in California are typical
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of most states and should be avoided. If
you own property in other states, the use
of a Revocable Living Trust funded with
assets in other states is worthwhile from
a cost, time and turmoil standpoint.
Minimize the likelihood of a Will
contest. Consider the use of a fully
funded Revocable Living Trust if you
anticipate the possibility of a Will contest.
A Will is not admitted to probate and an
Independent Executor is not appointed if
a Will contest is filed when the property
passes through probate. The estate is
frozen. The court appoints an
administrator to handle the estate while
the Will contest is pending. At this time,
the cost is similar to probate in California,
perhaps worse.
It is more difficult to contest a Revocable
Living Trust. No Will is filed with the court
which the contestant can challenge. The
"leverage" of the Will contest filing is lost.
The contestant must assert that the
property in the trust is properly an asset
of the estate. The only person who has
the right to make this claim is the
Executor of the Will, generally a person
who is not the contestant. Contesting a
Will becomes a much more complex
procedure if you have a Revocable Living
Trust.
Avoid the possible problems
associated with a power of attorney in
the event of disability. Everyone should
plan for the management of their property
in the event of their disability. If no plans
are made and you become disabled, your
family will generally have to have a
guardian appointed through the courts.
The cost is similar to probate in California.
The process is emotionally draining at a
time when emotions are already strained.
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You can use a power of attorney to
provide for the management of your
property in the event of your disability.
However, there can be problems
associated with the use of a power of
attorney. Unfortunately, some third
parties, such as banks, may be reticent to
accept the power of attorney. Please
refer to this discussion in Chapter 3,
“Disability.”
Provide additional protection and
safeguards in the management of your
property in the event of your disability.
The protection provided during your
disability is designed by you. When an
individual manages your property using a
power of attorney, he reports to no one.
The person who is given the power must
use your property solely for your benefit
according to the terms of the power, so a
use of the funds for any other purpose
would be a violation of the power.
However, the use of a power of attorney
increases the possibility of abuse. More
importantly, the perception or suspicion of
abuse dramatically increases among
family members. Typically, when one
child holds the power of attorney, that
person handles all matters for Mom. He
tells his siblings that he is handling
everything and “not to worry”. Of course,
they begin to do just that--worry--about
Mom’s welfare and about the state of
their inheritance. Generally, the
imaginations of the siblings regarding the
possibility of abuse far exceed reality.
Splits are created in families that are
difficult to repair.
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Revocable Living Trusts provide
additional protection and safeguards
in the management of your property
if you become disabled.

I recommend using a Revocable Living
Trust for an elderly person who has no
spouse, child or other appropriate
individual to handle the property matters
for them in the event of disability. The
structure of the trust depends on each
individual situation. For example, the trust
may name a team that includes a bank or
trust company to manage the property
and an individual to supervise the care of
the client. Another possible structure is to
name an individual Trustee to handle all
matters; the Trustee must report to a
Trust Committee consisting of three
people. The Committee provides a safety
net regarding the Trustee’s actions. The
Committee can be considered or even
called “Life Quality Advisors”.
The structures of the trust can be as
varied as each client’s individual situation.
A power I have recently included in
Revocable Living Trusts is the authority to
hire a personal care manager. The
personal care manager provides the
information of the progress of decline in
capabilities with age and information on
the resources available to allow a person
to continue to operate at the highest level
possible during this decline.
The
personal care manager provides the
information for maintaining a person’s
quality of life.
Provide privacy regarding the nature,
size and disposition of your estate. A
Revocable Living Trust provides privacy
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by holding legal title to your property and
providing for the disposition of the
property during your lifetime and upon
your death. Since the property is held in
the trust and provides for the distribution
on death, no probate is necessary and no
public record of your estate is filed.
If you do not have a trust, your Will is filed
with the County Clerk (for probate)
together with an Affidavit stating that a
copy of your Will and a list of your

A Revocable Living Trust provides
privacy regarding the nature, size
and disposition of your estate.
“probate assets” has been sent to all of
the beneficiaries under your Will. The
Texas Estates Code no longer requires a
list of all of your “probate assets” to be
filed in the probate court. However, every
beneficiary under your Will is required to
receive a copy of your Will and a list of
your probate assets. Your Will is a matter
of public record which anyone can see.
Your Will sets forth the persons who are
to receive your property. The “probate
assets” are all assets which are held in
your name and are not subject to
distribution upon your death according to
the terms of some type of contract. For
example, the distribution of life insurance
proceeds and retirement benefits are
controlled by the beneficiary designation
and thus are not probate assets. Joint
accounts (contrasted with accounts held
as tenants-in-common) are distributed to
the survivor upon one of the joint tenant's
deaths and thus are not probate assets.
Property held in a Revocable Living Trust
is not considered a probate asset.
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However, even if you do not transfer all of
your property to the trust you still gain a
significant amount of privacy.
Example: Lee Jones has a large estate
and she does not want the size of her
estate to be a matter of public record.
She transfers her brokerage accounts,
home and vacation home to the trust.
Ms. Jones does not choose to transfer
her cars and some bank accounts to the
trust. Therefore, the only property listed
in Inventory provided to the beneficiaries
under the Will are the cars and bank
accounts which were not transferred to
the trust.
Avoid the hassles and problems of
probate. The probate procedure is
relatively simple in Texas and historically
the Will could be probated within a few
weeks from the time it is filed in Dallas
County. In the last few years, there has
been a backlog and that period has been
extended to two to three months. The
Inventory must be sent to the
beneficiaries under the Will and an
Affidavit in Lieu of Inventory is filed three
months later. This procedure is simple for
me, an attorney. However, any action
taken upon the death of a loved one can
be difficult at a time when all your energy
is being used to cope emotionally. If there
are delays in holding the hearing, this
delay can make funds inaccessible and
compound the problems of daily living.
There is a benefit to avoiding even the
simplified probate process in Texas. The
trust avoids a few additional steps and
eliminates the possibility of a delay in
probating the Will.
Each hassle
eliminated at this time can be a blessing.
Revocable Living Trust as the
Panacea? Truth or Fiction? The
benefits which frequently are touted in
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marketing can be misleading and can
cause individuals to choose a Revocable
Living Trust for the wrong reasons. But
there are reasons to use a Revocable
Living Trust. The "real reasons" are a little
more subtle and more individually
determined. An individual may have a
reason to use the trust which is just as
compelling to that individual as the
reasons for which it is marketed, but as
you can see - it is your individual
situation, and you need to determine
whether a Revocable Living Trust is right
for you.
With the additional flexibility gained in
managing property in the event of a
disability, the additional flexibility in
planning for community property
retirement benefits as well as the ability to
avoid the hassles of probate and gain the
privacy for the assets held in the
Revocable Living Trust, I have begun to
use the Revocable Living Trust much
more frequently. In these situations, I
recommend transferring some assets to
the Revocable Trust but do not fully fund
the trust unless the client desires the
privacy, probate avoidance and other
benefits outlined above.

Should You Transfer all of Your
Assets to the Trust?
No Assets Transferred: Standby Trust.
You may not want to transfer your assets
to the trust at the present time, but you do
want the trust available to manage your
property in the event of your disability.
You may also want the trust to be
available should you later decide to use
the trust to avoid probate. The kind of
trust is a "standby" trust which is available
should you choose to use it at a later
time.
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If you never transfer your property to the
trust, your Will is filed for probate to
Does a Revocable Living Trust avoid
probate and potentially save you
thousands of dollars?

transfer your property to the trust upon
your death. Whenever you have a
Revocable Living Trust, you will also have
a Will which gives instructions that all
your property must be distributed to the
trust. This type of Will is called a "pour
over" Will since it provides that your
property is "poured over" to the trust.
Fully Funded.
Fully funding your
Revocable Trust means you transfer all of
your assets to your Revocable Trust.
Even if you decide to transfer all of your
property to the trust, to "fully fund" it, you
will still have a "pour over" Will.
Frequently, even with a fully funded trust,
one item is left out such as a bank
account or a stock. Additionally, an item
is often discovered later; an example
would be non-producing mineral interests
which begin producing. If a single item is
omitted from the trust, your Will must be
filed for probate.

Case for Partial Funding.
Texas probate is simple. Until about 15
years ago, I rarely used Revocable
Trusts. As noted with the increased
possibility of an extended period of
disability I began using Revocable Trusts
as a standby vehicle to manage property
in the event of disability.
But there is another benefit to a
Revocable Trust that holds some funds.
Death of a loved one is always difficult. If
the accounts cannot be accessed to pay
expenses, then the delay and hassle of
going to court simply to pay bills can be
particularly stressful. When that action
must be taken immediately, the stress is
compounded. The additional delay in
setting a hearing with the court further
compounds the stress.
If sufficient cash has been transferred to
the Revocable Trust to provide for all
expenses that might arise during the first
few months after a person’s death, this
stress is eliminated. If there are assets
that need to be accessed or managed
immediately following death, those assets
should also be transferred to the trust.

If you fully fund your trust, your Will is not
filed for probate. If you don’t want
anyone to know you even have a Will,
then you will want to fully fund your trust.
Fully funding your trust is important if one
of the reasons you are using a Revocable
Trust is to minimize the likelihood of a will
contest or to minimize the leverage of a
will contestant.
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Character Of
Marital Property
Marital property is the property that a spouse owns during or at the end of a marriage.
Texas characterizes marital property owned by a couple as either community property or
separate property. Determining the character of marital property can be extremely
complex. This discussion is intended only to give you an overview of the basics of this
analysis.

The character of property held by a
couple is important in three areas:
divorce, creditor protection and estate
planning.
We tend to think of the
character of property as being relevant
only in the event of a divorce. Frequently,
we do not consider its importance in the
event of our deaths.
We can dispose of all of our separate
property and our half of the community.
This one determination can significantly
affect the disposition of our property upon
our death. Any area which has this
impact on the disposition of our property
also affects the probability of conflict
among one’s heirs upon one’s death.
Let's look at a simple example. Let's say
that Ben and Kate have been married for
The character of property held by a
couple is important in three areas:
divorce, creditor protection and
estate planning.

15 years. Their marriage is the second
marriage for each of them and each of
them have children of prior marriages.
Ben had approximately $500,000 in
assets at the time they were married.
The couple has a total estate of $2
million. Ben and Kate did not have a
premarital agreement. Ben's Will leaves
all of his property in trust with the income
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paid to Kate for her lifetime. No principal
may be distributed from the trust. Upon
Kate's death, the property passes to
Ben's children. If Kate does not survive
Ben, then all of his estate passes to his
children. Kate's Will is structured in the
same manner naming her children only.
If all of the property is Ben's separate
property (e.g., reinvestment and growth of
his original $500,000), then $2 million is
held in trust for Kate and upon her death,
the property passes to Ben's children. If
By simply proving that the entire $2
million is separate, Ben's children
can double their inheritance and
eliminate any inheritance by Kate’s
children.
the $2 million is community, $1 million is
held in trust for Kate (with the property
passing to Ben’s children upon Kate’s
death) with the remaining $1 million held
by Kate outside of any trust and,
therefore, will pass under her Will to her
children. By simply proving that the
entire $2 million is separate, Ben's
children can double their inheritance and
eliminate any inheritance by Kate’s
children.
The character of your property is
important. Let’s look at some of the basic
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rules in determining the character of
marital property.
All marital property is presumed to be
community property. Therefore, unless
clear and convincing evidence is
presented to the contrary, the marital
property is community property. Separate
property is:
<
<

all property which is owned prior to
marriage, and
all property which is inherited or
received as a gift during marriage.

proceeds from the sale of Exxon stock.
You owned the Exxon stock prior to your
marriage. Separate property can be
traced if you can show that the property
was exchanged for other separate
property or was purchased with separate
property. In my example, the Exxon stock
was separate. The proceeds from the
sale of the stock would therefore be
separate. The IBM stock would have
been purchased with separate property.
A couple of the rules used to trace
separate property are:
<

If separate property is deposited in
a bank account and, immediately
thereafter, a check is written for
approximately the same amount,
the check is presumed to be
separate property.

<

If community and separate funds
are both held in a bank account, it
is presumed that the community is
spent first.

Income on separate property is
community property.

All other property is community property.
So what does all this mean? Let's look at
some results of these rules.
<

Income on separate property is
community property.

<

Earnings are community property.

<

If separate property and
community property are mixed
together (commingled), then all
property becomes community
property.

Does that mean if you deposit one check
received as an inheritance in your joint
account, “poof” it’s community. Not
necessarily. You may be able to prove
that the property is your separate
property. This proof process is generally
referred to as “tracing” your separate
property.
Let’s assume you want to
prove that 100 shares of IBM stock is
your separate property. You did not own
the IBM stock when you got married. You
did not inherit the stock during your
marriage. You bought the stock with the
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What if you own property prior to
marriage so it is clearly separate, for
example, a home, but you use your
earnings to pay the mortgage and make
improvements on the property? Does the
home become community? No, but your
Tracing is a mess. It is tedious,
expensive and time-consuming... just
for starters.
community estate does acquire either a
right to reimbursement or an equitable
interest in the home or both.
Another asset which many couples own is
a retirement account. Under the current
law of the State of Texas, the value of the
retirement account on the date of the
marriage is separate. All increases in
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value in the retirement account from that
date are community.
Tracing is a mess. It is tedious, expensive
and time-consuming... just for starters.
Yet, as was illustrated in the above
example, the character of property can
have a significant impact on the
disposition of property.
So what can you do? First of all, clarity is
important.
Do you know what the
character of your property is?
1.

Make a list of all of your property.

2.

Divide the list into two categories:
separate property and community
property.

3.

The separate property category
should include only property which
has no possible question as to the
character. The property is the
identical property owned at the
time of your marriage. None of the
income from the property has
been commingled with the
separate property.

4.

Write down how the property is
distributed under your Will and
estate plan and determine if the
property is flowing to whom you
want and in the manner in which
you want.

Your property will include all of your
separate property and one-half of your
community property.
Keep in mind if you name a beneficiary
on a retirement account, life insurance
policy or annuity or hold property as joint
tenants with right of survivorship, the
property does not pass under your Will.
The property in these accounts passes as
set forth on the beneficiary designation or
the survivorship designation.
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This process may lead to a very different
result than you would have anticipated. If
so, it is likely to be a different distribution
than your family anticipated as well. This
situation is likely to cause conflict.
Is there anything you can do about it?
First, the purpose of this process is to
The decision to change the character
of property is not one to be made
casually.
make you aware of the effect on your
estate plan of the character of your
property. The purpose is not to change
the character of your property. You can
change community property to separate
property. The decision to change the
character of property is not one to be
made casually. As mentioned above, the
character of property significantly affects
the rights of the spouses upon divorce as
well as on death. Each spouse should be
represented by his/her own attorney if an
agreement is entered into which affects
the character of marital property.
Let’s assume that you and your spouse
agree on the character of your property.
If you agree on the character of your
property, an agreement acknowledging
Changing community property to
separate property can be done.
the character of your property can be
helpful in avoiding conflict among your
heirs over the character of the property.
This type of agreement does not change
the true character of the property.
What if you and your spouse agree that
certain property is separate but the
property is, in fact, community? The
issue of the character of your property
can still arise. Changing community
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property to separate property can be
done.
You can agree that certain
property is separate. The couple actually
divides (technically, partition) any
community property into two parts with
each spouse owning a part of the
property as his/her separate property.
Then one of the spouses can give his/her
part of the property to the other spouse
by gift. You and your spouse have just
created separate property out of
community.
The income from this
separate property would also be the
separate property of the receiving spouse
because of a recent amendment to the
Texas Constitution. The income from the
gift property would be separate but the
income from the partitioned property
would not be separate.
Until recently you could not convert
separate property into community
property. You might be thinking “why
would I ever want to,” since owning the
property 50/50 as each spouse's separate
property is essentially the same thing.
By a recent change in the law, you
can now “transmute” separate
property so that it becomes
community property.
For purposes of determining which
property passes under the deceased
spouse's Will, this assumption is correct.
However, community property has a very
favorable tax treatment on death. When
a person dies, all of his/her property
receives a new basis equal to the value of
the property at the time of death. This
adjustment to the basis of property is
commonly referred to as a step up in
basis even though the adjustment can
result in a reduction in basis.
To illustrate the benefits of the basis
adjustment, let's assume that you
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purchased property for $10 and it's now
worth $100. If you sell the property, you
will recognize a $90 capital gain. If you
hold the property until your death, your
heirs will have a new basis of $100. If
your heirs sell your property after your
death for $100, no gain will be recognized
since their basis will be equal to the sales
price. Texas laws now allow separate
property to be “transmuted” into
community property.
So, you can
partition community property so that the
property is owned one-half by each
spouse as separate property, and you
can convert separate property into
community property.
If you have not had legal advice during
your marriage in order to keep your
However, community property has a
very favorable tax treatment on
death.
separate and community property
separated, you probably have more
community property than you realize. If
there is any uncertainty as to the
character of the property, you should
consult an attorney.
Now, let’s say that there is uncertainty
about the character of your property but
you and your spouse agree as to the
character of the property and want to
clarify the character of your property. The
clarification may be possible.
What do you do if you have both separate
and community property and you cannot
agree on the character of the property?
Is this an area where you say - this is too
difficult, too tense, so let's forget it. If you
have only been married once and both of
you are leaving all of your property to your
children --- and you are not concerned
about the survivor remarrying or having a
change of heart .... maybe so ....?
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As you can guess, my response is a
resounding "NO." You may agree to
disagree and determine how you will have
When you add in second marriages,
his/hers/ours children, the problems
increase exponentially.
your property pass upon your deaths.
Even in one marriage situations in which
all of your children were born to or
adopted during this marriage, problems
can occur. When you add in second
marriages, his/hers/ours children, the
problems increase exponentially. Since
the ways in which this issue is addressed
are as varied as the individuals who are in
this situation, I cannot give you a short
answer.
Sometimes, the response may include
giving each of you the use of certain
property after one of your deaths and
agreeing that the property pass to certain
children or other individuals on both of
your deaths. It may include making
certain bequests of property assuming
that the survivor did not challenge the
character of the property.
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Personal Considerations
Isn’t it strange that you have a booklet on the process of estate planning and there is a
separate section on “Personal Considerations”? After all, isn’t estate planning all personal
considerations? Saying that, I realize that most people think of estate planning as a
document (a Will or possibly a Revocable Living Trust) used primarily to provide tax
planning or to avoid probate. The only non-tax reason I hear with any frequency is the
need to name a person or persons a couple desires to be guardian of their children in the
event of both of their deaths. Although the tax law is complex and with the increased estate
tax exemption, over 99% of the people in the United States do not have a taxable estate
and thus taxes are not a consideration in the structure of their plans. Attorneys can advise
you on the most effective ways to reduce the taxes on your death; but only you can provide
the information and input so that the personal component is integrated into your estate
plan. For almost all families this area is the only consideration and for those persons with
estates which are taxable, the personal component can impact your family more than the
taxes. Therefore, I consider this section of the booklet the most important section. As you
consider your personal situation, your "Will" can be transformed into your personal estate
plan.

Minor Children
In considering the use and distribution of
property for minor children, I realized that
estate planning is an expression of your
values and not merely a death document.
A good way to begin is to consider the
amount your children would inherit if you
(and your spouse, if you are married) died
at this time. Consider having that amount
of money in a fund devoted exclusively for
the use of your children.
If you did not have a Will, these funds
would be held in a legal guardianship. If
In a trust, not a custodianship, you
can provide for any terms you want.
...You design the trust.
your children are under the age of 18,
00067440 2 /font=8

You know best what structure is
productive for your children and what
structure is not. Provided that you
think about it.
they are not legally allowed to receive
property. The court would appoint the
person to manage the funds. The court
would also decide for what purposes the
funds would be distributed. In preparing
a Will, you will designate the person to
handle the property and the terms on
which the property is distributed. The
simplest form of “trust” is a custodianship
under the Uniform Transfer to Minors Act.
This vehicle would hold the funds for each
child separately and the custodian may
use the funds for the child’s benefit until
he/she is 21.
At age 21, the
custodianship terminates and the
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limit? Would you pay for an
extended undergraduate
education?

remaining funds are distributed to your
child.
If you want to design the trust, and I
assume you do, you will include a trust for
your children in your Will. In a trust, not a
custodianship, you can provide for any
terms you want. You can provide for
distributions for any purpose. You can
restrict distributions. You can delay the
time when your child receives the
principal. You design the trust. What are
some of the areas you should consider in
designing the trust?
<

What type of expenses would you
pay for your child if you were
alive?

<

Is the guardian able to provide for
the child in his/her present home?
Do you want to provide for an
expansion of the guardian’s home?
Do you want amounts to be

<

Do you want the cost of a child’s
education to be paid out of his/her
share of the trust or do you want
all children to be educated prior to
division of the trust into separate
shares for your children? What if
one child attends a state school for
four years and another child
attends a private university for
seven years?

<

After your child has completed
his/her education, do you want
your child to receive regular
distributions from the trust to
support him/her? Do you want
distributions to be made to
supplement his/her income? Is it
relevant in making distributions
that your child is able to work and
chooses not to? Does it make a
difference if your child has small
children?
Does it make a
difference if your child is disabled?
Has a drug problem?

<

Let’s assume the trust is large
enough so that your children will
receive a large amount of property
after they are educated. When
would you want them to receive
this money without any strings
attached? What would you have
done if you had received that
amount of money at that age?
Would your life be any different?
Would you be different? Is the
difference positive?

What do you want your children to be
like?
distributed to the guardian to assist
him/her in his/her general support
as well as expenses directly
related to your child?
<

Most parents want to provide for
their children’s education. But
paying for education can be a very
broad direction. If your child is in
college, would you pay all
expenses? Would you require that
he/she work?
Would you
purchase a car for him/her? Is it
relevant what type of grades your
child makes? Would you pay for
graduate school? Is there any
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My experience is that you know best what
distributions are beneficial and which are
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not. You know best what structure is
productive for your children and what
structure is not - provided that you think
about it. My objective, my desire is for
you to think about it.
In First Things First, Stephen Covey
suggests that you visualize your funeral
and consider the way you would like your
life described in the areas of work, family
Was the money given to them in a
manner which resulted in them not
being motivated to create a
productive, satisfying life for
themselves?
and community. I want you to do the
same thing about your children. When
your children are grown, say 35 or 40,
what do you want them to be like? What
do you hope for them? What are your
dreams for them? I am not referring to
accomplishments - I mean as a person.
Are they productive? Are they happy?
Are they compassionate people?
Generally, we want many things for our
children. One of the things we want is to
provide them with security and the ability
to enjoy some extra things in life. By
giving them money, an inheritance, we
help provide for this. However, money is
not the whole picture.
How did we give them the money? Was
the money given to them in a manner
which resulted in their not being motivated
to create a productive, satisfying life for
themselves?
Some of our children seem to be born
with motivation. Giving them support and
resources seems only to enhance that.
Others seem to have little motivation.
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Struggling to make a living seems to have
little impact on increasing their motivation.
Some of our children seem to have a
“sense of entitlement” about life and you
are to give them what they are “entitled
to”.
[Unfortunately this “sense of
entitlement” seems to be increasing in
Some of our children seem to be
born with motivation. ... Some of our
children seem to have a “sense of
entitlement” about life...
prevalence.] Think about your children
and the impact of your inheritance on your
children. If we were here at that time, we
would probably jump in with advice and
counsel.
We would make certain
restrictions based on our children's
actions, our feelings, our relationship,
even simply to control them. However, in
this exercise you cannot say anything,
cannot give any advice. The only thing
you can do is decide on a structure and
write down your thoughts and desires in a
written memo to be read after your death.
I do want to mention a couple of
generalities that I have seen/learned from
my clients. Even these generalities may
not apply to your family or to your child.
<

First, automatic distribution of all
income from a trust from the time a
child becomes an adult frequently
is a disincentive to becoming
productive and developing the
child's skills and self esteem.

<

Second, frequently, it is beneficial
to make at least two large
distributions of principal (rather
than one) so that the child has
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received funds which he/she
controls, uses them, invests them
and then has another opportunity
to try again.
When a large amount is received, the
child may view it as a bottomless amount
with no concept that the funds will
eventually be dissipated. Perhaps the
child perceives himself/herself to be a
If you could give this amount to your
children today, would you?
“cunning investor” and believes he/she
will multiply the sum. If the child is
correct, you have not lost anything by
deferring the second distribution. If the
child was not correct, hopefully the child
learned something in the process and will
have a second chance. How much the
first time? How long until the second?
Think about your estate. Think about
yourself at the two ages. That is your
best guide. If you are still at a loss, I
recommend starting with less than ½ at
the first age (say 1/4) and starting with a
10 year space until the second distribution
and then modify.
Let me say again, you are the best person
to make this decision. The automatic
distribution of income prohibition and
the two age recommendation may not be
best for your family. You know whether
they are helpful. Think about yourself as
a young adult. Think of the messages
you have given your children on work,
self sufficiency, values, and money.
Think about your children. When you
consider your particular situation, you will
know whether income should be
automatically distributed or when the
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principal is best distributed.
yourself. Trust your judgment.

Trust

Adult Children
Much of the discussion concerning minor
children is relevant in considering the
distribution of your estate to your adult
children as well. The difference is that
you know more about your adult children.
You are working/living with them now as
they establish their lives.
As with your minor children, I would like
you to add up the value of your assets
including the proceeds of any insurance
Information is a powerful thing.
Withholding information is powerful.
Giving information is powerful.
policies on your and your spouse’s life.
Consider taxes. If you have no idea
about the taxes, then subtract 40% for
everything over $6 million if you are single
- $12 million for a couple. (This figure is
the exemption amount in 2026 upon the
expiration of the 2017 tax law.) This
figure may be a little low or a little high,
but this is simply an exercise. Find out
the exact amount while working on your
estate plan with your attorney, your
financial advisor or your CPA. Since
retirement plans will be subject to income
...add up the value of your assets.
taxes on distribution, additional
adjustments are necessary to determine
the amount available for your children.
Also, having a large retirement plan in a
taxable estate may reduce the exemption
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used on the death of the first spouse, but
this is simply an exercise to focus your
attention on what your children might
receive. If you have a retirement plan,
reduce the amount in the retirement plan
by one-third for income taxes which will
be owed when distributions are made
from the plan.
Now, if you could give this amount to your
children today, would you? What are your
concerns? What would they do with this
amount of money? If you believe they
would not handle or spend it prudently, do
you think they could learn by giving them
part of it and letting them “learn on it”?
In giving your children some amount to
“learn on”, if they think the well from which
this "learning money" came is bottomless,
the experience will have a different impact
than if they think it is part of a limited
amount which they will receive. For this
reason, it is very important that they
realize what else may come later. Upon
your death, they will know what the total
sum is.
You may want to provide this learning
experience for them while you are alive.
If you give them part now, you may want
to consider advising them what portion of
... do not count on your spouse
leaving any of his/her estate to your
children.
their total inheritance this amount is.
Perhaps if you are deciding what they can
handle on your death, you may want them
to know that fact as well. But that
discussion is more appropriate to our
section on Giving than here. Would it be
helpful to give your children any guidance
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in this regard? Can you articulate that
guidance in a letter, in a note? Consider
it.
I mentioned above that it is important in
productively using a “learning amount” for
the child to know what he/she might
receive later. Information is a powerful
thing.
Withholding information is
powerful. Giving information is powerful.
A child knows the way he/she has lived.
Knows how you have lived. Could your
child maintain your lifestyle on his/her
share of the inheritance from you? On
some level he/she may expect that. If this
expectation is not true, then information is
very important to dispel this expectation.
What if this expectation is true? Is your
child, in some sense, waiting for that life?
Could you involve them in your estate
planning so that it becomes a part of their
life in a productive manner?
This
involvement can be the greatest legacy, in
terms of family cohesiveness, in terms of
knowledge actually acquired. It is a
delicate balance. Are you involving them
to control them or are you involving them
to begin “letting go”? If control is your real
motivation, the process may backfire on
you. You know your children. Think of
their desires, concerns, strengths,
weaknesses. Think of your relationship the strengths, the weaknesses. With this
information, consider whether to involve
them and if so, the best method of doing
so.

His/Hers/Ours
The blended family is a non-traditional
family, but no longer an unusual situation.
With a divorce rate over 50%, more
families are raising their children of two
previous marriages together. In addition,
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we’re living longer and are more likely to
have a second spouse at the time of our
death. Frequently, widows and widowers
remarry late in life, each with their own set
of children.
Most significantly, you and your spouse
do not have the same set of beneficiaries.
You may each like the other’s children.
You may be very close to them. Your
spouse may be close to your children.
However, do not count on your spouse
leaving any of his/her estate to your
children. If you want your children to
receive anything, plan for that in your Will.
What do you do if you want to provide for
your spouse for his/her lifetime? Do so in
your Will. But keep in mind that if you
give your spouse all of your property
I have reviewed more than a few
estate plans in which the Will
provided that the property was given
either outright to the children or in
trust for the spouse and in fact little
or none of their property actually
passed under the terms of their Will.
outright, your children probably will not
receive any of your property upon your
spouse’s death. To ensure that your
children receive any property upon your
spouse’s death, you should consider
leaving your property in trust for your
spouse’s lifetime.
Another unfortunate fact is that frequently
children expect to inherit something upon
your death regardless of whether your
spouse survives you. You can leave your
children a bequest upon your death, but
the most effective way to avoid this
expectation is to discuss your plans and
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your Will with your children. Let them
know that they will not inherit anything
upon your death or will inherit only a
certain amount.
The plan then is to leave your property in
trust for your spouse and upon your
spouse’s death, any property which
remains in trust is distributed to your
children.
Three factors are important:
<

The identity and extent of your
property;

<

The portion of your property
passing under your Will; and

<

How much of your property will be
left on your spouse's death.

The first question goes back to the issue
of separate and community property.
Let’s assume you and your spouse have
$2 million. If all of the property is your
separate property, then you will dispose
of $2 million of property and can leave all
Protection from whom or what...your
children...conflict with your children.
of this property in trust for your spouse
with the remainder going to your children.
If the property is all community property,
then one-half of the property, $1 million, is
your share of the community which you
can leave in trust for your spouse with the
remainder to your children and the rest is
your spouse’s share of the community to
dispose of as he/she wishes. See the
discussion in the chapter titled "Character
of Marital Property" .
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The second question is which portion of
your property passes under your Will. I
have reviewed more than a few estate
plans in which the Will provided that the
property was given either outright to the
children or in trust for the spouse and in
fact little or none of their property actually
passed under the terms of their Will. One
spouse had life insurance that named the
spouse as beneficiary of the life
insurance, beneficiary of the retirement
plans and/or held all of their nonretirement assets in accounts as joint
tenants with rights of survivorship
(JTWROS).
Ownership of assets is
discussed in detail later in the chapter
titled "Ownership of Property", but suffice
it to say that your overall plan, including
ownership of assets and beneficiary
designations, must be reviewed in order
to provide for the disposition of your
assets in the manner desired.
...protecting your spouse from his/her
own indiscretions...influence of a
significant other...future inability to
manage the property ...
extravagances
The third question was how much of the
trust will remain upon your spouse’s
death.
The answer to this question depends
on a number of factors:
>

the amount held in the trust;

>

the needs of your spouse;

>

the terms of the trust;

>

the investment of the assets
in the trust;
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>

the decisions made by the
Trustee in making
investments in the trust; and

>

the decisions made by the
Trustee in making
distributions to your spouse.

The considerations in protecting the
spouse and in protecting your children is
discussed in the next two sections.

Protecting The Surviving
Spouse
Protection from whom or what is probably
a good place to begin. When I outlined the
areas I wanted to cover in this booklet, the
type of protection I was considering was
protection from your children or more
precisely from conflict with your children.
The conflict can be with your children
which are also his/her children or from
conflict with his/her children from a prior
marriage. However, there are other types
of protection that I want to address. You
may want to protect your spouse from
his/her own indiscretions. For example,
you may want to protect him/her from the
influence of a significant other after your
death. You may also want to protect your
spouse from his/her current or future
inability to manage the property or current
or future extravagances.
Future
extravagances may be a dramatic increase
in lifestyle (something that sometimes
happens short term but is less likely to
occur long term) or benevolence in
charitable areas (not bad unless it is to
his/her detriment). All these fall in the area
of protecting the surviving spouse from
himself/herself. These possible scenarios
all indicate that your spouse should not
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have complete control over the property.
He/she should have a Co-Trustee to
assist in managing the property. The
methods of responding to this concern are
similar to the methods of protecting your
children discussed below.

the suspicions. As you will see in any area
in which we want to avoid conflict, clarity
and information are key factors. First, let’s
look at clarity. In this regard it is important
to consider what you want, what you
intend:

Protecting the surviving spouse from
conflict with your children has a different
slant. A Trustee's exercise of discretion
on his/her own behalf and lack of
information provided to the other
beneficiaries of the trust
both are
breeding grounds for conflict.
Let’s
assume your spouse is the Trustee of the
trust created for his/her benefit and as
Trustee has full control over the
investments in the trust and in
determining the distributions to be made
out of principal for his/her health, support

<

What do you want your spouse to
have from this trust?

<

Will your spouse need all the
income? Do you anticipate that
he/she will also need the principal
of the trust?
Do you need or want any checks on
your spouse’s use of the funds in the
trust.

<

Is it OK with you if all of the trust is
used by your spouse?
For
example, the purpose of the trust
may only be to provide for a
distribution to your family should
you and your spouse die within a
relatively short period of time.

<

Do you want some portion of the
trust to be preserved for distribution
to your children? What portion?
Under what circumstances is it
permissible to use this portion for
your spouse?

Generally their imagination can
conceive of things far more extreme
than your spouse would ever
consider.
and maintenance. Your children have no
information about the investment of the
trust or the distributions made from the
trust. They only see how he/she lives.
Generally, their imagination can conceive
of things far more extreme than your
spouse would ever consider. These
fantasized indiscretions take on a life of
their own. They may be communicated to
other siblings and suspicions abound.
Your spouse becomes aware on some
level of the suspicions and is hurt and
angry. Eventually, your spouse may
begin to actually do the things he/she is
suspected of doing, perhaps even in
unconscious retaliation. The objective in
protecting the surviving spouse is to
provide a framework which will minimize
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Make a clear statement of what you intend.
Your intent becomes one of the frequently
argued areas after your death. If you do
not care whether any property remains for
your children, say that. Let’s assume that
Make a clear statement of what you
intend.
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you anticipate that your spouse will need
all the income considering a return of 7%,
then include a provision to that effect. For
example, state that all of the income shall
be distributed to your spouse plus a
portion of the principal necessary to bring
the total return to 7%. If you are not
concerned whether there is any property
left in the trust upon your spouse’s death,
then state in the trust that the principal
may be distributed without regard to
preservation of the principal for
distribution to your children.
Selecting a Trustee is an important
decision. Your spouse may want full
control and may not want to “report” to
anyone. If you feel that your spouse
needs no protection from himself/herself
and you are not concerned about
preserving any property for distribution to
Selecting a Trustee is an important
decision.
your children, then name your spouse as
Trustee and make your intentions clear to
your children.
Now, let’s assume that you have
confidence that your spouse can manage
the property and want him/her to receive
a certain return on the property. You
have made these provisions in your Will
and have made your intention clear.
The trust can provide that principal
distributions may be made with the
consent of the Trust Committee.
However, you do not anticipate that the
principal will be needed but desire that it
be available should it be needed.
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Other possibilities are available. You can
name co-Trustees or name another person
as Trustee. You can also name your
spouse as Trustee and also name a Trust
Committee. The trust can provide that
principal distributions may be made with
the consent of the Trust Committee.
You can also name your spouse as
Trustee and also name a Trust
Committee.
What about the information your children
receive or don’t receive? You can provide
that they are to receive annual reports.
The problem with receiving annual reports
is that the spouse may feel like he or she
is “reporting” to your children and your
children may view the reports in that
manner. An alternative is to provide that
the reports are available if requested or
that reports are sent to a Trust Committee
if your children so request.
You can provide that the Trust Committee
only approves certain distributions,
receives reports only if requested by your
children or you can provide that the Trust
Committee meets once a year to discuss
the trust administration with your spouse.
The benefit of the meeting with the Trust
Committee is that any conflict which has
arisen can be submitted to the Trust
Committee for consideration and resolved
at the meeting. This submission and
resolution may feel more controlling but it
actually protects your spouse.
This
process can prevent suspicions from
becoming extreme, provide a method for
resolving disputes and give your spouse a
buffer in dealing with your children.
All of these comments are intended to
stimulate your thinking. Do you need or
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want any checks on your spouse’s use of
the funds in the trust? Do you want your
children to be able to monitor the use of
the trust in all events, only if there is
conflict between your spouse and your
children, only if your spouse remarries or
only after your children reach a certain
age?
Do you want your children to be able
to monitor the use of the trust in all
events, only if there is conflict, only if
your spouse remarries or only after a
certain age?

Protecting The Children
As I mentioned above, plan on your
spouse leaving your children nothing if
your children are not his/her children.
Your children’s inheritance will depend on
what you give them now and what is left
when your spouse dies.
The first and most important step is
to decide what you want, what you
intend.
Protecting the children is the counterpart
to protecting the spouse. The first and
most important step is to decide what you
want, what you intend.
<

Do you want to ensure that upon
your spouse’s death some portion
of the property remains?

<

Are you concerned about the use
of the funds if your spouse
remarries?
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<

Can your spouse manage the
funds?

<

How well do your children and your
spouse get along now? Even more
importantly, how well do they
communicate? An open working
relationship which is not closed will
generally result in less conflict than
a closed relationship which may be
closer on a personal level.

Clearly communicate your intentions to
your children and to your spouse. Before
I discuss the types of provisions you might
want to include in a trust, let me suggest
that you consider giving your children a
bequest upon your death. The bequest
can be small but some amount.
What about protecting your children from
your spouse, or his/her subsequent
spouse or his/her children? Let me begin
with an observation. Let’s assume you
and your spouse have estates of about
equal size; perhaps because your property
is all community property, or perhaps
because you each brought an equivalent
amount of separate property into the
marriage. You leave your property to your
children and your spouse leaves his/her
property to his/her children. All things are
equal, right? No. It depends on how the
property is invested, how much your
spouse needs for his/her support, how
much your spouse receives for his/her
Be clear on your intent to your
children and to your spouse.
support, the distributions to your spouse
and on and on. For example, let’s assume
that all of your property is invested
conservatively for preservation of the
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corpus and an income stream. Your Will
provides that all of your property is held in
trust for your spouse with all income
distributed to your spouse and none of the
principal distributed to your spouse. If
your spouse outlives you by ten years and
does not use all of the income for his/her
support then his/her estate would have
grown and your estate would have
remained the same.
I have tried to ensure equality through
Let’s assume you and your spouse
have estates of about equal
size;...leave your property to your
children and your spouse leaves
his/her property to his/her children.
All things are equal, right? No.
the use of forced widow’s election Wills
(Wills in which all property of both
spouses is held in trust), trust provisions,
checks and balances and trust
committees, to name a few.
After
numerous efforts, I am here to tell you
that equality is impossible. If you want to
ensure a certain inheritance for your
children, disinherit your spouse or go buy
some life insurance. Sound crass? It is a
reality. Let me say that sometimes the
best way to provide for your children is to
give your children certain assets and your
spouse others (such as retirement plans)
and let it go. Enough said.
We are trying to provide for our spouse,
give our children what’s left and minimize
conflict in the process. What are some of
the tools we might use?
First, be clear about your intent. Let’s
assume that you desire for your spouse to
receive a certain income stream from the
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property. This income stream, when
added to the income from their personal
resources, provides the income sufficient
for your spouse’s support. You do not
want to provide for any distribution of
principal. The income from your property
depends on how your property is invested.
The amount of principal remaining on your
spouse’s death depends on how the
property is invested. The Trustee has
control over the investments in the trust.
The moral - selection of a Trustee is very
important.
This issue can be addressed in your
selection of the Trustee or in your Will. I
prefer for the issue to be addressed in the
selection of the Trustee with some
discussion and guidance in the manner in
which you would like the property invested
in a letter to the Trustee. If guidelines are
included in the Will, I prefer that the
We are trying to provide for our
spouse, give our children what’s left
and minimize conflict in the process.
guidelines be suggestions, not restrictions
so that your Trustee can adjust the
investments for the changes in the
economy, the world, your family.
Consider providing a mechanism for your
children to obtain information and possibly
to have some input. One method of
providing this mechanism is to include a
Trust Committee as mentioned above. I
frequently include a Trust Committee for
the sole purpose of replacing a Trustee if
there is a vacancy. The Trust Committee
also has the power to remove the Trustee.
However, in general, the Trust Committee
does not have an active role and does not
receive information on the trust. However,
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the Trust Committee can be included with
a mechanism to activate their role in the
event of a conflict. For example, if any
beneficiary desires to obtain information
on the trust, the Trust Committee can be
contacted and can obtain the information.
The trust can provide that the information
is passed on to the beneficiary or can
provide for an internal review. If the Trust
Committee is a buffer in the event of
conflict, mediation may be helpful. I have,
on a couple of occasions, included
provisions for mediation of a conflict in the
Will. This may seem like a cumbersome
and negative process; however, my
experience has been that avoiding
litigation is never negative; in addition,
the existence of a process is a tempering
influence in and of itself.

Personal Effects - Spouse vs.
Children
I have discussed the “big stuff” - money.
But what may be the real problem is
division of personal effects. Your children
will see a lifetime of mementos and family
heirlooms kept by a spouse who may
have come on the scene in the last few
years. On the other hand, you don’t want
your children backing up a trailer and
I have discussed the “big stuff”,
money. But what may be the real
problem is division of personal
effects.

clearing out the house. Actually, under
state law, the spouse has the right to use
the personal effects for her lifetime. Be
sensitive to the difficulty of this situation.
Consider specifically giving items of
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personal significance to your children in a
specific bequest in your Will. If the item is
one that you want your spouse to use
while she is living in the house, then state
that she has the right to use it for her
lifetime or so long as she lives in the
house. Consider giving all remaining
items, particularly those of little current
monetary value, to the spouse outright.

Minimizing Conflict
You can probably imagine what my first
recommendation is. Think about what you
want. Be clear about your intent in your
own mind. Communicate your intent to
your attorney so that he/she can include
Be sensitive to the difficulty of this
situation.
any necessary provisions in your estate
planning documents. Communicate your
intent to your family verbally, in letters,
notes and/or memos.
Most of this booklet addresses areas
which can arise and cause conflict. This
type of conflict is particularly prevalent
when your property passes under several
different instruments and/or involves the
determination of whether property is
separate or community. If your Will
includes one provision and yet you hold
your property in joint accounts with right of
survivorship or name another person as
beneficiary on a retirement accounts or life
insurance policies, conflict is likely to arise
as to your intent. Review the section of
this booklet on Ownership of Property and
Beneficiary Designations and be clear
about your intent in this regard.
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The character of property also affects the
property which is distributed under your
Will. Review the Characterization of
Property section.
Consider the
ambiguities and conflicts that can occur
and address them. Some planning can
be included in your Will and some
clarification can be addressed directly
with your spouse.

held in the trust nor the terms of the trust,
unless the Trustee tells them. The privacy
and protection also make abuse of the
structure easier.

<

Think about it.

What else can you do? One aspect of
minimizing conflict is to minimize or
eliminate the ability to benefit from the
complaint itself. For example, if each
child receives a certain amount of
property upon your death and you provide
that if anyone contests your Will, he/she is
cut out of your Will (a “no contest”
clause), then a child is less likely to
complain than if the Will did not contain
this provision. The child has something to
lose. Without this provision, the child may
file a Will contest for “settlement value”.
The contest holds up the probate of your
Will and the ready access to your funds.
Your spouse and the rest of your family
may be willing to pay this child something
simply to get him/her out of the way.

<

Be clear on your intent.

<

Communicate your intent.

And a summary of all of the personal
considerations:

All the rest of the discussion is to stimulate
your thinking.

Be clear about your intent in your
own mind.... Communicate your
intent to your family verbally, in
letters, notes and/or memos.
One method of removing the child’s
power to ‘hold up’ the estate is to use a
fully funded Revocable Living Trust. If
you create a Revocable Living Trust and
transfer all of your property to the trust,
then your Will is not filed for probate.
However, keep in mind that the benefits
can also be the detriments. If the Will is
not filed for probate, no one will know the
contents of the trust - neither the assets
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Giving - A Few Considerations
Your children have been telling you that - it is better to give than to bequeath.
And you read “Die Broke” ......
Each individual can make not only annual exclusion gifts of $16,000 (effective January
2022) to as many people as he/she desires but can also make additional gifts up to a total
of $10 million dollars adjusted for inflation ($12.12 million in 2022 and half that upon
expiration of the 2017 tax law in 2026.) Making gifts which result in a gift tax will only be
used by the very ultra wealthy. The tax cost of making taxable gifts will be addressed but
for over 99% of the people the consideration will be the non-tax aspects of making a gift.
However, tax free gifts are still a significant part of an estate plan but for all but a very small
number of people the gifts are driven solely by personal considerations, not tax savings.
Even when the gift is not taxable, if the gift is greater than the annual exclusion amount a
gift tax return must be filed.

Tax Aspects
In the chapter titled "Transfer Taxes - An
Overview", I have included a more
complete discussion of the estate, gift and
generation skipping tax. This section
summarizes some of the relevant aspects
of the gift tax.
The tax rates for gifts and bequests at
death are currently the same. You have
Each person can give up to $10
million (adjusted for inflation) tax free.
one schedule for both, a “unified” tax.
The “unified tax” continues as long as the
estate tax remains in effect. Each person
has an exemption from both estate and
gift tax of $10 million (adjusted for inflation
after 2010). The gift and estate tax rate
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for all transfers over the inflation adjusted
$10 million exemption is 40%.
In computing your tax, all of your prior
taxable gifts are added together to
determine the amount of tax which will be
owed on the current gift. Although the
estate and gift tax rates are the same, the
tax on a gift is less than a bequest at
death. The reason for the difference is
that you only pay the tax on what is
transferred to the donee on a gift and pay
the tax on the amount held by the
decedent upon death. For a gift you avoid
the tax on the tax. You pay a tax on the
tax on your death but you do not pay a tax
on the tax on a gift. Let me give you an
example. The tax rate is 40% for both
gifts and bequests on death. Let’s
assume you have already given your child
$12.12 million and want to give him/her
an additional $1 million. [As the
exemption has increased, this example
has become more extreme and is
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considered by very few people but bear
with me for illustration purposes ....] If you
give your child $1 million during your
lifetime, the gift will cost you $1,400,000 the gift of $1 million plus the gift tax of
$400,000. If you leave your child $1
million on your death, it will cost you
$1,666.667, because the 40% estate tax
is imposed both on the $1 million going to
your child and the amount used to pay
estate taxes. With a 40% estate tax rate,
it takes $1,666.667 to pay $666.667 in
estate taxes (40% of $1,666,667) and
leave your child $1 million.
With a lifetime gift, you avoid the transfer
tax on the subsequent appreciation and
income on the asset. If you had retained
the asset, the appreciation on the asset
and the income earned on the asset
would have been included in your estate
and taxed. For example, let’s assume
you have an asset valued at $500,000,
and you give it to your children. Let’s
assume that you use part of your $12.12
million exemption, so that there is no gift
tax paid on the transfer.
If the asset appreciates in value at the
rate of 10%, the asset will be worth about
$4.8 million in 20 years. If there is an
estate tax in 20 years, you will have
saved the estate tax on the appreciation
in that asset. The savings is not the full
40% estate tax since the asset will lose
the basis adjustment if it were held until
death. Assuming a 20% capital gains tax,
the savings would be 20%. If the 3.8%
net investment tax applied to the sale, the
savings would be further reduced. Of
course, if we have no estate tax in 20
years, you have not saved any transfer
tax. Keep that in mind. Do not make any
transfers solely for tax purposes. If you
want your children to have this money
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available to them, then you have
accomplished your purpose, even if there
is no estate tax in 20 years. And let’s
consider the converse situation. What if
you gave your children $500,000 and
there was an estate tax, but the gift was
very inadvisable in terms of its impact on
your children. In that situation, the tax
savings is not worth the negative impact
on your children.
Gifts continue to be advisable as long as
they are consistent with your objectives
other than saving transfer taxes. As I said
earlier, plan so that you have no regrets if
they eliminate the estate tax and no
regrets if the estate tax remains the same
or increases.
Back to gifts. They do continue to be
beneficial, provided that you ...
— Keep your gifts tax free —
You do have an additional gift tax
“exclusion”
(distinguished from an
“exemption”). Gifts up to $16,000 per
year (as of 2022) made to an individual
There is a tax disadvantage to
making a gift.... The basis for
recognizing gain is carried over from
the donor to the donee so that the
donee has the same basis as the
donor.
(the donee) are excluded from gift tax.
The annual exclusion from gift tax is
indexed for inflation and increases by
$1,000 when inflation has increased by at
least 10%. The exclusion increased to
$13,000 in 2009, to $14,000 in 2014, to
$15,000 in 2018 and to $16,000 in 2022.
The only qualification on this exclusion is
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that the individual (donee) must have a
present right to the money.
The
requirement that the donee have a right to
the money when the gift is made is called
the “present interest” requirement. As is
discussed more fully in the "Transfer
Taxes - An Overview" chapter and in this
chapter in the “gift to minors” discussion,
this requirement necessitates some
special planning when gifts are made to a
trust.
In general, as long as there is an estate
tax, gifts can substantially reduce the
taxes on transfers to your children.
However, even when there is an estate
tax there are some disadvantages to
making gifts - other than the obvious one
of not having the property for one’s own
use.
There is an income tax
disadvantage to making a gift.
The disadvantage arises when
appreciated assets are given away. For
example, if the donor bought stock for $10
a share and now the stock is $100 a
share, the donor’s basis for determining
gain is $10. If the donor sold the stock,
he would recognize a $90 capital gain.
The basis for recognizing gain is carried
over from the donor to the donee so that
the donee has the same basis as the
donor.
If the donor holds the stock until his
death, under current law as long as there
is an estate tax, his heirs receive a new
“stepped-up” basis equal to the fair
market value of the stock at the time of
the donor’s death. In our example above,
the donee would have a basis of $100,
and if the stock was sold the next day, no
gain would be recognized.
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If your estate will never exceed the
amount exempt from estate tax, there is
no estate tax savings to making a gift.
And if the gift is of an appreciated asset,
the gift is disadvantageous from an
income tax perspective. The income tax
effect should be considered in making a
gift. If your estate is not taxable and you
can give either cash or an appreciated
asset, it is better to give cash and retain
the appreciated asset until your death
when the basis in the asset will be
adjusted to the value on the date of your
death.
If your estate is in the top 1% and an
estate tax will be owed, since the top
estate tax bracket is 40% and the capital
gains rate is only 20%, there can still be a
tax savings to giving an asset that will
appreciate (but may not be so if the asset
has already appreciated). Whether an
estate tax will be owed or not, it is most
beneficial to give property which has a
high basis.
If your estate is taxable, the cumulative
benefits of giving $16,000 per year should
not be overlooked. Giving $16,000 per
year results in a very significant transfer
over time. For example, assume every
year you give $16,000 of property which
is yielding a 5% return after tax. In 20
years you have transferred approximately
$550,000 out of your estate; in 30 years,
$1.12 million; and in 40 years, over $2
million. If the property is long-term capital
gain stock with a 10% annual net return,
the transfer is over $1 million over 20
years, $2.9 million over 30 years, and
$7.79 million over 40 years.
In addition to the cumulative effect of the
$16,000 per year gifts, the impact of
making gifts can be dramatically
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increased by the type of property you give
and/or the manner in which the property is
Giving $16,000 per year results in a
very significant transfer over
time....with a 10% net return... over
$1 million over 20 years, $2.9 million
over 30 years and $7.79 million over
40 years.
given.
Property whose value is
temporarily depressed or is subject to
some type of restriction which reduces its
value can dramatically increase the
benefits of giving. Some examples of this
type of giving are gifts of:
<

undivided interests in property. An
undivided interest in property is
reduced in value by 5%-40%.

<

property which is likely to
experience
substantial
appreciation (such as a business
that will go public).

<

A residence which is subject to
your right to use the property for a
term of years. See the discussion
of Qualified Personal Residence
Trusts.

<

Property held in trust which pays
you an annuity for a term of years.
See the discussion of Grantor
Retained Annuity Trusts.

Some of the most significant wealth I
have seen transferred has been through
If your children used the funds to
increase their standard of living,
would it bother you?
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gifts of stock in a business upon formation
or prior to the time of substantial
appreciation. The gift can be structured
where all of the value of the business over
a certain level is transferred to the
children so that the parents can retain all
of the business if the business is not as
profitable as anticipated.
The most
effective method of transferring wealth to
one’s children depends on a number of
individual factors, including the nature of
your assets, your risk tolerance (in terms
of potential for appreciation in those
assets), the amount you desire to
transfer, and the control you want to
retain.

Personal Considerations
As is always true, do not let the tax tail
wag the dog. If you want to transfer part
of your wealth to your children during your
lifetime, do not let the inability to have a
step up in basis prevent gifts nor should
gifts be given to save estate taxes if the
impact of the gifts would be negative on
your children. If cash is given, there is no
income tax trade-off and the large
exemption from estate and gift tax make
this possible. The question is whether the
gifts further your family legacy objectives.
Would you do it only to save taxes or do
you want your children to actually have
The most effective method of
transferring wealth to one’s children
depends on a number of individual
factors including the nature of your
assets, your risk tolerance (in terms
of potential for appreciation in those
assets), the amount you desire to
transfer and the control you want to
retain.
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the use and control over the funds? Do
you have certain uses of the funds which
are acceptable to you and others which
are not? Are you concerned with the
impact of receiving the money on their
incentive to make their own living? How
would you feel if your children were
wealthier than you? Do you feel that
keeping control of your wealth ensures a
close relationship with your children as
you age? If your children used the funds
to increase their standard of living, would
it bother you?
I have a number of clients who regularly
make gifts of the $16,000 annual
exclusion amount. I have a much smaller
number who give their exemption amount
I rarely have a client who makes a
gift of a size sufficient to require
payment of gift tax on the gift. Part
of it is an abhorrence of paying taxes
and part of it is a reluctance to
completely let go of the funds.
to their children. Even when the tax
benefits of prior law were available for
taxable gifts, I rarely had a client who
would make a gift of a size sufficient to
require payment of gift tax on the gift.
Part of it is an abhorrence of paying taxes
and part of it is a reluctance to completely
let go of the funds. Generally speaking,
substantial gifts made as a part of an
estate plan are made to trusts.
Over twenty years ago I read the best
selling book, The Millionaire Next Door.
The discussion in the book on the impact
of giving was very interesting. The
authors surveyed the children of wealthy
individuals and compared the net worth of
the children who receive regular annual
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exclusion gifts to those who do not
receive gifts. The survey held age
constant and compared the children by
profession.
Please note that these
children are self-supporting, productive
individuals.
In eight of the ten
occupational categories, the gift receivers
had a lower net worth than the children
who did not receive gifts. For example,
the children who were accountants and
received gifts had 57% of the net worth of
those children who were accountants and
did not receive gifts. The gift receiving
children also had only 78% of the net
income of the non receivers, but if you
added in their gifts their net incomes were
98% of those who did not receive gifts,
yet they only had 57% of the net worth of
the non-receivers. This trend was true in
eight of the ten occupations. It was not
true of professors and teachers.
Professors and teachers who received
gifts had a higher net worth than those
who did not receive gifts.
What do we learn from this survey? In
general, regular annual gifts are not a
productive way to transfer wealth to the
next generation in terms of the impact on
the recipients if your objective is to
facilitate wealth accumulation in your
children. Please note two aspects of this
statement. First, I said “in general.” You
know your children. You know the
impact. You may not have stopped to
In eight of the ten occupational
categories, the gift receivers had a
lower net worth than the children
who did not receive gifts.
think of it, but when you do, you know.
And you know if the impact which is
occurring is one you want. Even in the
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above survey, the impact of regular
annual gifts on professors and teachers
was positive in terms of wealth
accumulation. Second, I stated “if your
objective is to facilitate wealth
accumulation.” Your objective may not be
to facilitate wealth accumulation. You
may want them to have a higher standard
of living than you did or than they would if
they did not receive the gifts. You may
plan on supplementing their retirement
accumulation with additional gifts and/or
their inheritance. Whether regular annual
gifts accomplishes your objectives
depends both on your objectives and your
children.
Let’s assume that your objective is to
facilitate wealth accumulation. I have
asked all these questions and given you
sobering survey results. So with all these
questions and caveats, are gifts
counterproductive? Let me say - it ain’t
necessarily so. Gifts can be a wonderful
learning device.
What are some productive uses of money
transfers to the next generation? The two
main ones are:
<

Education.

<

Seed money to start a business.

You are giving your children the tools
and/or the opportunity to build their own
estate, to give them self esteem - the type
of legacy that you want to give them.
What if the education does not lead to a
high paying job and/or the business is a
failure? Was it a mistake to fund the
education and the business? In my
opinion, absolutely not. Let me hasten to
add, I am not supporting marginally
passing extended schooling or whimsical
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business ideas. I am supporting all
sincere efforts by our children regardless
of the outcome. I care about the process;
I do not care (too much) about the results.
Other than these gifts, are there any gifts
which could or should be made? Go back
to your objectives. If your objective is to
increase their standard of living, let that
be your guide. Let’s assume that regular
annual outright gifts do not serve your
objectives. Some other types of gifts
which many individuals choose to make
are:
<

Funds to make a down payment
on a home.

<

Funds to provide additional
household help while their children
are young.

<

Funds to educate their children.

If regular annual outright gifts do not
accomplish your purposes, that does not
necessarily mean you do not make the
gifts; it may mean that you do not make
them to your children outright. If annual
exclusion gifts suit your estate plan in
other ways, for example, if you need to
reduce the size of your taxable estate and
have more than sufficient resources for
your lifetime, then make the gifts but
Gifts can be a wonderful learning
device.
make the gifts through trusts or
partnerships in a form which ensures the
retention of the funds for a period of time.
For what period of time? There is a time
when the impact of making gifts does not
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affect your children’s self esteem or
productivity. As you might guess, my
answer is that you know or will know. I
will say that an age which fairly regularly
is mentioned by my clients in my practice
is age 40. By age 40 most children have
learned what they are going to learn or
will never learn it. I’m not sure I could say
that applies to me. Some time shortly
after age 40 I realized what I wanted to do
when I grew up, so perhaps an age
between 40 and 50 is a little more
prudent.

Gifts to Minors UGMA/UTMA/2503(c)/trusts
Frequently, gifts are made to minors from
grandparents. Parents also will frequently
make gifts to their children to provide a
college fund for their children. How
should these gifts be made?
Making gifts to minors presents a couple
of issues. The minor cannot legally enter
into a contract, so that an account in the
name of a minor alone cannot be
changed without going to court and
opening up a legal guardianship. For this
reason, gifts are generally made in a
custodianship or in trust. The custodian
or the trustee can then invest the funds
held in trust and may make distributions
to or for the benefit of the minor. Another
issue which must be addressed is
whether the gift to the minor qualifies for
If regular annual outright gifts do not
accomplish your purposes, that does
not necessarily mean you do not
make the gifts; it may mean that you
do not make them to your children
outright.
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the $16,000 annual exclusion from gift
tax. As I mentioned above, in order to
qualify for the exclusion, the recipient of
the gift, the donee, must have the present
right to the funds. This right is referred to
as the “present interest” requirement.
The purpose of a gift to a minor is to
provide for the minor, but not to literally
give the minor the full use of the funds.
The Internal Revenue Code has a special
provision, Section 2503(c), which
provides that if a trust is created for a
minor that: a)may be spent for the minor’s
benefit during the term of the trust; b) is
distributed to the minor at age 21; and c)
is included in the minor’s estate if he dies
prior to age 21, then a gift to that trust
qualifies as a gift of a “present interest”
and is eligible for the annual exclusion
from gift tax. Case law has allowed the
trusts to continue past 21 so long as the
child is given the right to withdraw the
funds at age 21 for a period of 60 days.
A custodianship under the Uniform
Transfer to Minors Act is a form of trust.
State law provides the terms of the trust.
The custodianship accounts are
structured to qualify as a gift to the minor
under Section 2503(c). A custodianship
under TUTMA terminates when the child
reaches age 21.
Since 2503(c) trusts and TUTMAs are
very similar, is there any reason to use a
TUTMA rather than a 2503(c) trust, since
you can have an extension of the trust
after age 21 in the 2503(c) trusts? Yes.
Income taxes. The property held in a
trust is taxed to the trust unless the
income is distributed to the beneficiary. If
the income is distributed to the
beneficiary, then it is taxed to the
beneficiary. The income tax rates for
trusts are very compressed, reaching the
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top income tax bracket at about $13,000
(the figure is adjusted upward annually for
inflation). In a custodianship, the income
is treated as income of the minor;
however, a minor’s income is taxed at
his/her parents’ rates. If the parents are
not in the top income tax bracket then
there is a tax savings.
I rarely use 2503(c) trusts since no trust
documents is required to the prepared
thus the custodianship structure is
simplest. However, for some children 21
can turn out not to be a good age to
receive property. In 2009 Texas passed
a statute that allows custodians of
TUTMA to transfer the property held in a
custodianship to a 2503( c) trust. Having
the trust continue if the child does not
exercise his/her withdrawal right at 21 can
be much more beneficial than having a
TUTMA account which the child can
access by showing the financial institution
his/her driver’s license.
However, if I want to avoid having the
child have the right to receive or withdraw
the funds at age 21, then another type of
trust is useful - the “Crummey trust.”

Crummey Trusts
Many of you have heard of “Crummey
trusts”. For those of you who have not,
the title is not an indication of the quality
of the trust or the drafter. The trust is
named after a taxpayer who used this
type of trust and was successful in a
challenge by the IRS. Let me begin with
a little background.
In creating a trust, one of the
characteristics we would frequently like in
the trust is for a gift to the trust to qualify
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for the $16,000 annual exclusion from gift
tax. As mentioned earlier, in order for a
gift to qualify for the annual exclusion
from gift tax, the person receiving the gift
(the donee) must have the right to use the
property currently, he/she must have a
“present interest” in the property.
Generally, a gift to a trust is not a gift of a
present interest since the purpose of the
trust is to provide some management of
the money or some control over the
receipt or use of the funds. However, if
you give the beneficiary of the trust the
right to withdraw the gift to the trust for a
period of time, usually 30 days, then the
gift to the trust is a gift of a “present
interest” in the property and does qualify
for the $16,000 annual exclusion from gift
tax, even though the donee/beneficiary
cannot take the property out of the trust
thereafter. Using this method to create a
present interest in property given to a
trust has been used for years.
In the 1970's, Mr. Crummey created a
trust for his minor children and gave them
the right to withdraw the property he
contributed to the trust.
The IRS
challenged the gift as not being one of a
present interest, since his minor children
did not have the legal capacity to
withdraw the money (and in all likelihood
would not have understood the whole
concept of withdrawing money from the
trust). Mr. Crummey won, and later the
IRS acquiesced in the decision.
The beauty of the Crummey trust is that
you can provide for any terms you want in
the trust, as long as you include the
withdrawal power in the trust and give the
beneficiaries notice of their right to
withdraw when a contribution is made to
the trust. The trust does not need to
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terminate at 21 or any age. The trust can
include numerous beneficiaries and can
provide that the income may be used for
the beneficiaries who need the income (or
principal) and need not be distributed
equally.

donor retains control over the funds and
can even change the beneficiary of the
plan as long as the new beneficiary is in
the same or older generation of the
current beneficiary and is a member of
the same family.

529 Plans

Non-effective Methods

529 Plans provide an easy and effective
way to make gifts to provide for a child’s
or grandchild’s education. There are two
types of plans: Prepaid Tuition Plans and
College Savings Plans. Generally the
Prepaid Tuition Plans provide for payment
of tuition at in-state schools, and College
Savings Plans provide funds that can be
used at any college.

Some methods are not effective to
actually transfer property to your children.
The most common “transfer,” which is not
actually a transfer to your child, is to open
an account in your name as Trustee for
your child with no written trust agreement.
If you do not have a trust agreement, then
the account is considered to be a
“revocable” trust. You have transferred
the property to a trust which you can
cancel at any time. Since you can cancel

The money contributed to these plans
compounds tax free and is not taxed upon
distribution if the funds are used for
college expenses. The expenses for
which the funds can be used include
tuition, room and board, books and
supplies.
Contributions to these plans qualify as an
annual exclusion gift to the beneficiary of
the plan and can be made for up to five
years in advance. In other words, a
contribution can be made to a 529 plan
for a grandchild of $80,000 ($16,000 x 5
years) in the first year the plan is set up.
Annual exclusion gifts cannot again be
made until the five year period has
elapsed.
Each plan has a selection of investments
from which the donor can choose in
investing the funds. These plans provide
a very effective way to provide for future
educational expenses without requiring
the use of a trust or custodianship. The
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The beauty of the Crummey trust is
that you can provide for any terms
you want in the trust, as long as you
include the withdrawal power in the
trust and give the beneficiaries notice
of their right to withdraw when a
contribution is made to the trust.
the trust at any time, the transfer is not a
completed gift and does not qualify for the
$16,000 annual exclusion from gift tax. In
addition, the trust is included in your
taxable estate, since you have the power
to cancel it at any time. The only effect
this type of account has is to transfer the
property to your child upon your death. If
your child is a minor, a guardian may
have to be appointed after your death in
order to have access to and/or to reinvest
the funds.
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Other transfers may be effective to qualify
as a gift to your child, but the property
may still be included in your estate. So
long as your estate is non-taxable this
result is not a problem. However, if your
estate is taxable and one of your
purposes was to remove the property
from taxation in your estate, you have not
accomplished that purpose. In general, if
you transfer property to yourself as
custodian or as Trustee for your child, the
property will continue to be included in
your estate. It is possible to draft a trust
of which your child is the sole beneficiary
and of which you are Trustee but which is
not included in your estate, but the trust
must be drafted in this manner.
If the trust is created by another person
and you are the Trustee for your child,
generally the trust is not included in your
estate. If you have the power to use the
property to discharge your legal
obligation, then the property is included in
your estate.

Permissible Uses of the Trust
Assets
The purposes for which the trust may be
used are governed by the trust
instrument. Usually a 2503(c) trust (or a
custodianship) permits the property to be
used in its entirety for the benefit of the
minor. Most other trusts permit the
Trustee to use the property for the health,
education, support and maintenance of
the beneficiary. In addition, the trust
usually provides that the trust assets
cannot be used to discharge any person’s
legal obligation, such as your legal
obligation to support your child. What
type of expenses can you pay and what
can’t you pay? Food, clothing and shelter
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are generally support obligations. Private
school tuition, sports, music lessons and
cars are not part of your legal obligation to
support your child. You are also not
required to support your children after
they are 18, so all of your children’s
expenses after they reach age 18 are not
your legal obligation. If you are not legally
obligated to pay those expenses, the
expenses may be paid by the trust. And
the trust cannot pay expenses of your
child which you are contractually
obligated to pay. For example, you sign
a contract for your child’s tuition in private
school. The trust then pays the tuition bill.
The payment of the tuition bill is
discharging your contractual obligation to
...the trust usually provides that the
trust assets cannot be used to
discharge any person’s legal
obligation...Private school tuition,
sports, music lessons and cars are
not part of your legal obligation to
support your child.
pay the tuition. The payment of the tuition
may be permissible under the terms of the
trust; however, if the trust pays a bill
which you are legally obligated to pay, the
payment of the bill is considered to be
income taxable to you.
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Fiduciaries
One of the main decisions to be made in any estate plan is the selection of the persons
who will handle different aspects of your plan. Each of these people are “your substitute.”
You want them to handle things as you would. Each of these positions is a position of trust.
In fact, the term “fiduciary” means a person in a position of trust. As we discuss, keep in
mind that you trust each of the fiduciaries you select with something very important to you.
As you review their duties and responsibilities, the person you select should have the
capabilities to carry out these duties. He/she will have significant responsibilities as well
as receiving the brunt of any discontent in your family.

Executor
Your executor handles the administration
of your probate estate.
The
administration of your estate is like
closing out the business of your life. This
position has a business, organizational,
and administrative component and a
personal component. First, your Executor
collects your assets, pays your debts and
distributes your property to your heirs.
Second, if your estate includes illiquid
assets which are needed to pay estate
taxes and/or in order to make distributions
as required by your Will, then your
Executor must sell those assets. If your
estate includes a business, your Executor
must wind the business up and, if it can
be sold, sell the business. Third, if your
estate is taxable, then your Executor must
obtain values on all the property, file an
estate tax return and work with the IRS on
any issues which may arise from a review
of the return. Fourth, your Executor
handles the distribution or disposition of
your personal effects and assists your
family during this transitional time. Open
communication and sensitivity to the
interpersonal dynamics can make the
difference between a family whose bonds
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remain intact and one whose bonds are
irrevocably broken.
The administrative or organizational
component is the one that comes to mind
when you think of administering an estate.
This aspect is the most extensive
responsibility. Any money which is owed
to you must be collected. Any debts you
owe must be paid. Any reports to be filed
must be filed. An estate tax return must
be filed with the IRS if your estate
exceeds the taxable level. The estate tax
exemption is $10 million adjusted
annually for inflation after 2010. The
exemption in 2022 is $12.06 million. In
addition, if the estate is under $12.06
million but you want to elect to have your
unused exemption available to your
surviving spouse then you must file a
return to make that election. In reporting
this information, all of your property must
...your Executor collects your assets,
pays your debts and distributes your
property to your heirs.
be valued. After collecting all of your
assets, your Executor will distribute the
assets as you direct in your Will. The
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position requires more organizational and
administrative skills than financial
management skills since the assets that
are collected are used to pay expenses
and taxes and then distributed.
Administration of an estate is not intended
to be an extended process. However, if a
tax return is required, the process usually
takes at least two to three years. If you
have a business, the Executor will need to
handle the dissolution or sale of the
business. If you are not survived by a
spouse, your Executor will arrange for the
sale of your home. Your Executor may
need to sell other assets to pay your
debts and the expenses of administration.
When you are considering someone for
this position, you should consider their
ability to handle the organizational and
administrative demands.
A frequently overlooked aspect of the
Executor’s duties are the personal ones.
Your Executor arranges for the
distribution (or disposition) of your
personal items in your home. In selecting
Your Executor arranges for the
distribution (or disposition) of your
personal items in your home.
an Executor, this personal side of the
administration of your estate should also
be considered. Your Executor will go
through your personal items and distribute
them to the persons you desire, sell them
or give them away.
In addition to these tangible tasks, your
...your executor acts as an
ambassador...a counselor...
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Executor acts as an ambassador (for
you), a mediator (among your family
members or heirs), and a counselor of
sorts (to your family members). Your
Executor assists your family in the
transition. This time is a difficult one.
Something has occurred which your
family did not want and over which they
had no control. Their emotions may be
expressed directly and openly. They may
be repressed or kept to themselves. In
any case, emotions may get focused on
aspects of the administration of your
estate. Lack of knowledge and lack of
control cause problems. Your family’s
grief and frustration may get played out in
the division of your personal effects or it
may be focused on the Executor and his
actions in handling your estate. Problems
can be minimized if your Executor
provides your family with full information
concerning the administration of your
estate. Efficiency, organization, patience,
and diplomacy are all important
characteristics in this position.

Trustee
The position of Trustee also has two
sides, financial and personal. The
Trustees responsibilities are to
administrative (maintain books and
records, file tax returns, etc.), invest and
manage the assets of the trust and carry
out the distributions from the trust as
provided in the trust instrument. The
Trustee manages and invests your
property. The type of skills which are
helpful depend on the type of property
you own.
The management of
Efficiency, organization, patience
and diplomacy are all important
characteristics for the Executor.
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commercial real estate uses different
skills than the management of marketable
securities. Generally the type of assets
which are held in a trust are marketable
securities and bonds. Investments in real
estate are less common. When real
estate is held in a trust, it is frequently one
of the assets initially transferred to the
trust. In the past, Texas law allowed a
Trustee to retain any asset which is
transferred to the trust (even though the
investment would not normally be
considered a “prudent” investment);
however, Texas law now requires the
Trustee to diversify investments. If you
desire that an asset be retained, such as
a vacation home, a business or a
particular stock, you must authorize the
Trustee to retain that asset, otherwise the
asset may need to be sold in order to
diversify the investments in the trust.
However, it is best not to prohibit an asset
from being sold, since the Trustee would
not be able to address changes in the
asset, the beneficiaries’ situations, and
the world.
The other aspect of the Trustee's
responsibility is the Trustee’s relationship
with the beneficiaries. This role includes
the decision on what distributions to make
to the beneficiaries of the income and/or
principal of the trust. Your Will includes
provisions for the distribution of the funds
held in the trust. These provisions are the
In administrating the trust the
Trustee determines when
distributions should be made, how
The decision becomes more difficult
much they should be and for what
and "loaded," if you will, if the
purpose.
remainder beneficiaries are either not
related to the income beneficiary or
estranged from the income
beneficiary.
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instructions to the Trustee. Generally in a
Family Trust or trusts created for your
children, the trust provides that the assets
in the trust may be distributed to the
beneficiaries for their "health, education,
support and maintenance." The courts
have held that distributions for these
items are ones that can be determined,
and thus, the language is referred to as
an "ascertainable standard." If you add
the word "comfort," the courts have held
that they cannot determine what would be
appropriate for someone's comfort, so a
distribution cannot be enforced or
prohibited under that standard.
Sometimes the Trustee is directed to
consider the beneficiary's other resources
in making distributions. In administering
the trust, the Trustee determines when
distributions should be made, how much
they should be and for what purpose.
Another important aspect of the role of the
Trustee is the Trustee’s relationship with
the beneficiaries. Ideally, the Trustee and
the beneficiaries have a relationship of
mutual respect and they have the ability
to communicate openly. The relationship
and communication between the
beneficiaries will affect the impact of the
trust on the beneficiaries. If the trust is for
the benefit of your spouse and your
spouse is not the Trustee of the trust,
then his/her comfort level with regard to
his/her continued care is significantly
affected by the relationship with the
Trustee. If the trust is for the benefit of
your children, the relationship with the
Trustee impacts the way the distributions
are made, the beneficiaries’ input on the
distributions and the information provided
the beneficiaries, to name a few areas.
These factors can make a difference
between a trust which facilitates a child’s
development or hinders it.
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Having given you an overview of the
areas of responsibility for a Trustee, let's
look at the impact and importance of
these decisions.
In particular the
decisions on investments and
distributions.
As you consider the
following situations, also consider the
impact of the relationship between the
Trustee and the beneficiaries. Usually,
there is one beneficiary (or set of
beneficiaries) that are the current
beneficiaries (the "income beneficiaries").
There is another set of beneficiaries that
receive the property later, frequently after
the income beneficiaries die (the
"remainder beneficiaries"). The decisions
your Trustee makes significantly affect
both sets of beneficiaries. Let's assume
that the income beneficiaries can only
receive income. The investments the
Trustee makes will impact the amount of
income. Does the Trustee invest in bonds
or growth stocks? Now let's assume the
Trustee has the power to distribute
principal as well as income. In this
situation, the type of investments held in
the trust will not significantly affect the
amount which can be distributed.
Regardless of the investments, the
decisions regarding to whom distributions
are made and how much the distributions
are, do affect both the income
beneficiaries and the remainder
beneficiaries.
When the Trustee is considering the
distributions to be made from the trust,
who is the Trustee to protect? The
Trustee is to protect and consider both
sets of beneficiaries. Texas law requires
that the Trustee act impartially. If you
want one set of beneficiaries to be given
priority (e.g. spouse over children,
children over grandchildren), you must
00125095 2 /font=8

state that in the trust document. The
decision to distribute to the income
beneficiaries or not and for what purposes
is important. The decision becomes more
difficult and "loaded," if you will, if the
remainder beneficiaries are either not
related to the income beneficiary or
estranged from the income beneficiary.
Consider the situation in which the
income beneficiary is a second spouse
and the remainder beneficiaries are
children of the first marriage. A number of
factors affect the amount the children will
inherit. First, the investments made by
the Trustee. Second, whether principal of
the trust can be distributed to the second
spouse. Third, whether the distributions
are for support only. Fourth, whether the
Trustee is to consider the spouse's other
resources.
The Trustee's position is not an enviable
one, but it is very important. Your Trustee
must be able to manage and invest the
funds in a prudent manner which
considers the needs of the beneficiaries,
both income and remainder. You would
like your Trustee to make the same kind
His/her support is interpreted
according to your spouse's lifestyle,
so support can be a fairly extravagant
lifestyle if that is the manner in which
he/she lived during your lifetime.
of distributions you would, if you were
there. The trust should provide the
Trustee with guidance in making these
distributions.
However, there is
considerable room for the Trustee to
exercise his discretion and to consider the
changing circumstances. You want this
flexibility in the trust. For example, let's
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consider the meaning of the word
"education." Clearly, tuition for college for
a highly motivated student would be
included. What about room and board?
What about spending money? What
about a car? What kind of car? What if
the beneficiary is making C's or worse?
What if the beneficiary drops half his
classes each semester?
In many situations, the beneficiary will
also be named as the Trustee. Is this a
good idea or a bad idea?
If the
beneficiary is the Trustee, the trust does
not protect the beneficiary from his/her
own poor investments and/or indiscretion
in making distributions to himself/herself.
If a beneficiary is the Trustee, is his ability
to use the money for his own purposes
unrestricted? A resounding "NO." You
may have heard that a trust does not
restrict your spouse's use of the funds for
his/her support.
The key here is
"support." His/her support is interpreted
according to your spouse's lifestyle. So
support can be a fairly extravagant
lifestyle, if that is the manner in which
he/she lived during your lifetime. Even
this distribution must be qualified in that
the trust must have sufficient resources to
provide for this lifestyle.
Although your spouse is the Trustee and
the beneficiary, he/she cannot use the
funds indiscriminately. He/she cannot
distribute the funds to persons who are
not beneficiaries of the trust. He/she
cannot give the property away. He/she
cannot use the funds for expenses which
are beyond his/her lifestyle. If your
spouse bought a new Honda every three
years during your lifetime, he/she can
continue to do so. However, your spouse
cannot now begin buying a new Rolls
Royce every year.
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If your spouse is the Trustee, who is
going to stop him/her from making
unauthorized distributions?
Good
question. First, if you think your spouse
The Trust Committee can provide the
beneficiary with a method of changing
a Trustee who is not providing the
level of service and performance
desired.
will distribute funds indiscriminately to
herself or use the funds for other
unauthorized purposes, do not appoint
your spouse as Trustee. Second, if you
do want your spouse to be able to spend
the funds in this manner, provide for that
in the trust.
Third, someone can
complain. The remainder beneficiaries
can sue your spouse if he/she uses the
trust funds for purposes that are not
authorized by the trust. You want to avoid
this situation.
<

Do not name an individual Trustee
unless he/she can handle the
duties set out above.

What about a corporate Trustee - a bank
or a trust company? Horror stories
abound. The widow who couldn't receive
any money. The poor investments made.
I’ve heard them too. And then I started
hearing them about individual Trustees as
well. Don't name an individual because
you don't want a corporate Trustee.
Name an individual as Trustee because
... the Trust Committee can include
family, friends, advisors or colleagues
who will provide a "human input" to
the decisions made by the corporate
trustee.
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they can best handle the job. If you don't
know an individual, then consider a
corporate Trustee. Always give the
beneficiaries or a trusted group of
individuals (a trust committee) the power
to remove the corporate Trustee and
replace it with a new one. This method
works well as a check and also enables
the beneficiaries to request that the trust
committee assist them in removing and
replacing the corporate trustee when the
corporate trustee's performance is not up
to their standards.
What about the fees a corporate Trustee
charges? Handling a trust both in terms
of managing the investments, keeping
proper records, filing the necessary
returns and diligently considering the
needs of the beneficiaries takes time. I
strongly recommend paying the Trustee
for handling these types of
responsibilities. Any exceptions to paying
a Trustee? First, if the Trustee (and his
family) are the sole beneficiaries,
payment is not necessary since the
Trustee is basically handling his own
affairs. Second, a fee is frequently not
paid when the trust assets are relatively
small (in relation to the needs of the
beneficiaries) and a close family member
is serving as Trustee. However, I would
still consider paying the Trustee at least a
nominal amount.
Having said that. How much to pay?
Corporate Trustee fees are a good guide.
For this reason, I do not consider the fees
of the corporate Trustee to be a
significant factor. If you feel your situation
does not warrant their fee, negotiate a
different fee.
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Trust Committee
In selecting a Trustee you may want to
provide a mechanism to check the
Trustee's performance and to take action
if the performance is not as anticipated.
The Trustee whose performance is being
monitored may be a corporate Trustee or
may be an individual.
The Trust
Committee is generally given only the
power to remove and replace a Trustee
and to name a Trustee if all of the
Trustees named in the document are
unable to serve. The Trust Committee
generally has no duty to monitor the
actions of the Trustee. The members of
the Trust Committee are fiduciaries, thus
it is important to limit any obligations that
they have. However, the Trust Committee
can provide the beneficiary with a method
of changing a Trustee who is not
providing the level of service and
performance desired.
The Trust Committee can have other
responsibilities. For example, the Trust
Committee may be a group of advisors
with whom the Trustee is required to meet
periodically. The Trust Committee may
consist of members who are income
beneficiaries and others who are
remainder beneficiaries so that the
interests of all beneficiaries can be
discussed. In the latter situation, the
Trust Committee can provide a vehicle to
ensure that communication among all
beneficiaries remains open.
For an elderly individual who establishes
a revocable living trust during his/her
lifetime, the Trust Committee can include
family, friends, advisors or colleagues
who will provide a "human input" to the
decisions made by the corporate trustee.
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The same situation occurs if the trust is
set up for a surviving spouse, particularly
when the couple has no children. The
uses of the committee can be as diverse
as the individuals who create trusts.

Guardians
Most people are aware of the
responsibility of a guardian. The guardian
is the person who raises your children
should both you and your spouse die.
The decision of who should act as
Guardian is a difficult one. In some
The guardian should be a person who
has your value system and would
raise your children as you would.
situations it is so difficult that the couple
fails to make a Will because they either
don't know a guardian or cannot agree on
a guardian. [A Will with no guardian
appointed is far better than no Will - but
you knew that, didn’t you.] The guardian
should be a person who has your value
system and would raise your children as
you would.

assets for their own expenses. However
just as frequently, the concern is the
Trustee/Guardian’s reluctance to use any
of the trust assets. The failure to use any
of the trust assets can cause resentment.
In the former case, do not name them as
Trustee. In the latter situation, discuss
this aspect with the guardian.

Quality of Life Committee?
I have used a Quality of Life Committee
for a few clients. This Committee is one
that is included in a Revocable Trust, the
purpose of which is to manage your
property during your lifetime and
disability. If you have no family or are
estranged from your family, you likely will
name a corporate trustee to manage the
assets in the trust. However, to ensure a
personal relationship with the person
making the decisions, you may want to
establish a committee with trusted friends
who can direct that distributions be made
for your benefit to maintain the quality of
your life.

Other factors are important. Consider the
relationship of your child to the potential
guardian.
Consider also the
geographical proximity of the guardian to
you. Proximity is less important with
younger children and more important with
school age children.
Another question which is frequently
asked is whether the guardian and the
Trustee should be the same person.
They can be. The risk in naming the
guardian as Trustee may be that the
Trustee/Guardian may use the trust
00125095 2 /font=8
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Ownership Of Property
Beneficiary Designations
and Other Non-Testamentary Transfers
A lengthy title. Perhaps this section is better described as "The best laid plans of mice and
men oft go astray." Property which passes as you provide in your Will, is property in which
you have an ownership interest which you did not dispose of by contract during your
lifetime. That sounds like you entered into an agreement with someone and agreed to give
them your property on your death. Possible, but not probable. Also that type of contract
is not the contract disposition with which I am concerned.

More likely you entered into an
agreement with someone holding your
property and they agreed to distribute
your property to someone else on your
death. The most common example is a
life insurance policy. When you purchase
a life insurance policy you name a person
as the beneficiary of the policy. The
beneficiary is the person who will receive
the proceeds on your death. Another
increasingly common contractual
disposition are bank and brokerage
accounts which are held as joint tenants
with right of survivorship.
These contractual dispositions can sneak
up on you and are even insidious. Let's
assume that you and your spouse have
property valued at $3 million. You each
have children of a prior marriage. Your
estate consists of a home with a net value
of $500,000 and $2.5 million in
marketable securities. You go to an
attorney and set up an estate plan. You
and your spouse each provide that a trust
is created in your Will so that your spouse
will have the use of your half of the
property for his/her lifetime and upon your
spouse’s death, the property will be
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distributed to your children. You have
taken the steps necessary to preserve
your share of the property for your
children. But your brokerage account is
held in your name and your spouse's
name as joint tenants with right of
survivorship. Any problems? Yes, all of
the property in the brokerage account will
automatically be distributed to the
survivor upon your death.
The
distribution of your brokerage account will
not be governed by your Will. You
Your brokerage account...joint tenants
with right of survivorship....brokerage
company agreed to distribute all of the
property to the survivor upon either of
your deaths....survivorship feature
could result in your children inheriting
$500,000 rather than $1.5 million.

entered into a contract with the brokerage
company in which the brokerage
company agreed to distribute all of the
property to the survivor upon either of
your deaths. The result of this structure
is that none of the brokerage accounts
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pass under your Will to a trust for your
spouse or children. For example, if you
and your spouse have a joint tenant with
right of survivorship account, all of the
brokerage accounts (and the income and
appreciation on the brokerage accounts)
will pass to your spouse and will then
pass under his/her Will. Since your
spouse’s Will controls the distribution of
the property on his/her death, if your
spouse’s Will gives all of his/her share of
the property to his/her children, the
inheritance for your children could be
dramatically reduced. For this reason the
survivorship feature would result in your
children receiving only $500,000 rather
than $1.5 million.
When you realize how incredibly
disadvantageous the survivorship
accounts are, you may begin to wonder
why they are so common. I certainly
have. The box on an account application
form indicating a survivorship account is
to be created is frequently automatically
checked by the bank or brokerage
personnel when a joint account is open.
I have never had a bank or brokerage
company explain to the customer the
impact of the survivorship designation.
Always check the style on
your bank accounts. You
may have a survivorship
account and not realize it.
A joint account is not automatically
deemed to be a survivorship account;
however, to be certain that the
survivorship feature is not in place, have
your accounts held as “tenants-incommon”.

2% of the people dying had an estate
over $600,000, the exemption in effect at
that time. In 2013, less than 2/10th of 1%
of the population had an estate in excess
of $5 million. With these percentages it is
clear that very few people are impacted
by the tax consequences of the
survivorship account. What about the
transfer of all of one’s wealth to a second
spouse and not to children? With a
divorce rate over 50%, this could become
a major issue. One would think that this
aspect of the accounts will cause the
financial institutions to be a little more
cautious in "checking the box", but that
has not been true up to this time.
Life insurance is also paid to the
beneficiary. The main difference with life
insurance is that most people are aware
of that fact. Deciding who to name as the
beneficiary on your insurance is generally
a part of your planning. However, clients
have told me who the beneficiary of their
accounts was one person but upon a
review of the beneficiary designation, they
had not remembered correctly or had only
updated the beneficiary on some of their
accounts. Another error is that the
individual has named a primary
beneficiary but has failed to name a
contingent or secondary beneficiary.
Retirement plans are also distributed
according to a beneficiary designation.
Since a number of factors impact
retirement plans, retirement plans have
their own chapter in this booklet. I refer
you to the chapter titled “Retirement
Plans” for a discussion of the
considerations in naming a beneficiary on
your retirement plan.

In most cases, taxes are not an issue.
For example, even as early as 1989 only
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Another asset which is frequently owned
and is governed by a beneficiary
designation is a deferred annuity.
Annuities come in a number of forms, but
generally an annuity has an owner and an
annuitant. The “beneficiary” receives any
benefits remaining after the annuitant’s
death.
Annuity payments under a
deferred annuity are not immediately
payable to the annuitant, but are deferred
until a specified date, such as when the
annuitant reaches the age of 65. The
annuity does not pass under your Will. In
addition, only an individual can be the
beneficiary/annuitant. If you transfer the
In summary, do not have any assets
other than your household checking
account held in a “joint tenant” or in a
survivorship account.
annuity to the trust, you will be changing
the owner. A change of ownership will
trigger all deferred income in the annuity.
Annuities require special planning. In
general, an annuity can be a beneficial
investment or retirement vehicle for an
individual of limited means (or who is very
concerned with asset protection).
However, an annuity is not a good wealth
transfer vehicle.
In summary, do not have any assets other
than your household checking account
held in a joint tenant or in a survivorship
account unless it is your intent to give the
property to the survivor outright. Check
all of your beneficiary designations to
coordinate them with your overall plan.
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Executor’s Letter
I began recommending to my clients that
they write a letter to their Executor to
provide information about their assets
and their desires concerning the
distribution or division of their personal
effects.

<

Second, burial instructions.
Sometimes people include burial
instructions in their Will, but
frequently the Will is not read until
after someone is buried. Certain
decisions, such as cremation, may
only be made by a family member
or an agent appointed in a
separate document. However, the
family members welcome any
guidance you can give them
concerning your desires - it is
helpful, comforting, and minimizes
the inevitable stress.

<

Third, location of Will, and, if it is in
the safe deposit box, where the
key is kept.

The more I work with families, both those
who have written letters to their Executors
and those who have not, I have begun to
realize that the letter can be used in many
ways. I urge you to consider writing a
letter to your Executor as a part of your
estate plan.
Let me highlight some of the things I
recommend including in your letter to your
Executor that clients have included, or
that clients would have liked to have had
included in the Executor’s letter.
<

First, a statement of the purpose
of the letter. The letter is a
communication of instruction,
preferences, feelings, but not a
binding document that is required
to be followed. For example:
I am writing you this letter as a
letter of guidance and of my
preferences. I intend for it to be
helpful in handling matters
which may arise on my death
and for it to be followed when it
is useful and disregarded when
it isn’t. I have tried to think of
what you would need to know
and what I’d like to do to help
you if I were there.

[Administrative] GUIDE.02.00067287

Sometimes handling matters after a
person’s death requires more
detective talent than organizational
skills.
<

Fourth, a list of your assets or
where such list can be located.
Sometimes handling matters after
a person’s death requires more
detective talent than organizational
skills. The individual may have
been disorganized, but it may also
be that the person was very
private about personal and/or
financial matters. The process
may begin with trying to find the
Will and include scouring the mail
and tax returns to figure out what
assets he or she owned.
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A list of liabilities can be helpful in
some situations as well.
<

Fifth, names of advisers, including
accountants, financial advisers,
brokers, life insurance agents,
attorneys, secretary, business
associates or friends.

This general advice can include very
specific information concerning the sale
of the residence, other real estate or
other property, particularly any property
whose sale might be “timing sensitive” or
which must be sold since it is not divisible
between the family members or is needed
to pay estate taxes. For example:

Some of these advisers may be able to
provide information or guidance in a
particular area such as the sale or
management of a business.
For
example:
As you know, I have discussed
my business with Joe Lee and
he has been my mentor for
several years. His knowledge,
experience, business judgment
and intuition have been
invaluable to me. I recommend
consulting Joe concerning the
best manner of positioning my
business for a possible sale and
the efficient management of the
business in the interim.
<

Sixth, general advice concerning
the administration or management
of property in the estate.

Visualize yourself talking with your
family ... after your death. What would
you like to say ... to assist them, to
guide them, to comfort them?
A helpful way to formulate your thoughts
is to visualize yourself talking with your
family, assisting them after your death.
What would you like to say to them - to
assist them, to guide them, to comfort
them?
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The real estate I own south of
town I purchased for an
investment and intended to sell
when the lake was competed. I
had intended to hold the
property until the year 2000
watching the development in
the area.
If the property
reaches a value of $5,000 per
acre, I intended to sell it. Of
course, I would consult Sam
and others knowledgeable in
the area to see if that plan is
still feasible.
<

Seventh, express your desires
concerning the disposition of
personal effects.

The division of household furniture,
furnishings, jewelry and other personal
effects can cause more dissension than
the division of money. Although, the
conflict may be over who gets “more,”
usually it arises over “sentimental value”.
Sentimental value being the feeling that
you, Mom/Dad, want a particular child to
have a certain item, or that a certain item
I would like both of my children to
have the opportunity to go to college
and graduate school, and to have the
tuition at the college of their choice
paid for.
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“means more” to one child than another
(and there is rarely agreement over to
whom it means more). Everything can
“mean” a lot to one child, but does that
mean another child doesn’t get anything?
Designating certain items to go to certain
people, or even addressing the possibility
of conflict can significantly reduce the
likelihood of conflict. I’ll mention a few
ideas:
<

List specific items you would like to
go to certain people.

<

List general items/categories (and
“everything else”) which you do not
mind if they sell or throw away.

<

Specify a method of dividing the
personal property, such as:
C

Have all items appraised
informally;

C

Have each person draw a
number;

C

Round one:
Person drawing number “1”
selects an item, then
person drawing number “2”
selects an item, and so on;

C

Round two:
Person having drawn
number “2” begins the
selection process;

C

A person who has selected
a n
i t e m
o f
disproportionately large
value is skipped in a
selection process round
until the values of property
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chosen by all are relatively
equal.
Express your desire that your children
agree. You can be specific about
handling a conflict or leave it general.
The division of household furniture,
furnishings, jewelry and other personal
effects can cause more dissension
than the division of money.

<

Finally,
communicate
desires in handling a trust.

your

For a couple with minor children, this may
include thoughts concerning distributions
to your children for education and
thereafter. For example, do you want all
expenses including living and
entertainment expenses paid from the
trust? Any feelings about type of college?
Or its tuition expense? Requirements to
maintain a certain grade? Graduate
school?
Extended undergraduate
studies? A car? And, after they’ve
graduated, do you want them to receive
all the income unless there’s an
unforeseen situation which would indicate
otherwise?
Do you favor principal
distributions for a house, to start a
business, living expenses?
An example of what someone with small
children and a modest estate might say in
a letter to his or her Executor:
I want to tread a line between
providing my children with
everything, which I feel can be
a disincentive to their working,
and not giving them the
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opportunity to pursue their
educations and careers to the
fullest. I would like both of my
children to have the opportunity
to go to college and graduate
school, and to have the tuition
at the college of their choice
paid for. I would also like to
provide my children, at least
during undergraduate work,
with payment of all expenses
necessary for their subsistence.
However, I do not want to
support a high standard of living
while they are in college
because I feel this may have
two effects; first, to develop
unreal expectations concerning
the position they will be in when
they first graduate from college,
and secondly, I would rather
they be focused more on school
and less on the social aspects.
If they would like to have extra
money for nicer clothes, more
entertainment, and they obtain
a part-time job for that purpose,
they should not be penalized in
any way for doing so. One
thing about which I am not sure
at this time is the extent to
which I am willing to provide for
an education which a child is
not interested in pursuing. For
example, if a child is doing
marginally, and it appears that
the sole purpose for that child
staying in school is to obtain the
support, I am not interested in
funding that pursuit or lack of
pursuit.
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An example of what someone with adult
children might say in a letter to his or her
Executor:
My primary objective was to
educate each of you and to
assist you in buying a home.
My original intent was to spend
the rest. However, with a little
late-coming maturity and
prudence on my part, I have
b e e n a ble t o a c t u a lly
accumulate some property to
leave to y’all. My hope is that
you will gain that maturity and
prudence earlier than I did and
will keep this money as the
beginning of your own nest egg.
As I’ve told you, I left each of
you a share in a trust, with each
of you as the Trustee of your
own trust. I want each of you
to be able to invest the assets
in your trust as you decide.
The funds are always available
to you if you need them, but I
hope you will save these funds
as your own nest egg for your
retirement. I intend for the
funds to be for your security. I
know some of you have the
feeling of “Why have money if
you don’t use it to enjoy life
more?” and, to an extent I
agree. I only ask that you defer
that use for a while as I think
your judgment of the type of
use which will enhance your life
may change over time. I want
you to develop a strength and
talent with which you can not
only support yourself, but which
also gives you a sense of
satisfaction and self worth.
Page 4 Chapter 10

Sometimes, we only gain that in
our struggle to “make a living.”
I love and trust you. I’ve seen
your life “in process” and feel
confident that each of you is
mastering that process called
life.
I hope these suggestions can be helpful
to you in preparing your letter to your
Executor. Until next time...

[Administrative] GUIDE.02.00067287
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Transfer Taxes: An Overview
Transfer taxes are taxes which are imposed when property is transferred to another
person. The transfer can be during life (a gift) or on death (a bequest). The transfer taxes
with which most of us are familiar are the gift tax and the estate tax. The gift tax is a tax
which is imposed when we give another person property during our lifetime. The estate tax
is a tax which is imposed when we give (bequeath) a person property upon our death.
Another type of transfer tax is the generation skipping tax. The generation skipping tax is
a tax which is imposed when we make a transfer to a person who is more than one
generation below us, e.g. our grandchildren. The generation skipping tax is imposed on
transfers during life or upon our death. The generation skipping tax is a tax in addition to
any gift or estate tax imposed on the transfer. A gift (or bequest) to a person two or more
generations below us is subject to a double transfer tax, either the gift or estate tax and the
generation skipping tax.

Estate and Gift Tax Law
Estate Taxes
All individuals have an exemption of $10
million from gift and estate taxes. The
$10 million is adjusted annually for
inflation beginning in 2011. The 2017 Tax
Act doubled the exemption from $5 million
to $10 million. The 2017 Tax Act is set to
expire in 2026 and at that time the
exemption will drop back to the $5 million
amount adjusted for inflation.
The exemption in 2022 is $12.06 million.
This exemption can be used during
lifetime or on death. The tax for all
transfers over the exempt amount is 40%.
If the exemption is used for a lifetime gift,
only the remaining amount can be used
for a bequest on death. For example, if a
gift of $2 million is made during life, in
2022 the exemption remaining that can be
used on death is $10.06 million ($12.06
million less $2 million gift made during
lifetime).
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The estate tax law also provides that if a
married person dies and does not fully
utilize their estate and gift tax exemption,
by filing a return and making an election,
the deceased spouse's unused exemption
passes to the surviving spouse and can
be used by the surviving spouse during
his/her lifetime or upon his/her death.
For example, let's assume a couple has
an estate of $14 million, all community. If
the husband died in 2022 when the
exemption was $12.06 million, and if the
husband gave all of his half of the
community ($7 million) to the survivor,
then he has not used any of his $12.06
million exemption since any property
given to a spouse is not subject to tax and
thus does not use his exemption. No
estate tax return is required to be filed but
if a return is not filed, then the husband's
unused exemption is lost. If an estate tax
return is filed for the deceased husband's
estate, then the surviving wife will have an
exemption of $24.12 million (her
husband's $12.06 million plus her $12.06
million). If the $14 million in assets
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increased in value to $18 million by the
time of the wife's death, there is no tax
since she has a $24.12 million exemption
from estate tax (assuming she does not
remarry and her second husband
predeceases her). If no return had been
filed on the husband's death, a tax would
have been owed on the wife's death of
40% of the amount by which her estate
exceeded the exemption at the time of her
death. If the exemption had increased to
$13 million, she would have $5 million
subject to tax and a tax of $2 million
would be owed on her death. For more
information see the chapter on Portability.
Gift Taxes
Exclusions from Tax
Two types of gifts are excluded from gift
tax. The most commonly used exclusion
is the $16,000 annual exclusion. Each
person can give up to $16,000 annually to
any person. There is no limit to the
number of people to whom $16,000
annual exclusion gifts may be given.
There is no limit to the number of years in
which $16,000 annual exclusion gifts can
be given. For example, if you have three
children and seven grandchildren, you
can give $16,000 to each of these
individuals each year, for a total tax free
gift of $160,000 per year. These gifts will
not be subject to gift tax. You can
continue this each year. In twenty years
you will have given away $3 million tax
free (plus the return on the amounts
given).
In order to qualify for the annual exclusion
from gift tax, the individual must have a
"present interest" in the property. For
example, if I give my son $16,000 per
year but state that he cannot touch the
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property for five years, my son does not
have the present right to use the money
and the gift will not qualify for the annual
exclusion from gift tax. Generally, trusts
do impose restrictions on the use of
property transferred to the trust. In order
to have a gift to a trust qualify for the
annual exclusion from gift tax, frequently
the beneficiary is given the right to
withdraw the amount of the contribution
from the trust for a period of time, usually
30 days. After the 30 day period, the
beneficiary's right to withdraw the property
from the trust lapses and the property
cannot be withdrawn after that time. In
the 1980s a trust with these withdrawal
powers was created by an individual for
the benefit of his minor children. The IRS
challenged the availability of the annual
exclusion for gifts in trust to minor
children. The IRS lost this case. The
name of the individual who created the
trusts that the IRS challenged was
Crummey, and thus these trusts are
frequently referred to as "Crummey
Trusts." (See Chapter 7 - Gifts; Chapter
13 - Trusts)
Beginning in 1999 the annual exclusion
was indexed for inflation occurring after
January 1, 1998. No adjustment is made
until the inflation adjustment results in an
increase in the exclusion of $1,000. The
annual exclusion will be rounded to the
next lower $1,000. The first adjustment
occurred in 2002 to increase the annual
exclusion to $11,000 and the next
adjustment occurred in 2006 to increase
the annual exclusion to $12,000, in 2009
the annual exclusion was increased to
$13,000, in 2014 the annual exclusion
was increased to $14,000 and in 2018 the
annual exclusion was increased to
$15,000 and in 2022 the annual exclusion
was increased to $16,000.
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A lesser known exclusion is an exclusion
for payments made for tuition and medical
expenses. Each person can give an
unlimited amount for tuition and medical
expenses. In order to qualify for this
exclusion, the payment must be made
directly to the educational institution or
directly to the medical provider.
Neither making annual exclusion gifts nor
making direct gifts for tuition and medical
expenses reduces the $10 million
exemption (adjusted for inflation to $12.06
million in 2022) from tax discussed above.

Deductions in Computing Tax
To Spouse
If your spouse is a U.S. citizen, you can
give your spouse an unlimited amount tax
free. A gift to your spouse is deductible in
determining the tax you owe on a gift or
on a bequest. This deduction is called the
marital deduction. Any outright gift or
transfer to a spouse qualifies for the
marital deduction. The property will be
included in your spouse's taxable estate
and will be subject to tax when your
spouse dies.
If the gift is made in a trust, the trust must
meet certain requirements in order to
qualify for the marital deduction. One of
the requirements is that the trust must be
included in your spouse's taxable estate
upon his/her death. The most common
type of trust is one from which all of the
income is distributed to your spouse each
year for his/her lifetime. You cannot place
any conditions on the receipt of this
income. For example, you cannot include
a provision that the income is not
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distributed to your spouse in the event
that he/she remarries.
There are two types of marital income
trusts. If you give your spouse the power
to give the trust property to anyone
he/she wants on his/her death, the trust is
a power of appointment trust. If you want
to designate who receives the property on
your spouse's death, the trust is a
qualified terminable interest property
(QTIP) trust. If you give property to your
spouse during your lifetime, you are not
required to file a gift tax return, unless the
property is given to your spouse in a QTIP
trust. If you give your spouse property in
a QTIP trust, you must file a gift tax
return and elect that this trust be treated
as a QTIP trust. If the election is not
made, the transfer is a taxable gift now,
but is not included in your spouse's
estate.
To Charity
Gifts to qualified charities also are
deductible in determining the transfer tax
which is owed. There is no restriction on
the deductibility of gifts to qualified
charities for transfer tax purposes as
there are for income tax purposes.

Generation Skipping Tax
The generation skipping tax is a tax which
is imposed on transfers to individuals two
or more generations below the transferor.
The tax is in addition to the estate tax and
the gift tax. The generation skipping tax
is a flat tax at the highest estate tax level
of 40%. This tax was designed to prevent
wealthy individuals from avoiding the
imposition of the estate tax at each
generational level by the use of trusts.
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Using a simplified example of the
technique used by wealthy families
illustrates the structure and purpose of the
tax. Let's assume an individual had
accumulated an estate of $100 million, a
40% estate tax rate, no exemption from
tax, and no appreciation in the property.
If he left his entire estate to his children,
his children would inherit $60 million.
When the children left the property to their
children, the grandchildren of the wealthy
individual, the grandchildren would inherit
$36 million. When the grandchildren left
the property to their children (the great
grandchildren of the wealthy individual)
the great grandchildren would inherit
$21.6 million. This family lost $78.4
million to the estate taxes imposed on the
transfer to the successive generations.
In order to avoid the repeated imposition
and payment of the estate tax, the
wealthy individual frequently would leave
all of his property in a trust. The estate
tax of $40 million would be imposed when
the property was transferred to the trust,
leaving $60 million in trust. The trust
would then provide that the income and
the principal from the trust could be
distributed to his children, grandchildren
and great grandchildren. The tax which
would have been owed when the child
and the grandchildren died would be
entirely avoided. This type of trust is
frequently referred to as a “Dynasty
Trust.”
To prevent the use of this type of trust to
avoid the imposition of the estate tax at
each generational level, Congress passed
the generation skipping tax. The tax is
imposed whenever a transfer is made to
a person two or more generations below
the transferor (a "skip person"). The tax
is imposed when the transfer is made
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outright to the skip person or when a
distribution is made from a trust to a skip
person. For example, let's assume again
an estate tax rate of 40%. Let's also
assume that an individual who is in the
top estate tax bracket with no exemptions
or exclusions available made a bequest of
$1 million to his/her grandchild. An estate
tax of 40% would be owed, leaving a
bequest of $600,000.
Then the
generation skipping tax of 40% would be
owed, leaving a net bequest of $428,571
to the grandchild.
The generation
skipping tax is lower on a transfer directly
to a grandchild since there is no tax
imposed on the tax (i.e. on the estate tax,
the tax is imposed on the full $1 million,
but the generation skipping tax is only
imposed on what the grandchild actually
receives which is $428,571. 40% of
$428,571.40 is $171,428.60 which when
added to $428,571, is $600,000).
If a wealthy individual left property in a
trust as discussed above, each time a
distribution is made to a grandchild or
great grandchild, the tax is imposed. For
example, during a time when the
generation skipping tax rate is 40%, if a
distribution is made to a grandchild of
$10,000, $4,000 would be paid in
payment of the generation skipping tax.
Exemptions
Each person has an exemption from the
generation skipping tax. The generation
skipping tax exemption is the same as the
estate tax exemption. ($10 million
adjusted for inflation, or $12.06 million in
2022). If the exemption is allocated to a
trust which has assets in excess of the
available generation skipping tax
exemption, then the trust will be partially
exempt and partially non-exempt. Each
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distribution from the trust to a skip person
will be subject to the generation skipping
tax in that proportion. Let's assume that
the trust has $24.12 million in assets.
The grantor allocates $12.06 million
generation skipping exemption to the
trust. If the trust was held as a single
trust, then one-half of each distribution
would be subject to a 40% tax. In using
one’s exemption, it is desirable from a
planning standpoint to have a wholly
exempt trust or a wholly non-exempt trust.
The 2001 Tax Act included a provision
allowing generation skipping trusts with
an exclusion ratio other than zero or one
to be divided into two trusts; one with an
exclusion ratio of one and one with an
exclusion ratio of zero. In the above
example, the trust would be divided into
two equal trusts; each with $12.06 million.
One trust would be wholly exempt and
one trust would be wholly non-exempt.

The type of gift which does not qualify as
an exclusion from the generation skipping
tax is a trust which is for the benefit of
several individuals which qualifies for the
gift tax annual exclusion by giving the
individual beneficiaries the right to
withdraw his/her share of the contribution
from the trust each year. As discussed
above, this type of trust is known as a
"Crummey Trust."

Caveat regarding estate and
generation skipping tax exemption:
The 2017 tax law which increased the
estate tax exemption to $10 million and
adjusted that amount for inflation is set to
expire in 2026 and at that time the
exemption will be cut in half.

Exclusions
Most transfers which are excluded from
the gift tax are excluded from the
generation skipping tax. Outright gifts of
up to $16,000 per year to a grandchild (or
other skip person) are excluded from the
generation skipping tax.
Direct payments for tuition and medical
expenses for a grandchild (or other skip
person) are also excluded from the
generation skipping tax.
Gifts in certain types of trusts for the
benefit of a grandchild (or other skip
person) are excluded from the generation
skipping tax. The grandchild must be the
only beneficiary of the trust and the trust
must be included in the estate of the
grandchild.
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Estate Tax Reduction
Overview of Concepts
The exemption from estate tax is $10 million adjusted for inflation. The estate tax
exemption in 2022 is $12.06 million. Less than 1% of the people in the United States have
estates that are $12.06 million or larger. In 2026 the tax law increasing doubling the
exemption from $5 million to $10 million will expire and the exemption will drop back to $5
million adjusted for inflation. With that as a background, this section is only relevant for that
small group. For a large percentage of that less than 1%, a significant portion of the estate
taxes can be eliminated. To do so is not simple but it is possible. Simply stated, it takes
time and a willingness to let go of control. Charitable intent also simplifies eliminating the
estate tax. Simple, maybe. Common, no.

Most estate tax reduction takes time.
Assets are transferred over time. The
younger you are when you start making
these transfers, the more property which
can be transferred. Most people help
their children if they need help, but fall
short of making the full amount of the
non-taxable transfers possible. And the
transfers which are made do not provide
Most estate tax reduction takes time.
long-term benefits to the children. First,
the money is generally given only if
needed. If the money is needed, then it is
spent upon receipt, rather than invested.
Or the motivation for giving may be to
alleviate a hardship, such as the costs of
an illness or an education, or to provide
children with some of the extras in life,
such as household help, a bigger house,
or vacations.
An effective plan to reduce estate taxes
requires regular transfers over a period of
time. While these transfers can be made
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directly to children, from an estate
planning perspective it is better to have
the funds accumulate in a trust for the
benefit of the children. If the funds are in
a trust, they can be invested and grow,
thanks to compounding, while funds given
directly to the children are often spent,
rather than invested. Funds which have
accumulated in a trust can be used to
purchase assets from the parents on
favorable terms. For more reasons why
trusts are the preferred method of making
transfers to children, see the chapter
entitled, “Generation-Skipping Trust.”
In addition to time, any plan entails
making transfers. A transfer means that
In addition to time, any plan entails
making transfers. A transfer means
that you do not own the property any
longer.

you do not own the property any longer.
Even if you retain management control
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and/or distribution control, you are
committing that the funds are no longer
available to you, and that they will be
available to someone else, if not now,
then at some point in the future. If you
later decide you don't want that person to
inherit anything, you're out of luck.
The charitable intent requirement actually
depends on the size of the estate and the
standard of living desired. You can
transfer all of your assets down to the
Charitable intent...depends on the size
of the estate and the standard of living
desired.
amount you need to maintain your
standard of living, but then all of those
assets over the tax exempt amount will be
taxed on your death unless you give them
to charity.
With these basic parameters, what are
the fundamental concepts used in
transferring wealth? Wealth transfers all
use one of the following techniques:
<

Fully utilizing all tax free transfers.

<

Reducing the value of assets
currently owned.

<

Leveraging the amount given
either through discounts (the prior
technique) or through some other
means such as an intervening
interest.

<

Transferring appreciation in
assets.
Let's examine each of these concepts in
more detail.
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Tax Free Transfers
There are three main tax free transfers
and one additional one which is a little
more obscure.
Three main tax free transfers:
1) $16,000 Annual Exclusion;
2) Exemption;
3) Tuition and Medical Payments

$16,000 Annual Exclusion. The main
tax free transfer is the $15,000 annual
exclusion from gift tax. The exclusion is
indexed for inflation and adjusted upward
by $1,000 whenever the inflation
adjustment exceeds $1,000.
No
adjustments are made until inflation has
increased by at least $1,000. There was
an adjustment from $10,000 to $11,000 in
2002, another adjustment to $12,000 in
2006, an adjustment to $13,000 in 2009,
an adjustment to $14,000 in 2013, an
adjustment to $15,000 in 2017, and an
adjustment to $16,000 in 2022. If a
person has three children and seven
grandchildren, that individual can give
$160,000 per year to these family
members. If the individual is married,
his/her spouse can give the same
amount, thus the couple can give
$320,000 per year. Make gifts like that for
a few years and the results are dramatic.
Make gifts for 20 years, and if you
assume that the funds are invested at 8%,
the amount transferred to this couple's
children and grandchildren is about $15
million. Assuming a 40% estate tax
bracket, transferring this amount at death
at the end of the 20 year period would
require about $25 million to net the
children and grandchildren $15 million.
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The method of making these gifts must be
structured so that the gifts to the
grandchildren qualify for the annual
exclusion from the generation skipping tax
as well as the gift tax. If the gifts do not
qualify for the annual exclusion from the
generation skipping tax the gifts would
use a portion of the donor’s generation
skipping exemption. See the discussion
in “Transfer Taxes - An Overview”.
Exemption. The exemption from gift and
estate tax is $10 million adjusted for
inflation after 2011. The inflation adjusted
exemption in 2022 is $12.06 million.
Each member of a couple has the $12.06
million exemption, thus a couple can give
$24.12 million either during their lifetimes
or on their deaths to their children (or
anyone else) free of tax. The exemption
is in addition to the annual exclusion from
gift tax.
The purpose of the most basic estate
planning technique, the Bypass Trust,
was to fully utilize the exemption of each
spouse. The first spouse to die would
leave the exemption amount in a trust for
the benefit of the survivor, so that this
amount of property is not taxed when the
survivor dies. However, with portability
(the ability of the surviving spouse to use
the prior spouse’s unused exemption), the
use of the Bypass Trust is only useful for
estate tax savings by also sheltering the
appreciation in the assets from tax.
However, the step up in basis is lost as
well so the use of the Bypass Trust must
be carefully considered for each person.
The exemption can also be used during
one's lifetime. By giving $1 million to
one's children during one's lifetime, the
value of the exemption is compounded.
For example, if $2 million ($1 million from
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each of the parents) is invested at 10%,
the amount held at the end of 10 years is
$5.19 million and at the end of 20 years is
over $13.45 million.
Tuition and Medical Payments.
Amounts paid for tuition and medical
expenses are not taxable gifts if the
amounts are paid directly to the institution
or provider of medical care or services.
Considering the cost of an education and
the cost of medical care, the payment of
these amounts for grandchildren (and
children) can be substantial.
Taxes. I know that including taxes as a
tax savings technique sounds strange. In
creating trusts for the benefit of one's
children and grandchildren, it is beneficial
to structure the trust so that the income is
taxed to the person creating the trust.
See the discussion entitled Defective
Grantor Trust.

Reducing The Value Of Assets
Currently Owned
By reducing the value of an asset from $2
million to $1.5 million, you have saved
$200,000 in estate taxes if the estate is
taxable in the 40% estate tax bracket.
Note that this reduction in value was
generally considered desirable in order to
save the estate taxes. However, with the
increased exemption from estate tax and
the increased income tax rates, if the
By reducing the value of an asset from
$2 million to $1.5 million, you have
saved $200,000 in estate taxes if you
are in the 40% estate tax bracket.
estate is not taxable, it is more beneficial
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to have the full value of an asset subject
to tax so that there is a larger increase in
the basis of the asset. A reduction in the
value of assets which are currently owned
generally is accomplished by shifting the
control of those assets. For example, if I
have $1,000 in stocks which I can sell at
any time, the value of the stock is $1,000.
However, if I cannot sell the stock or can
only sell it if another person agrees to sell
it, then the value of the stock is less than
$1,000. Let’s look at an example. If I
own $2,000 of stock equally with another
person, but we agreed that neither of us
could sell without the other's consent,
then we have reduced the value of each
of our one-half interest in the $2,000 of
stock. The reduction in value which is
caused by the form of the ownership of
the asset is the main tax advantage of
using a family limited partnership. The
value of a 25% interest in a family limited
partnership owning assets valued at $1
million is not $250,000. The limited
partner cannot spend the money, sell the
assets, or even require that the income on
the assets be distributed to him. The
limited partner has no control. This lack
of control reduces the value of the assets.
Depending on the type of assets owned
by the partnership and the terms of the
partnership agreement, the value of a
limited partnership interest might be
discounted 20% to over 50%.
When real estate is held jointly with
another person in undivided interests,
neither of the owners can sell the entire
tract without the consent of the other
owner. If one person wanted to sell half
of the property and the owners could not
agree on how to divide the property, the
owner who wanted to sell would have to
go to court to seek to have the property
partitioned into two equal parts. The IRS
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agrees that the value of an undivided
interest should be discounted; however,
the IRS determines the reduction in value
by the cost of partitioning the property,
estimating the cost at 5% to 15%. Onehalf of the original tract is not generally
equal to one-half of the value of the tract
as a whole. In addition, a partition not
only costs money, it takes time. As we all
know, markets can change over time,
which could create a loss. In addition,
losing the use of our money for a period
of time costs money. The court cases
which have considered the reduction in
value of property when it is held in an
undivided interest with another have
discounted the value of the property by
20% to 44%.
Before I move on to additional estate tax
reduction techniques, as stated earlier,
remember that if your estate is less than
the estate tax exemption and you will not
owe any estate tax, reducing the value of
your property reduces the basis
adjustment available on death. If your
estate is not taxable, and you own
property in a partnership or own an
undivided interest in property, you will
want to consider how to change the form
of ownership to eliminate as much of the
reduction in value as possible.
Leveraging. Leveraging is a term used
in finance when a person will borrow
funds to purchase additional assets. The
The type of leverage we use in estate
planning is by reducing the value of
the gift for tax purposes by discounts
or through some other means such as
an intervening interest.
individual will use other people's money to
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maximize the use of his money. The type
of leverage we use in estate planning is
by reducing the value of the gift for tax
purposes by discounts (as discussed
above) or through some other means
such as an intervening interest. An asset
may be transferred by retaining the
income interest for a period of years. For
example, if an asset is valued at $1
million and has income of $100,000, the
receipt of the $100,000 for a period of
years reduces the value of the $1 million
asset. The longer the period during which
the income (generally in the form of a
fixed annuity equal to the income), then

planning technique. When one considers
the dramatic increase in the value of
assets over time by the compounding of
the income and gain on the asset,
transferring the appreciation in an asset
can provide dramatic results. Generally,
the appreciation is transferred by retaining
part of the income and transferring all of
the gain over that amount. See the
discussion on "Grantor Retained Annuity
Trusts."

Transferring the appreciation on
assets can be very effective as an
estate planning technique.

As noted in the introductory paragraph the
exemption is set to drop in half in 2026,
for individuals with extremely large
estates, making gifts to use the doubled
exemption before it expires. Before doing
so one must be sure that he/she will not
need those funds or will need to do so in
a way that preserves access to the funds
through gifts to a trust for ones’ spouse.
The discussion of the Spousal Limited
Access Trusts (SLATS) is beyond the
scope of this Guidebook.

the smaller the gift. The gift can be
further leveraged by one of the
techniques used to reduce the value of
the asset. For example, if the $1 million
asset is an office building, then further
leverage is obtained by giving one-half of
the asset to a trust for one child and onehalf to a trust for another child. The onehalf interest may be valued at $350,000.
Since the value of the asset is smaller,
the period during which the $50,000 is
paid to the parent is shorter.
For
discussions of trusts utilizing this type of
leverage, see the discussion in the
sections entitled "Grantor Retained
Annuity Trusts" and "Defective Grantor
Trusts."

Transferring Appreciation In
Assets
Transferring the appreciation on assets
can be very effective as an estate
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Using the increased exemption
Prior to Expiration in 2026

Combining Multiple Techniques
- The Most Powerful Tool
Dramatic results can be achieved by
combining two or more of these
techniques. As was mentioned in the
leveraging section, combining a reduction
in value of an asset with the reduced
value caused by retaining an annuity from
the asset for a period of years can
Dramatic results can be achieved by
combining two or more of these
techniques.
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produce much more dramatic results. If
these techniques are combined with the
transfer of an asset which is appreciating,
the benefits are compounded. If the trust
to which the asset is being transferred is
structured so that the grantor is taxed on
the income in the trust, the results are
further multiplied.

Caveat regarding estate and
generation skipping tax exemption:
The 2017 tax law which increased the
estate tax exemption to $10 million and
adjusted that amount for inflation is set to
expire in 2026 and at that time the
exemption will be cut in half.
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Retirement Plans
Retirement plans...frequently a couple’s most substantial asset. Very important and very
significant in an estate plan and fraught with pitfalls and complexity. Over the last thirty
years, the rules have become simpler and some of the benefits have been reduced. The
main problem I have encountered in my practice is the failure to coordinate the
beneficiaries with one’s estate plan. Even beneficiary designations that are carefully
considered at one time are never again reviewed. Very few people know who they named
as beneficiary. Even if they know the primary beneficiary, they rarely have any idea who
they have named if their primary beneficiary predeceased them. An unplanned beneficiary
designation can ruin a well planned estate both in the intended disposition of our estates
and in the taxes imposed on our estates. First and foremost, decide on the beneficiary of
your plan and confirm that who you thought you named, was in fact named. With that
caveat, let me discuss some significant planning issues including beneficiary designations,
payout elections and portability.

Retirement plans are a wonderful
retirement planning vehicle and a lousy
wealth transfer vehicle. Although they are
subject to double taxation, the retirement
account is frequently the bulk of a
beneficiary’s inheritance. As such it is
essential that the beneficiary be the
person you want to benefit. Thus as I
stated in the introductory paragraph:
CHECK YOUR
DESIGNATION.

BENEFICIARY

Write it down and send your attorney a
copy or a scan of the original beneficiary
designation. This designation is a very
important part of your plan. Having
repeated that caveat, let me proceed to
the taxation of these accounts so that you
can plan to maximize the benefits your
intended beneficiaries receive from the
plan.
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Retirement plans are a wonderful
retirement planning vehicle and a
lousy wealth transfer vehicle.
Retirement plans are double taxed.
When you (or your heirs) withdraw money
from your retirement account, the property
is included in your income. In addition
upon your death, the retirement account
is included in your estate.
As an
illustration of the impact that this double
tax has, let’s assume that your estate is in
the maximum estate tax bracket of 40%
and that your heirs are in the 37% income
tax bracket. A $1 million retirement
account subject to both the estate tax of
40% and the maximum income tax will net
your heirs $378,000 upon withdrawal.
Fortunately with the increased
exemptions, most estates are not subject
to the estate tax. In those estates, the
focus will be on the income tax benefits of
the plan.
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In any retirement plan decision, it is
important to keep in mind the main benefit
derived from a retirement plan: deferral
of income taxes. You can compound your
money tax free. It may seem that it is the
same to take out the funds now and pay
Retirement plans...fraught with
pitfalls and complexity.
tax and compound the after tax money or
to leave the funds in and pay the tax
when the funds are withdrawn, but this is
not the case. Let me use a very simple
illustration.
Let’s assume that you have $100,000 in a
retirement account, are in the 37%
income tax bracket and can obtain a
return of 7% on your money regardless of
whether the funds are in the retirement
account or held outside the retirement
account. Your return is all capital gain
(and let’s assume it will be taxed at 20%)
and is all realized each year. If you take
the money out of the retirement account,
you have $63,000 remaining to invest.
Your return will be a net 5.6% return since
you must pay tax on the funds (80% x 7%
- assuming the 20% capital gain rate for
this purpose). At the end of ten years you
will have $108,637. If you leave the funds
in the retirement account, and you have
our assumed 7% return, at the end of ten
years you will have $196,715 in the
account. After withdrawing the funds and
paying the 37% tax you have a net
amount of $123,930 which is over 14%
more than you would have had if you
withdrew the funds initially and invested
them outside of the retirement account.
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The longer the time period prior to
withdrawing the funds the greater the
benefit in leaving the funds in the account.
For example, after 20 years the net
amount in our example is $243,790 net if
you withdraw the funds at the end of the
20 year period and only $187,335 if you
invest the funds outside of the retirement
account. If all of the income is ordinary
A $1 million retirement account may
net your heirs only $378,000
income, the benefit of leaving the property
in the account is more dramatic. The
ability to defer receipt of the funds held in
the retirement account is a significant
factor in designating a beneficiary and in
payout elections.

Payout Elections
The payout elections have gone through
several changes, first to simplify the rules
and then to cut back the benefit of a long
payout of the benefits for your heirs.
As we walk through this mess, one thing
to keep in mind is that we have one set of
rules which apply before you reach 72 (it
was 70 ½ until December 31, 2019 with
the passage of the SECURE Act in
December, 2019) and another which
apply after you reach 72. In addition,
there is an exception to the 72 rule. If you
have not yet retired and are less than a
5% owner of a company, you can delay
this period until April 1 following the year
of your retirement. This exception does
not apply to IRAs.
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In any retirement plan decision, it is
important to keep in mind the main
benefit derived from a retirement
plan, deferral of income taxes.

What happens at age 72? At age 72 you
must begin taking distributions from your
retirement account if you have not done
so already.
Generally speaking, you are penalized if
you take amounts out of your retirement
account before age 59-1/2. At 59-1/2,
you may take distributions. At 72, you
must take distributions. You must take a
certain amount each year or you will be
penalized for not taking enough. What is
enough? In determining how much you
are required to take, you look at the
Uniform Table to determine the payout.
The Uniform Table has replaced the
process of electing single or joint lives
and recalculates or does not recalculate
life expectancies.
The Uniform Table
gives everyone - regardless of the identity
of the beneficiary - a payout which is the
equivalent of joint lives with the second
life 10 years younger than the participant
with the life expectancies recalculated
annually. The Uniform Table applies
even if no beneficiary is named. To give
you an idea of the type of payout allowed
under the Uniform Table, the following is
the required payout under the new
Uniform Lifetime Table effective in 2022
at five year age intervals:
Age
72
77
82
00125099 2 /font=8

Applicable Divisor
27.4
22.9
18.5

87
92
97
102

14.4
10.8
7.8
5.6

In applying this table, at age 72, you
would divide your account balance by
27.4 to determine the minimum amount
you must distribute from your retirement
account in that year. You can always
take more than this amount. There is one
exception that enables you to get a longer
payout. That exception is if you are
married, name your spouse as the
beneficiary and your spouse is more than
10 years younger than you. In this
situation, you can elect to use a more
extended payout based on the joint lives
of you and your spouse using your actual
ages, recalculated annually.

Beneficiary Designations
In naming a beneficiary on a retirement
plan, two factors are important: first,
whom do you want to receive these funds
and second, what options will be available
to the beneficiary to defer the payout of
the retirement plan proceeds over a long
period of time. Frequently, the retirement
plan is one of the most significant assets
a couple owns. The couple’s entire estate
may consist of a retirement plan and a
home.
The SECURE Act of 2019 eliminated
the ability of a child to withdraw the
inherited IRA over that child’s
lifetime. The balance in the IRA
must now be withdrawn over 10
years.
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Let’s use an example. Let’s assume a
second marriage and the couple has a
$250,000 home and the husband’s
$800,000 IRA and no other assets. The
husband’s Will leaves the home to his
wife and all of the rest of his property to
his children. His wife also leaves the
home to her husband and the remainder
of the property to her children. Husband
designates his wife as beneficiary of the
IRA with his children as secondary
beneficiaries. Husband dies and a year
later, his wife dies.
What do the
husband’s children inherit? Probably
nothing. Assuming the wife rolled the IRA
over into her IRA (which also named her
husband and then her children as
beneficiaries), husband’s children inherit
nothing. In this situation, did the husband
want to exclude his children? Probably
not. Did he want to exclude his wife from
using any of the IRA assets? Probably
not again. He probably did not consider
the impact of the decisions he made.
Having raised the “who do you want the
beneficiary to be” issue, let me move to
the income tax aspects of your decisions
before bringing the two issues together.
As discussed above, deferral on the
portion of the retirement account which is
not presently needed for one’s support is
very advantageous. This benefit extends
to your beneficiaries as well.

Permissible
Period

Beneficiary

Payout

The permissible payout for your
beneficiaries depends on whether you die
before or after age 72 (the required
beginning date for taking distributions)
and the identity of your beneficiary.

00125099 2 /font=8

Death Before Your Required Beginning
Date
If you die prior to age 72 (your required
beginning date for receiving distributions)
if:
<

The beneficiary is an “eligible
designated beneficiary then the
plan benefits generally (see below)
may be paid out over the
beneficiary’s life expectancy;

<

The beneficiary is a “designated
beneficiary” then the benefits may
be paid out over 10 years;

<

The beneficiary is neither an
eligible designated beneficiary nor
a designated beneficiary or if there
is no named beneficiary, the
benefits must be paid out over 5
years.

Death After Your Required Beginning
Date
If you die after reaching age 72, if:
<

The beneficiary is an “eligible
designated beneficiary” then the
plan benefits generally (see below)
may be paid out over the
beneficiary’s life expectancy;

<

If the beneficiary is a designated
beneficiary, then the account may
be paid out over 10 years.

<

If the beneficiary is neither an
eligible designated beneficiary nor
a designated beneficiary or if you
fail to name a beneficiary, then the
account is paid out over your life
expectancy.
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Prior to the passage of the SECURE Act
if the beneficiary was a designated
beneficiary, the plan benefits could be
paid out over the beneficiary’s life
expectancy.
When the beneficiary
designations were selected and designed
for this purpose, the IRAs were referred to
as “stretch IRAs.” For most beneficiaries,
the pay outs cannot be stretched out in
this manner.

taking distributions (required beginning
date) then the plan balance must be
distributed over 5 years. If the beneficiary
is a “designated beneficiary” the plan
balance must be distributed over 10
years. Prior to the Secure Act, the plan
balance could be distributed over the
beneficiary’s life expectancy. This
extended payout was referred to as a
stretch payout.
Designated Beneficiary

Eligible Designated Beneficiary
If you name an eligible designated
beneficiary then the permissible payout
period will depend on who you name.
The following individuals are eligible
designated beneficiaries:
-

-

Your surviving spouse;
Your child who is a minor or a
student under the age of 26 who
has not completed a specified
course of education;
Disabled person;
Chronically ill individual;
Individual not more than 10 years
younger than you.

All of these individuals except for a minor
child are eligible for a payout over the
individual’s life expectancy. The minor
child is subject to the 10 year payout
requirement after reaching his/her
majority (or after age 26 if in a specified
course of education.)
If the beneficiary is not an eligible
designated beneficiary, then the allowable
payout will depend on whether the
beneficiary is a “designated beneficiary.”
If the beneficiary is not a “designated
beneficiary” then if the owner died before
the time when he was required to begin
00125099 2 /font=8

Individuals are designated beneficiaries
and trusts can be structured to be
designated beneficiaries. In the past, the
most commonly encountered issue was
whether a trust was a designated
beneficiary. The trust must be irrevocable
and structured so that the oldest
beneficiary of the trust can be determined.
The age of the oldest beneficiary was
then used to determine the payout of the
plan benefits. If a charity or non-qualifying
trust was one of the named beneficiaries
then the IRA did not qualify for a payout.
Since 2001, the identity of your
beneficiaries is irrelevant until your death.
On December 31 of the year following
your death, the beneficiaries are
examined to determine if they qualify as
“designated beneficiaries”. At that time,
the trust must be irrevocable and the
beneficiaries of the trust must be
individuals who can be ascertained.
Generally the payout is longer if there is a
designated beneficiary than is allowable if
the beneficiary is not a designated
beneficiary (such as a charity or nonqualifying trust). However, there is one
situation in which it would be beneficial to
not have a designated beneficiary: death
of the owner after his required beginning
date but during the period when his/her
Page 5 Chapter 12

remaining life expectancy is greater than
10 years. In this situation it would be
better to have a non-qualifying
beneficiary. There may be a way to
provide some flexibility to use the owner’s
life expectancy or the 10 year permissible
period.
The identity of the beneficiaries of the
account is determined as of September
30th of the year following your death. This
delay is beneficial in allowing some “clean
up” of an undesirable beneficiary. For
example, if one of the beneficiaries is a
Regulations issued over the last
several years have eliminated most
of the confusion concerning whether
a trust is a designated beneficiary.
charity, then you do not have a
“designated beneficiary” and the account
balance must be paid out over your life
expectancy based on your age in the year
of your death. If the charity’s share is
distributed prior to September 30th of the
year following your death and the
remaining beneficiaries are individuals (or
other designated beneficiaries) then the
balance can be paid over 10 years. This
delay also provides an opportunity for a
second look. If your (the owner’s) life
expectancy is greater than 10 years then
a charity can be included as one of the
beneficiaries of a small percentage of the
IRA and the charity can remain one of the
beneficiaries after September 30th of the
year following death. The existence of
the charity as a beneficiary would
disqualify the payout for the 10 year
period.
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After all this discussion on beneficiaries,
what is the bottom line? The beneficiary
designation should be a part of your
overall estate plan. You should seek and
obtain competent advice from your estate
planning attorney.
Here are some of the considerations in
naming a beneficiary:
<

Who do you want to benefit from
the plan account; who do you want
to benefit if that person does not
need the entire account balance?

<

Do you and the primary beneficiary
on the retirement account have the
same secondary beneficiaries?
Generally, if you name your
spouse, have been married only
once and have children of your
marriage, you have the same
secondary beneficiaries. If this
marriage is a second marriage and
you both have children of prior
marriages, you do not have the
same secondary beneficiaries.

<

If you and your spouse have
different beneficiaries then:

<

>

Do you anticipate that your
spouse will need the entire
retirement account for her
support?

>

Do you have other assets
you can give your children?

How large is your account balance
and how important is deferral of
the payout of the retirement
account balance for your spouse?
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The beneficiary designation should
be a part of your overall estate plan.

Frequently the following decisions are
made:
<

Couple has only one marriage to
each other and has a non-taxable
estate; the couple names the
spouse as the primary beneficiary.

<

Couple does not fit into the above
situation but has other assets to
leave to the spouse in trust and/or
to give their children; the couple
names the spouse as the primary
beneficiary.

<

Second marriage with a large
account balance; the participant
names a trust for the spouse as
the beneficiary.

<

First/only marriage, the retirement
account is the main asset, the
estate is taxable and both spouses
exemptions are needed to prevent
tax on the IRA. By filing an estate
tax return on the death of the first
spouse to die, the exemption of the
first spouse can be carried over to
the surviving spouse (assuming
the surviving spouse does not
remarry or does remarry and
predeceases the new spouse).
This ability to carry over the
exemption of the first spouse to die
is called portability.
Portability has dramatically simplified
the tax planning required with a large
retirement account.
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Portability - May It Have a
Long Life!
Portability is the ability of the surviving
spouse to use any portion of the
deceased spouse’s exemption from gift
and estate tax which was not used on the
deceased spouse’s death.
Let me use an example. Since the
exemption in 2020 is $11.58 million, this
situation only occurs with a small number
of people. Let’s assume that Joe and
Klara have a $16 million estate, all
community. With an estate tax exemption
of $10 million, no tax will be owed on
either spouse’s death since each of them
has an estate of $8 million. However, if
Joe gives all of his property to Klara, then
Klara has an estate of $16 million. A tax
of almost $2 million would be owed on
Klara’s estate. That was the result under
prior law. Under the 2012 Tax Act, Joe’s
exemption can be carried over to be used
by Klara on her death; provided that an
estate tax return is filed for Joe’s estate
electing to carry his exemption over to
Klara. The ability to carry over the
deceased spouse’s exemption is called
“portability”.
The area in which portability has had the
most significant impact on simplifying
planning is on the planning for individuals
with large retirement plans. Now in
planning for a couple with a large
retirement plan, the tax planning part has
become much simpler.

Transfer of Non-Participant’s
Share of IRA
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Only in Texas, literally. The law in Texas
is different than in any other state. I’ll
begin with the case that made our law.
In a Texas case, Allard v Frech, the wife
died and left all of her estate to her
children. The children sued their father
stating that they should receive their
mother’s community one-half of his
retirement account. Needless to say, dad
was not too pleased with this idea. This
case went to the Supreme Court of
Texas, and the court held that the wife did
have the power to give away her half of
her husband’s retirement account. After
Allard v Frech, the U.S. Supreme Court
held that the non-participant spouse of a
qualified retirement account cannot
transfer her interest in the retirement
account by his/her Will. However, the
U.S. Supreme Court case did not
consider what happens to IRAs which are
in existence before the death of the nonparticipant spouse which leaves such
IRAs subject to the Allard v Frech
decision.

Your objective in leaving the retirement
benefits in trust may not have been tax
savings, it may have been control. For
example, if you and your spouse each
have children of a prior marriage then
leaving your retirement benefits to your
spouse is likely to result in your children
receiving none of the benefits. Giving up
some income tax benefits may be
necessary in order to provide your
children with a share of the IRA benefits.

To avoid having the interest of the nonparticipant spouse pass under her/his
Will, the non-participant spouse should
include a specific bequest of her/his
interest in the spouse’s retirement
accounts. For example, if your spouse
did not give you his/her interest in your
IRA, then your spouse’s interest in your
IRA (eg his/her one-half community
interest) would pass under your spouse’s
Will to his/her heirs even though you
survive him/her and may be depending on
your IRA for your own retirement!

But Tax Simplicity May Not
Have Been Your Objective
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Trusts: An Overview
I am an estate planning attorney. I recommend using trusts to accomplish various
objectives of my clients. I have become increasingly frustrated with the way trusts
are administered by the Trustee. I have struggled with various methods to have
these trusts actually operate the way the person who created them wanted them to.
Tax laws and an increasingly litigious and complex society have thwarted the best
of intentions. In this booklet, I focus on trusts which are created by a parent for the
benefit of his or her children. It is designed to reflect on how these trusts currently
operate, what the intent of the parent was in creating them, review relevant literature
and research in other areas which provides guidance on the impact of these
provisions and propose an alternative structure to be used during the parents’
lifetimes and upon their deaths to better carry out the parents’ intentions. My
objective is to design a trust structure which enables the parent to leave the type of
legacy that he or she truly desires. The primary focus will be on the structure and
administration of trusts for the benefit of a family’s children while these children are
between the ages of 20 and 40. For purposes of illustration and to save you from
more verbiage, I frequently use the scenario of the husband predeceasing the wife.
However, the same treatment occurs if the wife predeceases the husband.

Since trusts and their administration are
not generally a part of our lives, many
people are not sure what a trust is, how
much latitude we have in structuring them
and how they function. The purpose of
this chapter introduction is to describe a
trust and its various uses in estate
planning. This introduction provides an
overview of trusts commonly used in
estate planning. Several of the trusts
identified in this introduction are described
in more detail in the other chapters.

What is a Trust? Who are the
Players?
A trust is a form of contract. The person
who creates the trust, the grantor (also
sometimes referred to as “settlor” and
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“trustor”), requests another person, the
Trustee, to hold property for the benefit of
a third person, the beneficiary. A trust is
usually set out in a Will or trust
agreement and is not restricted to any
particular terms or language. In fact, a
provision in Mary’s Will which states, “I
leave $50,000 to my brother, John, to use
to educate my niece, Nancy” creates a
trust upon Mary’s death where Mary is the
grantor, John is the trustee and Nancy is
the beneficiary. If the Will or other
document which describes the trust
relationship leaves out the Trustee’s
powers, as in Mary’s Will, or other
convenient provisions, then Texas law as
found in the Texas Property Code
provides those powers or provisions. For
example, if the Will or other document
does not provide for an alternate person
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to serve as Trustee if John cannot, then
the Texas Property Code includes
provisions for the appointment of a
successor trustee by an application to the
court. If terms are left out of the trust
agreement or if the terms as set out in the
trust agreement are ambiguous, then the
beneficiaries may apply to a state court to
determine what the grantor intended.
Although trust agreements can be as
simple as one statement, most trust
agreements include all of the provisions
necessary to manage the trust and to
provide for methods of addressing issues
without going to court.

Parts of a Trust
A trust generally:
<

Names the grantor. The grantor
is the person who creates the trust.
Mary, who included the above
provision in her Will leaving
$50,000 to her brother, John, to
use to educate her niece, Nancy,
is the grantor.

<

Names the Trustee. The Trustee
is the person who will hold the
property put into the trust, manage
the property and distribute income
and principal as set forth in the
trust. In the above example, John
is the Trustee.

<

Identifies the beneficiaries. The
beneficiaries are the persons for
whose benefit the trust assets are
held. The trust can benefit only
one person, such as “my niece,
Nancy” or can benefit a group of
people, such as “all of my children”
or “all of my descendants.”
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<

Must be funded. The grantor
must contribute some property and
at least $1, to the trust in order for
the trust to exist.

<

Provides for distributions. The
trust agreement provides when
and for what reason the Trustee
will distribute the property to the
beneficiaries. For example, the
trust can provide that the Trustee
will hold the property and reinvest
the property and the income from
the property, making no
distributions until the beneficiary is
a certain age, e.g. 25, and then the
trust terminates and all of the
property is distributed to the
beneficiary. More commonly, the
trust agreement will provide that
some distributions can be made
prior to the termination of the trust.
For example, the trust can provide
that all income earned on the
assets in the trust will be
distributed to the beneficiary. The
trust may provide that the Trustee
will distribute the income only if the
beneficiary needs it for his
education or for his health needs.
The trust can provide that income
is distributed but that principal is
not distributed. The trust can
provide that income and principal
may be distributed if the
beneficiary needs it.
The
distribution provisions are the ones
that outline the beneficiary’s rights
in the trust assets. These trust
agreement provisions are the most
important provisions of the
agreement and reflect the desires
of the grantor regarding how the
Page 2 Chapter 13

trust property shall flow to the
beneficiary.
Generally, income generated by
trust property is ordinary income
for federal tax purposes and
generally includes interest,
dividends, and rents. There are
actually some distinctions between
trust accounting income and
taxable income, but this is a helpful
shorthand reference. Principal is
the trust property transferred to the
trust and all appreciation in that
property. Generally, capital gains
are considered part of principal.
<

Identifies the Trustee’s powers.
The trust usually includes a list of
the powers that the Trustee has
relating to managing the trust.
Generally, these powers are in
addition to any powers granted to
Trustees under state law. For
example, the grantor may want to
give the Trustee the power to loan
money (a trust asset) to the
beneficiary.

<

Includes a spendthrift clause.
Most trusts include a spendthrift
clause which provides that the
beneficiary cannot pledge the
assets of the trust as collateral on
a loan nor can he assign his right
to receive income from the trust.
This provision protects the assets
in the trust from the claims of
creditors of the beneficiary.

A trust can be created during someone’s
lifetime or created upon his death. If the
trust is created during the grantor’s
lifetime, the trust is an inter vivos trust.
An inter vivos trust is memorialized in a
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written trust agreement.
One trust
agreement can create several trusts. For
example, the trust may provide that each
time the grantor puts money in the trust,
the Trustee is to divide the money into
three equal parts, one for each of the
three children of the grantor. If the trust is
to be created upon the grantor’s death,
the trust is a testamentary trust. A
testamentary trust is generally included as
part of the provisions of a person’s Will.
If the person created a trust during his
lifetime, such as a Revocable Living
Trust, to go into effect upon his death,
then the trust would be included as part of
the provisions in the Revocable Living
Trust.
Trusts can also be revocable and
irrevocable. A revocable trust is a trust
which the grantor (the person who creates
the trust) can amend, cancel or revoke at
any time. An irrevocable trust cannot be
cancelled, revoked or even amended after
it is made. Since testamentary trusts are
not created until the grantor has died,
they are irrevocable upon the grantor’s
death. Prior to the grantor’s death, they
have not gone into effect, so the grantor
could change his Will or Revocable Living
Trust to change the provisions of a
testamentary trust or to eliminate it
completely. In the example above, the
grantor could change his Will to provide “I
leave $50,000 to John to hold for the
benefit of my niece, Nancy, to be held
until she is 25 years old.” Under the
change, John cannot use the money to
pay for Nancy’s education, and he must
turn over all the trust assets to Nancy
when she reaches 25 years of age.
Trusts are used in estate planning for
various purposes, including: to provide tax
reduction benefits, to hold property for a
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person until he or she is mature enough
to manage it, to hold property for
distribution only for specific purposes, to
protect property from the claims of a
beneficiary’s creditor, to protect property
from the claims of an estranged spouse of
a beneficiary, to provide for the
management of property with distributions
for a beneficiary’s long term support, and
for any other reason that the grantor
desires. The trust agreement drafter
writes the agreement with the grantor’s
intentions in mind. Trusts in their simple
form are fairly straight forward to write.
One aspect of trusts which makes them
complicated is the tax laws which
frequently makes additional drafting
necessary.
Some federal tax code
sections specifically prescribe the terms
of a trust agreement in order to get a
certain tax treatment, so the drafter uses
that language in the trust agreement. For
example, the inclusion of certain
provisions in a trust agreement will cause
the trust property to be included in the
grantor’s taxable estate, generally a very
undesirable result; therefore, the drafter
will not include that language in the trust
agreement. Other provisions will cause
the property to be included in the
beneficiary’s taxable estate. Sometimes
being taxed in the beneficiary’s estate is
desirable and sometimes it is not. When
it is beneficial, the drafter of the trust
agreement will include those provisions.
A trust with certain characteristics is
usually given a special name or names
(“shorthand names”) by the drafter to
provide a shorthand description of the
trust provisions. There is no official use of
the names; however, estate planning
attorneys, when they use the shorthand
names, immediately communicate with
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each other because by using the
shorthand name, they know what
provisions are in the trust agreement and
recognize how the trust will operate. The
names come from several sources: the
name may be descriptive of what the trust
does; the name may refer to specific
provisions in the Internal Revenue Code
(e.g. 2503(c)); or the name may be the
name of a court case (e.g. Crummey)
which litigated the provisions used in that
trust.
The grantor can design the trust for any
beneficiary he wants, any Trustee he
wants and any distribution provisions he
wants; therefore, there are as many
different types of trusts as there are
individuals creating them. Since trusts
can include several different provisions in
order to reflect the trust the grantor wants,
with each provision having its own
shorthand name, trusts are more like
casseroles than they are like individual
servings of meats and vegetables. Some
of the types of trusts (with their shorthand
names) commonly used are:

Bypass Trust
This trust is also called an Exemption
Trust, a Credit Shelter Trust or a Family
Trust. In a trust agreement, it may be
“named” for example, “The Stephens
Family Trust” and never refers to the
shorthand name at all. The Bypass trust
is a testamentary trust for the benefit of
the surviving spouse. The first spouse left
all of his/her property up to the amount for
was exempt from tax in trust for the
survivor. The trust was structured so that
it would not be included in the estate of
the survivor for tax purposes. The trust
was called an Exemption Trust since the
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amount that was held in this trust was
equal to the exemption amount. The
exemption was originally a credit against
tax and the exemption was the equivalent
amount that the tax credit would shelter
from tax. Thus some practitioners called
the trust the Credit Shelter Trust. The
trust was designed to bypass tax on the
survivor’s death, thus some practitioners
called it the Bypass Trust. Finally, since
the trust frequently included the couple’s
children as beneficiaries it was also called
the Family Trust. As will be discussed in
the next section, if the deceased spouse’s
estate was in excess of the exemption,
the amount in excess of the exemption
was generally held in a trust for the sole
benefit of the surviving spouse.
Prior to 2011 (on a temporary basis) and
2013 (on a permanent basis), if a person
gave all of his property outright to his
spouse, his exemption was lost. Starting
in 2011 the surviving spouse can file an
estate tax return and any portion of the
deceased spouse’s exemption that was
not used can be carried over to the
survivor. Although the deceased spouse’s
exemption can now be passed on to the
survivor by filing an estate tax return, the
bypass trust continues to have some tax
benefits and significant non tax benefits.
By leaving ones’ property in trust for the
survivor, the first spouse can provide for
the distribution of the property on the
survivor’s death. The tax benefits and
uses of the bypass trust will be discussed
in more detail in a separate chapter.

QTIP Trust: Qualified
Terminable Interest Property
Trust
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The Qualified Terminable Interest
Property Trust is known as a QTIP trust.
The name is the name the Internal
Revenue Code gives this type of trust.
The trust is a testamentary trust (the trust
can be created during a person’s lifetime
but rarely is) for the sole benefit of the
surviving spouse. Prior to 1981, a person
could leave up to half of his separate
property to his spouse, and the gift to the
spouse would be deductible in
determining the estate tax owed. The gift
to the spouse had to be either outright or
in a trust which allowed the surviving
spouse to give the property to anyone he
or she wanted; the trust interest could not
terminate. This type of trust was called a
Marital Deduction Trust since the property
transferred to this trust qualified for the
deduction for a gift to a surviving spouse.
In 1981, the law was changed to allow a
person to give all of his property to his
spouse without tax. In order to allow the
deceased spouse to give the surviving
spouse the use of his estate (usually that
amount over the exemption amount)
during her lifetime but still control to whom
the property passed on the surviving
spouse’s death, a new trust was created.
The main goal of the QTIP is to allow a
person to leave property in trust for his or
her spouse’s benefit and allow the spouse
creating the trust to designate those
persons who will ultimately receive the
property upon the surviving spouse’s
death. Upon the death of the surviving
spouse, the property is included in the
surviving spouse’s estate and is subject to
estate tax.
The QTIP trust must provide that all
income is paid to the surviving spouse.
The trust can provide for distributions of
principal if needed by the spouse or can
prohibit distributions of principal.
Page 5 Chapter 13

2503(c) Trust - Trust for
Minors
The 2503(c) Trust is named after a
section of the Internal Revenue Code.
Section 2503 provides for the exclusion
from gift tax of gifts up to $10,000
adjusted for inflation each year per donee.
The annual exclusion in 2022 is $16,000.
The annual exclusion amount increases
when an inflation adjustment would result
in at least an additional $1,000 of
exclusion. Any person can give the
annual exclusion amount to as many
different people as he would like. If a
person wanted to give $16,000 to each of
10 people, he could give the entire
$160,000 without tax. Giving annual
exclusion gifts every year is usually the
first technique suggested for reducing the
value of one’s estate. To qualify for the
$16,000, exclusion the recipient/donee
must have the right to use the property
today. This right is referred to as the
“present interest” requirement. However,
what if the recipient is a 5 year old child?
The child will not (and we would not want
them to) have the right to use the money
today; therefore, we would prefer for the
child to receive the gift in trust so that a
Trustee can manage the trust property.
However, a gift to a trust is a gift of a
future interest and not a present interest
and would not qualify for the annual
exclusion from gift tax. Recognizing that
this situation is a special situation, the
Internal Revenue Code provides that a
gift to a minor child (anyone under age
21) in trust qualifies for the $16,000
annual exclusion from gift tax if the trust is
structured as set forth in Section 2503(c)
of the Internal Revenue Code.
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The trust can have only one beneficiary,
the minor child. The trust assets, both
income and principal, must be available
for distribution to the child during the term
of the trust for the child’s benefit. If the
child dies prior to reaching age 21, the
property must be included in the child’s
taxable estate. These trusts are inter
vivos trusts since they are designed to
receive gifts during someone’s lifetime.
The terms are very restrictive and cannot
vary from the provisions of Section
2503(c) of the Internal Revenue Code.

Crummey Trust
The Crummey Trust is named after a
taxpayer who created a trust with
particular provisions to make gifts to the
trust qualify as “present interest” gifts and
therefore, qualify for the annual exclusion
from gift tax. The taxpayer’s name was
“Mr. Crummey.” It is not a description of
the type of person he was or the type of
trust document. The trust is designed to
qualify for the $16,000 annual exclusion
from gift tax. As described in the above
paragraph, since the property is not given
to the beneficiary outright but in trust, the
beneficiary would not have a present right
to use the money; hence, the gift would
not qualify for the $16,000 annual
exclusion. In order to give the beneficiary
a present right to the money, qualify for
the $16,000 annual exclusion but still use
a trust, the trust gives the beneficiary,
after notification by the Trustee, the right
to withdraw the $16,000 gift from the trust
for a period of 30 days from the date the
gift was contributed to the trust (gift was
made). If the beneficiary does not notify
the Trustee that he/she wants to withdraw
the money from the trust, the beneficiary’s
right lapses and the money remains in the
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trust to be distributed according to the
terms of the trust. Mr. Crummey created
a trust using this annual withdrawal right
for his small children, e.g. ages 1 and 4.
The IRS challenged the use of this type of
trust with small children. Mr. Crummey
won the case and hence a trust with these
provisions has come to be called a
Crummey trust.
A Crummey trust is an inter vivos trust
since it is designed to receive annual
exclusion gifts during the lifetime of the
grantor. This type of trust can have any
type of terms without restriction. By
adding the “Crummey withdrawal power,”
the trust becomes a Crummey trust.
However, two Crummey trusts may have
no similarities other than the fact that
each trust contains the withdrawal power.
For example, one Crummey trust may
provide that there is one beneficiary who
is currently age 5. The trust could provide
that no distributions may be made during
the term of the trust. The trust might
terminate when the beneficiary reaches
age 25 or 30. Another Crummey trust
may have six beneficiaries, two of the
grantor’s children and four of his/her
grandchildren.
Each of the six
beneficiaries could have the right to
withdraw 1/6 of the contribution, enabling
the grantor to give $96,000 to the trust
without gift tax. The trust could provide
that the income and principal may be
distributed to any of the beneficiaries for
their health, education, support and
maintenance. The trust could provide that
the distributions may be unequal. The
trust may provide that the trust continues
until the last of all of these beneficiaries
die. Clearly, these two trusts are very
different. Crummey trusts can be as
different as the people that create them
and the beneficiaries for whom they are
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created. These trusts are structurally very
flexible.

Irrevocable Life Insurance
Trust
An irrevocable life insurance trust is a
trust which is designed to own life
insurance on the grantor’s life. The
purpose of the trust is to keep the
insurance proceeds out of the grantor’s
estate for federal estate tax purposes. It
would be included in the grantor’s estate
if the grantor continued to own the life
insurance policy. In order to keep the
insurance out of the grantor’s estate, the
grantor cannot be a Trustee of the trust
and cannot have any other rights in the
trust. Usually these trusts have Crummey
withdrawal powers in them to cover a
gift(s) to the trust of the annual policy
premium(s) but are referred to as life
insurance trusts, since their primary
purpose is to hold the life insurance. One
might say he has an ILIT (an irrevocable
life insurance trust), and someone might
ask him whether it is a Crummey trust;
i.e., does it have Crummey withdrawal
powers.
Other than restricting the rights of the
grantor, the irrevocable life insurance trust
can have a myriad of provisions. One
common structure is for the spouse of the
grantor and the grantor’s children to be
beneficiaries of the trust. However, the
trust could be designed for the sole
benefit of the grantor’s children or could
be created for the benefit of someone
unrelated to the grantor.

Generation Skipping Trust
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A generation skipping trust (GST trust) is
any trust which is designed to avoid
taxation in the grantor’s children’s estates
and avoid the generation skipping tax
(40% -the top estate tax rate) to the
extent distributions from the trust are
made to the grantor’s grandchildren and
great-grandchildren.
The grantor’s
children can be beneficiaries of the trust
and are entitled to receive distributions
during their lifetimes, but the trust will
continue for their entire lifetimes and be
distributed to the grandchildren or
continue to be held in trust for the
grandchildren. A generation skipping
trust can also be designed so that the
only beneficiaries are grandchildren, great
grandchildren and so on. A generation
skipping trust may have Crummey
withdrawal powers. In fact, the second
example above of a Crummey trust
benefitting the grantor’s two children and
four grandchildren is a generation
skipping trust. A generation skipping trust
may also own life insurance; thus, it could
be a Crummey, irrevocable life insurance,
generation skipping trust.
The terms of a generation skipping trust
may also vary considerably. A child or
several children may be beneficiaries or
none of the children may be beneficiaries.
The distribution provisions may be very
restrictive and only provide for
distributions for education or may be very
broad, allowing distributions for other
purposes. The trust may terminate after
the children’s death or may continue for
the grandchildren’s lifetimes as well.

QPRT: Qualified Personal
Residence Trust
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A Qualified Personal Residence Trust
(QPRT) is designed to qualify to own a
person’s residence under a specific
provision of the Internal Revenue Code.
Use of the trust enables a person to
transfer his house at a reduced gift tax
cost to his children or any other person.
The Internal Revenue Code includes the
name of these trusts in the code section
in which they are allowed. The trust may
hold only a personal residence and is not
structured to receive any other gifts. The
trust can continue for any term of years
selected by the grantor. During the term
of the trust, the grantor has the right to
live in the house. At the end of the term,
the house passes to the grantor’s children
or may be held in trust for the benefit of
the children (or some other person).
During the primary term of the trust, which
usually is from 2 to 10 years, but can be
shorter or longer, the grantor has virtually
no flexibility in the terms of the trust due
to the IRS requirements.
After the
primary term of the trust expires, the
grantor can have the trust continue for
other beneficiaries and can design this
extension trust in a variety of ways.

GRAT: Grantor Retained
Annuity Trust
A Grantor Retained Annuity Trust (GRAT)
is also designed to qualify for special tax
treatment under a provision of the Internal
Revenue Code. The trust must pay a
fixed amount, the annuity, to the grantor
each year during the trust term. The
grantor can select the term of the trust
and the annuity to be paid to him. The
value of the grantor’s retained interest
(the annuity) will be subtracted from the
value of the property transferred to the
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trust to determine the amount of the gift.
These trusts are used primarily to transfer
future appreciation in property after it is
transferred to the trust. Therefore, assets
which are anticipated to have great
appreciation are the preferred assets to
transfer to a GRAT.
During the primary term of the trust, the
grantor can only select the amount of the
annuity and the term, all other provisions
are prescribed by the statute. After the
primary term, the grantor can have the
trust continue. The grantor can select a
variety of different provisions for the
extension trust which continues after the
primary term.

Charitable Remainder Trust
A charitable remainder trust is a trust
which provides for the distribution of a
specified amount (charitable remainder
annuity trust) or percentage (charitable
remainder unitrust) to the grantor or some
other specified person (recipient) each
year. The trust continues for a term of
years up to 20 years or the life of the
recipient. The property remaining in the
trust at the end of the term passes to a
charity. If the grantor names a person
other than himself as the recipient of the
specified amount/percentage from the
trust, then the grantor will have made a
taxable gift to that person upon creation of
the trust.
The grantor receives a
charitable tax deduction for the actuarial
value of the remainder which will pass to
charity. The value passing to charity must
be at least 10% of the value of the
property contributed to the trust.
The terms of these trusts are set forth in
the statute. The IRS regulations include
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an approved form for the trust document.
The grantor has very little flexibility in
setting any of the terms. The grantor can
select the charity and can retain the right
to change the charity receiving the
property at the end of the term.

Charitable Lead Trust
A charitable lead trust is a trust which
provides for a specified amount to be paid
to one or more charities each year. The
remainder is generally distributed to the
grantor's children or a trust for the
grantor's children. There are two types of
charitable lead trusts; charitable lead
annuity trusts or charitable lead unitrusts.
A charitable lead annuity trust provides for
the payment of a specified amount or a
specified percentage of the initial value of
the trust to the charity each year. A
charitable lead unitrust provides for a
payment of a percentage of the value of
the assets held in the trust each year. In
other words on the unitrust the amount
paid to the charity will vary each year
depending on the value of the assets.
The type of charitable lead trust used
most frequently in estate planning is the
charitable lead annuity trust.
The
charitable lead annuity trust can either be
a grantor trust so that the income is taxed
to the grantor each year or a non grantor
trust so that the trust is a separate taxable
entity. The non grantor trusts provides
more benefits in estate planning. The non
grantor trust is used in two main
situations. First, if the grantor is making
gifts to charity in excess of the amount
which he can deduct each year, the
charitable lead trust can provide current
tax benefits to the grantor. The grantor is
not taxed on the income received by the
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trust and the trust receives an unlimited
deduction for amounts paid to charity.
The deduction is not limited by the
grantor's percentage limitations or by the
phase out of charitable deductions. The
grantor can shift part of his taxable
income to the trust, and thus, practically
speaking, obtain a full deduction for all
amounts paid to charity.
The non grantor charitable lead can also
be used to transfer wealth to the grantor's
children. If the grantor has property which
is appreciating at a rate greater than the
applicable federal rate in effect at the time
the trust was created, the excess amount
is accumulated in the trust and distributed
to the remainder beneficiaries at the end
of the trust term. For example, beginning
in 2003 and periodically thereafter, the
rate applied to a transfer to a charitable
lead trust has been 3% or even lower in
some months. This situation provided an
ideal opportunity for charitable individuals
to maximize the amount of their charitable
deductions and to transfer property to
their children tax free.

Defective Grantor Trust
A defective Grantor Trust is named for a
structure which causes the trust income to
be taxed to the grantor. A trust which is
structured so that the income is taxed to
the grantor is referred to as a “defective
grantor trust.” The reason the trusts are
referred to as “defective” is that,
historically, including a provision which
caused the income to be taxed to the
grantor was a mistake; hence, they
referred to the trust as defective.
However, with the compressed tax rates
applied to trusts which we have today
(reaching the maximum income tax
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bracket at about $13,000) structuring the
trust so that the income is taxed to the
grantor is beneficial. The trust rate of the
grantor will not be any higher than that of
the trust, more property will be preserved
in the trust (since the trust will not pay the
tax on its income) for transfer to the
grantor’s family, the payment of the tax
would be considered a tax free gift to the
trust beneficiaries, and the grantor can
sell assets to the trust without recognizing
any gain (since a person cannot be taxed
on the gain on a sale to themselves).
These trusts can have any variety of
beneficiaries and terms. The grantor can
create the trust for the benefit of family
members, relatives or friends. The trust
can benefit one or more individuals or any
group of individuals. The trust could also
be a Crummey trust and could be a
generation skipping trust.
Although some types of trusts are
designed to qualify for special tax
treatment under the Internal Revenue
Code, most trusts can include a broad
range of provisions to fit the grantor’s
particular desires. The grantor may
create a trust for a number of specific
reasons. Trusts can provide benefits to
one person but hold the property intact for
distribution to another person.
For
example, in a second marriage, the
grantor may want to provide for his wife
for her lifetime, but upon her death wants
the property to pass to his children (not
hers). Property held in a trust which is
created by a person other than the
beneficiary cannot be reached by the
beneficiary’s creditors if the trust includes
a spendthrift clause and does not give the
beneficiary broad powers over the trust.
Property held in trust also cannot be
reached by an estranged spouse in the
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division of the property in the event of
divorce. The property can be held in trust
for the benefit of a child until the child is
sufficiently mature to handle the trust.
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Purpose Statements - Part One:
Trust Distribution
Provisions Revisited
THE LEGACY WE LEAVE
Personalizing Our Trust
When we use a trust in our estate plan, our desire is for the trust to be administered
as we would have administered the trust if we were alive. The most frequently used terms
in a trust are the terms “health, education, support and maintenance.” These terms can
be interpreted differently by different people. Our objective is for these terms to be
interpreted as we intend. This section of the Guidebook will begin with an overview of
types of distributions provisions in trusts and questions to focus on in considering these
distributions provisions. The second part of this section summarizes the processes relayed
to me by my clients and supplemented by additional research of adult maturation and
development.

Trust Distribution Provisions
Trusts are used in estate planning
for a variety of reasons including:
professional management of assets,
holding the assets until the beneficiary is
sufficiently mature to manage the assets
on his own, minimizing transfer taxation,
protecting the assets from creditors,
protecting the assets from estranged
spouses and preventing unrestrained use
of the assets by the beneficiary. Trusts
are created with a certain purpose in mind
by the person creating the trust, the
testator or grantor. The original purpose
of the trust may not consider other issues
which may arise. For example, a parent
may create a trust to protect the assets
given to a child from estranged spouses
and creditors. In Texas in order to
provide protection from creditors and

estranged spouses, the trust must either
provide for an independent person to
serve as Trustee or must provide a
standard for distributions if the child
serves as his/her own Trustee. The most
frequent standard which is used is
“health, education, support and
maintenance.” This same standard is
also frequently used when an
independent person serves as Trustee.
States vary on the impact of having
an individual beneficiary serve as Trustee
of his/her own trust and on the ability of
an estranged spouse to reach the assets
in the trust or to have the assets of the
trust considered in either a division of the
property or in setting alimony.
If
protection of the assets from an
estranged spouse is desired, an attorney
practicing in the state where each of your
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children lives is advisable.

standard that a court could
determine and enforce. In fact,
courts are reluctant to substitute
their judgment for the judgment of
a Trustee, and thus, will generally
only provide relief if the Trustee
acted fraudulently or in bad faith.

However, the term “health,
education, support and maintenance” can
be interpreted differently by different
people. The standard could be used as
an argument by the child’s children to limit
the distributions to their parent. The
Trustee could interpret the phrase to
provide for a limited standard of living or
for a more expanded standard of living. A
standard for distribution of health,
education, support and maintenance or
any other more specific language limits
the discretion of the Trustee in making
distributions from the trust. Flexibility can
best be provided by using some relatively
standard distribution language and
including a purpose statement.
Ideally, a trust is to be interpreted
to carry out the intent of the creator of the
trust.
Identical language can have
multiple meanings depending on the
intent of the creator (“grantor”) and the
circumstances surrounding the trust.
Considering the language of a trust, its
varying meanings and its potential
ambiguity provides a framework for the
drafting of a purpose statement to use in
interpreting a trust.
C

Health, education, support and
maintenance. This standard is
commonly used in trusts. The
reasons for its usage are tax
based. There are negative tax
consequences to having certain
individuals serving as Trustee if
the distributions to the
beneficiaries are not governed by
an “ascertainable standard.”
Health, education, support and
maintenance is considered to be a

I have used these terms in my
trusts for years. But .. consider it.
Do you really want to support your
children in their 20s? Do you want
the same distributions at 25 as at
45 or at 65? Health generally is
interpreted to be the type of health
needs one would customarily have
such as
health insurance,
reasonable expenses for wellness
care, dental, and deductible
amounts. If there are any unusual
distributions or some level of
support you would want to provide
later in life, that should be stated.
Education generally includes living
expenses and books. Is that
reflective of your desires? What
level or type of education is
appropriate? Multiple degrees?
.
C

Standard of living. One’s standard
of living is considered to be the
beneficiary’s standard of living at
the time the trust went into effect.
Even if standard of living is not
used, the meaning of support is
generally interpreted according to
the standard of living of the
beneficiary at the time. Consider
this. If you have one child who is a
teacher and another who is a
successful doctor do you want to
distribute more to the doctor than
the teacher?
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C

C

Other resources. Do you want the
individual’s other income or other
assets to be considered in making
distributions? If other resources
are to be considered do you want
the resources to be depleted
before receiving distributions from
the trust? Do you want the income
to reduce the distributions which
could be made to the beneficiary?
My experience has been that most
people do not want the trust to
operate to encourage the
individual to quit working.
However, if other resources are to
be considered, the trust document
may unintentionally
benefit a
beneficiary who quits working over
one who continues working.
Priorit y
of
beneficiaries.
Frequently, including a child’s
children as permissible
beneficiaries allows the child to
distribute the funds for their
children’s education directly to
their children thereby causing the
income to be taxed at a lower rate.
In addition, the child can assist
their child in purchasing a home
using funds from the trust without
the restrictions imposed on annual
gifts to their child. However, if
your grandchildren are
beneficiaries, do you want them to
be able to demand that their
parents make distributions to
support them from the funds in the
trust? All beneficiaries are equal
unless the grantor states that one
beneficiary or generation is to be
considered over another.
The importance of this brief

discussion is to show the variability in the
interpretation of these terms from one
situation to the next. Even if the general
interpretation is as you would like, do not
assume that this interpretation is the one
which would be applied in the
interpretation of your trust.
The
interpretation may be challenged or
misunderstood if you have acted in a
different manner or if circumstances
indicate otherwise or even if the
assumptions/values of the trustee happen
to be different than yours.
Just as you should not rely on the
Trustee’s interpretation, there is a
converse danger in being too specific in a
trust document. The more specific a trust
document is, the less likely it is that the
document will have the flexibility to allow
for varying interpretations as situations
change.

The Purpose Statement
An Expression of Our Intent
Purpose Statements provide
guidance in the interpretation and
administration of a trust and provide a
meaningful statement to your family.
What makes drafting a trust difficult is
that you can include any type of provision
but the document is irrevocable, cannot
be amended and, in most situations, will
be operating after you are dead. Your
original reason for creating a trust may be
one of any number of reasons including
to:
•

Save taxes. Hold property for the
survivor so that the property will
not be taxed on the survivor’s
death. (A primary purpose in the
use of the Bypass Trust prior to
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2011)
•

Educate your Children. You may
leave your property in trust to
provide for your children’s
education. You could just give
them the money but you think that
perhaps they won’t be motivated to
go to college if they receive
money.
In this type of trust
generally there is a time at which
you give them the money either
after they complete their education
or at an age when you feel that
even if they haven’t completed
their education they will be
“sufficiently mature” to handle the
money without adverse effects.

•

Limit Squandering. To protect
your children from themselves.
After they’re educated, you may be
concerned that if they receive a
large sum they will blow it before
they are sufficiently mature to
handle it.

•

Avoid “Trust Baby.” This one is
unclear. You’re leaving it in a trust
to avoid a “trust baby”? The point
being that if you give them the
money, they will squander the
money so you leave the money in
trust but you want to avoid having
the trust be their first source for
their support. The interpretation of
t h e wo rd s “su p p o r t a n d
maintenance” would allow this
trust to be the first source for their
support.

•

Protect the Assets from Creditors.
You may want your children to
have full control and use of the

property but want to protect the
property from the claims of a
creditor should your child be sued
or otherwise have financial
difficulty. The protection sought
here is from others, not protecting
the child from his/her own
indiscretions or mismanagement of
the funds.
•

Protect the Assets from Estranged
Spouses. Divorce is a reality The
divorce rate is over 50% and
among younger individuals the
rate is even higher. The difficulty
most likely to befall our children is
a divorce. If our children are
divorced, we want to preserve the
money we have left our children,
for our children. We want to
prevent the money from being
commingled with our children’s
funds held jointly with his/her
spouse, and even more, we do not
want the money we have left our
children to be the source of a
battle in the divorce courts. As
noted earlier the level of protection
provided by a trust varies from
state to state.

A trust will typically provide that
income and principal may be distributed
for the beneficiary’s health, education,
support and maintenance according to
their standard of living. This language
gives the Trustee the flexibility to make
distributions if the beneficiary “needs it”
but does not require that distributions be
made if they don’t. But what does “if they
need it” mean? Does it mean the same
thing to you as it might to the Trustee?
Does it mean the same thing to you and
the Trustee as it does to the beneficiary?
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Do you feel one way about distributions to
your spouse and another about
distributions to your children and yet
another about distributions to your
grandchildren? Differing feelings in each
of these situations is likely and yet the
terms we use in the trust are frequently
the same or at least substantially the
same.
Times change, the world changes,
and attitudes change. The way you feel
today may change and circumstances will
change. We want the trusts to be flexible,
to change when they need to change.
The use of very specific language
in the distribution provisions can restrict
the Trustee. The best way to provide
guidelines without restricting the Trustee
by using very specific language in the
distribution provisions is to include a
Purpose Statement to guide the Trustee
in administering your trust. In formulating
a Purpose Statement, consider how you
would administer this amount of money
for your spouse, or your children, or your
grandchildren. Consider:
C

C

C

Do you want your spouse, children
and/or grandchildren to receive an
annual amount or to receive
regular distributions?
Of the
income of the trust?
Of the
principal of the trust?
Do you want your spouse favored
over your children? Do you want
your children favored over your
grandchildren?
Do you want a beneficiary to be
“supported and maintained”? Until
a certain age? Only after a certain

age? Always? Never?
C

Do you want funds to be available
to start a business? Purchase a
house? Pay for education?
College? Graduate school?
Continuing education? Pay for the
education of a beneficiary’s
children’s education?

C

What do you want for your child?
To be happy? Productive? Self
sufficient? Secure? Rich? Ensured
a certain standard of living?

C

What are your fears? That they’ll
squander the money? Be on
drugs? Not be able to have access
to the funds when they need it?

C

How do you feel about your
children suing your spouse
claiming that he/she is spending
their inheritance?

C

How do you feel about your
grandchildren suing your children
claiming that he/she is spending
their inheritance?

C

Do you want money preserved for
passing on to your children? To
your grandchildren?

Before considering what you want,
sit down and write up what that means to
you. Provide the Trustee with guidance in
making distributions including:
–

Whether you want the trust to
benefit multiple beneficiaries.

–

Whether one beneficiary or group
of beneficiaries are primary and
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another secondary.
–

Whether all the funds in the trust
can be spent for one beneficiary.

–

For what purposes you want
distributions made to your children.

Now you are ready to write your
purpose statement. How do you begin?
First, I would note your answers to the
questions in the previous section.
Second, I have found that it can be
helpful to read a Purpose Statement that
someone else has written. A Purpose
Statement with which you disagree with
can be as helpful in preparing your own
as one that you agree with. For that
reason, I have included a sample
Purpose Statement which is drawn from
several different Purpose Statements to
form an illustrative statement to help you
get started in writing your own. I have
included a second Purpose Statement
based on an article by two estate
planning attorneys and two psychologists
regarding the benefits of using “maturity
markers” in making distributions from a
trust. (See www.ffi.org Baris, Mitchell;
Garrity, Carla; Wanick, Carol; Warnick,
John. Maturity Markers: A New Paradigm
for Trust Distribution Models and Gifting
Strategies.)

Statement is a reflection of your intent in
creating the trust and should be used in
interpreting any unclear provisions
contained in the trust and in making
distributions from the trust. If the trust is
considered to be clear and no outside
evidence is admissible but the
interpretation of the trust is contrary to
your purpose statement, then include a
request that your Trustee be directed to
seek modification of your trust to include
the Purpose Statement. If you have
written a letter to your Trustee with this
information, the letter to your Trustee can
be revised as a Purpose Statement.
Keep the Purpose Statement or letter with
your Will and trust documents so that
these documents will not be lost and can
provide evidence of your intent in creating
and in structuring the trust. The next time
you revise your Will, bring the statement
with you so that it can be incorporated
into your Will or Revocable Living Trust or
any other trust you create during your
lifetime.

Your existing Will or trust will not
have a Purpose Statement unless you
revised your Will or trust very recently. I
recommend that if the trusts are created
in your Will or in a revocable trust, that
you revise your Will or trust to include a
Purpose Statement. If your existing trust
is irrevocable, then write a Purpose
Statement to be kept with the trust.
Specifically state that the Purpose
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Purpose Statements - Part Two:
Expressing Your Values - Formulating
Your Legacy
THE PROCESS OF OUR LIFETIME
Psychological Underpinnings
Our responses to our children as they grow up, mature and become responsible
adults, reflects a complex process. Each time we confront a challenging situation with our
children, whether as minors or adults, we consider innumerable factors. We consider and
weigh all of our own experiences with our children in the past, all of our own experiences
growing up and as adults, our children’s strengths and weaknesses, our value system, our
successes and failures, our children’s successes and failures, all of our efforts to guide and
assist our children in the past, the experiences of all of our friends and family as well as
any professional advice. In listening to clients, I am convinced that no one has a better
sense of how best to address a new situation in their family than the parents ... given the
time to reflect. The “mistakes” are most likely to arise when we react to a situation rather
than reflect. The intent of this section is to share the wisdom my clients have shared with
me as they have reflected about their lives and their children. These reflections are
intended to trigger your reflection on your life, your children’s lives and the legacy we leave
through our lives and relationships. This reflection provides a context for the development
of your Purpose Statement.

Warren Buffet has been quoted
and paraphrased on numerous occasions
as having said that he wanted to give his
children enough so that they could do
anything but not so much that they could
do nothing. This line is one most of us
want to tread. We want to facilitate our
children’s development but we do not
want to prevent the development by
taking away any need to do anything. I
have heard it said that we do not want to
“rob our children of the benefit of having
to make a living.”
In seeking to tread this line, of

supporting and facilitating development,
but not arresting that development, we
will consider the process of maturation
and growth over our and our children’s
lifetimes. The process begins as a
progression of increasing self sufficiency
and then continues with the development
of increasing interdependency. As we
mature, we seek models for growth; we
create models for growth; we are models
for growth. We want our children to have
the benefit of our experience. We want to
give them what we have learned. We
want them not to make our mistakes. Our
desire is to give them the benefit of our
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wisdom so that they will not make our
mistakes but will enjoy the ways we have
found success. However, the process
that works for us is our process - it is
unique to us. Our maturation developed
through our own experiences in the
context of our own unique blend of
talents. The specifics of that process are
not ones which are likely to work
unchanged for our children. Each of our
children must create their own process.
A child’s parents are participants in that
process. We are models and we are
facilitators. To develop a perspective on
what it is that we do that works
successfully, it is helpful to view this
process as a whole ... to gain perspective
on what the process is .. to understand
why some actions are successful and
others seem to be counter productive.
The process of self sufficiency, of
productivity and even of happiness, is one
of a shift in control .. from outside to
inside ... from other people, institutions,
groups .. to ourselves. We begin our
lives totally dependent on our parents for
every aspect of our lives; food, shelter,
clothes, bathing. As we grow, we shift that
responsibility inside. We learn to dress
ourselves, bathe ourselves and feed
ourselves. The shift of responsibility
gives us independence, freedom and
control. These shifts occur throughout
our lives. When we venture out and take
on new arenas of responsibility,
independence and freedom; it is both
frightening and exhilarating. Whether we
are two years old and asserting the power
of “no,” are twenty-one years old and
taking our first “real” job and moving away
from home or are fifty years old and
changing jobs, cities or marital status.
Each step is an opportunity. Each step

gains the most when we do it ourselves.
Others can support us in the process but
the more proactive we are, the more we
assume responsibility for the process, the
more we gain.
As noted, this process is
essentially a shift of control from people
and things outside of ourselves to our
inner resources and strength. When the
control is outside, we are without power,
without independence, without freedom.
There are times we would all have liked
to have had someone “fix” our problems,
but if we “fixed” the problem ourselves we
have gained not only a solution to the
problem at hand but also have gained a
method of handling future problems and
that sense of confidence of being able to
handle problems.
The difference
between solving the problem and
supporting the individual in solving their
own problem is significant for an
individual’s ability to solve future
problems.
Consider the difference
between solving the problem vs. providing
psychological support, between taking
over and doing it for someone vs.
assisting their efforts, between
“manipulation” vs. facilitation. We find
ourselves wanting to alleviate our
children’s struggle, or solve our children’s
problems. Herein lies the dilemma. Our
children gain the most by gaining
personal control over their lives. We want
to assist them in that process, yet, by
definition, if we are doing something, they
are not. By the fact of our assistance, the
“solution” remains outside. It is not that
assistance cannot be given; it is that our
efforts, our assistance must facilitate the
process of the shift of control, not impede
it. How do we know the difference?
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How do we learn to have control
over our lives? Most often we learn from
failures, from problems, from adversity.
These situations are opportunities to
struggle through, to resolve, to become
creative. If we “bail our children out”,
solve their problems and minimize the
effects of the adversity, we actually are
robbing our children of a valuable time in
their lives. I have had others share an
observation which I have personally
experienced – I have rarely succeeded at
anything at which I did not first fail. We
learn p ro b lem so lvin g, f ocus,
perseverance and, most of all, we learn
we can. We can survive. We can go
beyond what occurred. We can, period.
My daughter has had
similar
experiences and she says that, in addition
to learning from these incidents,
experiences with failure redefines
success. She states that when she has
initially failed at something, when she
finally succeeds she then takes more
credit for, and appreciates more fully her
successes. We only know success by
having known failure. Facilitating the
process, while letting our children
personally define and engage the process
is our challenge.
In practice, this supportive
“observation” can be very difficult. Let’s
consider the impact of two types of
financial assistance which might be given
to our adult children. In the first situation,
we do not assist our children except when
there is a real “need.” If our children are
having a significant problem, we will step
in and provide the needed financial
assistance. That assistance may be to
assist them when they have lost a job,
overextended themselves financially,

wrecked their car or have a pending
criminal action, such as a drug or alcohol
related offense. These are difficult times.
These are what families are for. These
are when we are needed. These are
when we can make a difference. Yes, but
how? If we step in and provide their lost
income, if we pay their credit card bill,
replace their car or bail them out and get
them out of the criminal offense; have we
helped them?
Have they learned
anything from this experience? Have we
facilitated the process of shifting control
to our children or arrested that process?
This assistance stops the “learning
process.” On more than one occasion, I
have “known” that the struggle was
important yet have come in to provide the
“solution,” the rescue.
Our emotional support has a very
different effect. We can support our
children emotionally during these times.
Clearly, non-judgmental support is much
needed. Solving the problem by taking
over, deciding the action to be taken,
taking it (and frequently lecturing our
children in the process) is most likely to
be counter-productive to their continued
development.
Providing support
financially is much less clear. Although it
can be done, it is difficult. The control
must remain with the child. The problem
must be solved by the child. Treading the
line is difficult, very difficult. Treading the
line takes time. Treading the line takes
understanding. In a world of quick fixes,
we must avoid the quick fix. Our only
evidence that we have successfully
treaded the line is if with the next
“problem” our child encounters, he or she
demonstrates a proactive response. If we
“solve the problem”, then we become the
solution, not our children.
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We may think that we never assist
our children except when they need it, yet
erratic reinforcement is the strongest type
of reinforcement. We hear the story, we
refuse. We hear the story, we refuse.
We hear the story, we give in. Our
children then become very good at
something ... but that something is likely
to be telling the story that we give in to.
The difficulty here is that financial
necessity is frequently the “incentive” to
work and in working we (or our children)
learn what they can and cannot do, what
they like and don’t like as they “make a
living”.
Let’s consider another type of
assistance. One which most of us are not
likely to give – providing regular financial
assistance; continuing indefinitely with no
right to discontinue the assistance. Most
of us have the automatic reaction that this
type of assistance is not advisable. The
assistance can be a disincentive to
working. The assistance can be used in
a way we do not like, such as to purchase
items we consider unnecessary luxuries
or to enjoy a lifestyle that we do not think
is prudent.
But let’s look at that
assistance from the standpoint of control.
The child is in control; good, bad or
indifferent. Control in the child is the goal.
Our challenge is to maintain a relationship
without judgment. The money is not the
problem. The money can facilitate the
process of the shift of control.
Before sharing with you what my
clients have shared with me, let me share
two other aspects of control. One possibly
surprising and frustrating aspect of control
is that rewards do not work. Paying a
child to act a certain way, to achieve a
certain goal does not work to motivate the

child (or anyone) to act in that way, to
achieve that goal. In fact, external
rewards decrease intrinsic motivation.
This fact provides significant challenges
in structuring a trust.
There is another aspect to
consider when contemplating shifting
control to a child. Whether we are
considering the shift of control to a child
during our lifetime or through a trust after
our death. Control is not black and white.
It is not something you either have or you
do not have. Control is a continuum with
levels of control and different forms of
control. Information is a form of control.
Being informed allows an individual to
have choice, to control his response to
whatever is going to occur. Research has
found that an individual who is informed
of a negative event responds much more
effectively, more powerfully, and is less
stressed than an individual who is not
informed of the negative event. In
considering this aspect in the
administration of a trust, keeping the
beneficiary/child informed of the trust, its
assets, how it is being administered and
what the child can expect from the trust,
actually empowers the individual in
his/her own life.
Another level is
participation in the activity, such as the
decision making in the trust. Even when
the individual does not have the power to
cause an action (e.g. distribution or
investment) to occur, participating in the
process empowers the individual.
Allowing a beneficiary to be a co- Trustee
for a number of years prior to having the
power to make investments or
distributions on his/her own is an effective
example of giving a judicious level of
information and control.
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What does work?
Let me turn to my clients. In
sharing their personal life experiences,
and those of their children, four themes
have emerged around the types of family
experiences that have positively impacted
their and their children’s productivity, life
satisfaction and success. Although not
easily encapsulated in a sound bite, these
areas are: mastery, family and cultural life
patterns, relationships based on trust and
communication, and ability to moderate
their moods. In searching for the basis of
this pattern or at least a way to articulate
the patterns, I found that these themes
were similar to four methods of increasing
ones sense of “self efficacy.”
Self efficacy is an individual’s
perception of his ability to control the
outcomes in his life. A person’s sense of
self efficacy is a better predictor of such
things as success and happiness than
intelligence and education.
This
perception of one’s ability to control the
outcomes in their lives can manifest itself
in many ways. If you believe you can
control the outcomes in your life, you do.
An interesting part of the research on self
efficacy is that a person who has an
unrealistically high sense of self efficacy,
i.e. they are incorrectly assessing their
own abilities and talents, will accomplish
more than a similar person with a realistic
assessment of their talents.
Keep in mind that each of us is
currently actively engaged in the process
of increasing our own sense of self
efficacy. As we engage and understand
the process of increasing our own self
efficacy, we will also understand how we
can best facilitate the growth of self

efficacy in our children. And in facilitating
the process in our children, we learn
about the process in ourselves. As I
share my client’s experiences and the
research in the area of self efficacy
(which I have found best describes this
process), reflect on your life, your
experiences.
Albert Bandura has conducted
extensive research in the area of self
efficacy. Bandura found four ways in
which a person’s self efficacy could be
increased: mastery, modeling, verbal
persuasion, and control of one’s affective
states. These four areas were similar to
the four themes I had observed in my
clients and are helpful in recognizing the
most effective ways in which we operate
personally and with which we interact with
our children. A very brief summary of
these four areas is helpful in setting the
framework for developing our own family
mission or purpose statement.

Mastery.
Mastery is its own
reward. Mastery in any area provides the
tools and the perspective to move into
other areas. Mastery can be achieved
around a sport, an instrument, a course of
study or an event. We can master
skateboarding or quantum physics. We
can master a language or a craft.
Mastery of any kind requires two
elements: focus and discipline. Mastery
is not a quick fix. Mastery takes time. In
this “instant gratification” age, mastery is
receiving short shrift. We develop an
attention deficit disorder mentality. We
move from task to task, activity to activity,
and we do not remain focused long
enough to gain mastery.
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Mastery is 10% talent and 90%
effort. The view seems to be that we are
to “discover” our talent, not develop it.
There are areas in which we have a
“talent” or an ease that is unlike others,
but these talents, these propensities, are
not developed without hard work, without
focus. In anything we master, we begin
to see the results of those efforts. We
can draw on the experience of working
hard and achieving a goal in other areas.
We can run a marathon and then focus
on a class in school. We know we can do
it. My clients have shared multiple
instances of a child working toward
mastering something which didn’t seem
“practical,” but the result was the legacy
of what the process of mastery taught
them. They have gone on to use these
experiences and techniques, the benefits
of focus and discipline in other areas.
For us as individuals, mastery
means that we set a goal for ourselves
and persevere. We continue through the
frustrating learning curve to reach that
goal, to master something. We learn
about ourselves.
We learn about
continuing in the face of frustration. We
learn that failure is frequently the
predecessor to success. And for our
children? We learn to encourage their
mastery of their chosen interests, their
self-perceived talents. From mastery
alone, they will learn the process of
mastery. The process of mastery is far
more important than the area mastered.
We let go of judgments as to practicality.
We trust the process.
And when they are struggling with
another area, we can remind them of their
earlier mastery. They can think back to
how they mastered that area ... and they

can reflect on the fact that “they can.”
Modeling - Family - Myths. In
Bandura’s research on how to increase a
person’s sense of self efficacy, another
method was to provide the individual with
a model of someone accomplishing a
task similar to that which the individual
was trying to accomplish. If the model
was someone that the individual could
identify with, the model would serve to
motivate the individual to believe he, too,
could accomplish the task.
The
individual’s perception of his own sense
of self efficacy would be increased and he
would be more likely to successfully
accomplish the task. In our own efforts,
we seek models of someone who has
faced challenges similar to ours, be they
like us in life or innate talents, and has
accomplished something we wish to
accomplish. These models motivate us in
our efforts.
In considering our efforts to
motivate our children, this process is
instructive. We say more by what we do
than what we say. If we also struggle to
accomplish something, we are likely to be
a b e t t e r m o d e l t h a n if o u r
accomplishment comes with apparent
ease. If our children see us fail and then
succeed, what a great model for their own
perseverance.
In discussions with my clients, the
“modeling” was more like a “life map.” In
listening to my client’s experiences, I
noted that each family’s “view of life,” their
values, their life patterns have provided a
framework, a pattern for their children.
This life pattern was like modeling on a
collective level.
The modeling was
through our families and even our
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cultures. The modeling takes on a “myth”
quality in that the myths show us how life
is.
The myths are not falsehoods,
although they can be.
They are
illustrative pictures of life. Our families
will paint a picture of life by their lives, the
lives of their friends, their families and we
augment that with the experience of our
peers. The picture may be one of
college, marriage and children. That is
the life pattern set for us. If we go on
automatic pilot, we will tend to fall into
these patterns. These patterns can be
very useful. They may result in a college
education that serves us well later.
Obtaining the college education may be
without seeking to master something, it
may be “just a degree;” but as we all
know, a degree can be a very important
accomplishment. Our families set forth
what is acceptable and not acceptable.
Until such time as the individual considers
other options, this path will more or less
be followed.
When obstacles are
encountered we will look to our family, to
our friends, to our culture, for models to
address these obstacles.
Frequently these life “myths,” these
patterns, provide a framework to allow for
the necessary focus. However, if this
pattern provides the only “acceptable” life
pattern, then the pattern restricts our
possibilities. As noted in mastery, the
individual must be free to choose what to
master. The individual must have some
leeway in making choices in life.
On the other hand, if there is no
pattern, no framework then a different
problem is created. One of the lessons
learned from mastery is focus and
discipline. What if we try many different
things, if we “graze” rather than focus? If

“the sky is the limit,” and we can do
anything then frequently the result is that
we do nothing ... we lack the framework
for focus.
Focus is essential for
accomplishing anything.
Too many
options can leave us with no direction,
leave us drifting. The family/cultural
pattern provides us with a course of
action until ... until something catches us,
until we desire mastery, until our mastery
in some area carries over to mastery in
“practical” areas. The family myth can
also be so restrictive that it does not allow
for a slightly altered course of action. The
family view may be that college is only
worthwhile if an engineering or some
other “practical” degree is obtained.
However, the designated practical
education may only open options that
hold no interest for the individual.
Family myths are not inherently
good or bad. They can work both ways.
It is recognition of these myths that is
important. They exist because they have
provided a useful framework for those
who have lived life before us. They can
provide the guidance needed to carry us
to the next step. They can provide a
structure for us to live “in the meantime,”
but they can also be roadblocks to an
alternate way of being. Recognizing
these patterns for ourselves and for our
children can help us use these patterns
when they are helpful and reconstructing
or discarding them when they are not.
The individuals and families in my
practice who raised successful offspring
recognized that they were providing a
structure and that the structure provided
benefits for themselves and their children,
but also recognized that the structure
could be limiting. They valued structure,
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but they valued the flexibility to alter
structure with equal emphasis.

provide the support to move beyond their
current level of achievement.

Relationships - Trust and
Communication. In Bandura’s research,
he found that verbal persuasion was a
third method of increasing a person’s
sense of self efficacy. At first blush,
verbal persuasion seems to be an
attempt at external control or
manipulation. However, the success of
verbal persuasion in increasing an
individual’s self efficacy is dependent on
the relationship that the persuader has
with the person to be persuaded. If the
persuader understands the other person,
appreciates and recognizes his talents
and motivations, and is accepting of that
individual, then the verbal persuasion is
effective.

Bandura’s findings provide us with
a framework for developing our own
relationships. Seeking out mentors and
developing an open honest relationship is
helpful to any of us. If mentors are not
available, then developing close
relationships with genuine, positive, nonjudgmental individuals can provide us
with the support that we need during the
process. Developing these relationships
is particularly important for the individual
who is selecting a new path or is making
a new path; taking the road less traveled.
Consider both the benefits of mentoring
as well as being mentored. If a different
path is chosen, then developing
relationships to help guide others can
also encourage us to continue forging a
new path.

In my practice, I observed this
theme in the nature and quality of the
interpersonal relationships of my clients
and of their children.
The most
successful, productive individuals had
developed a relationship with one or more
individuals who believed in them. They
tended to have genuine relationships with
persons whom they trusted.
The
relationships with these characteristics
may or may not be reflective of most of
their relationships, but there was at least
one key relationship which did have these
characteristics. Most often the trusted
individual was an older person who
served as a kind of mentor. These
“mentors” listened to the individual and
supported their efforts. The mentor may
be a parent but was not necessarily the
case. However, in some situations the
individuals had no older individual to
mentor them, and they built their support
system with colleagues or siblings to

When we are considering the
power of verbal persuasion to motivate
our children, we first must remember the
importance of the context. In the Seven
Habits of Highly Effective People,
Stephen Covey’s fourth habit is “Seek
First to Understand and then to be
Understood”. This habit provides us a
guide for developing relationships in
which verbal persuasion is a positive
factor.
In considering the person who will
serve as Trustee or as a trust committee
member, consider the relationship of this
person with your child. Consider whether
they will provide a model for your child.
James E. Hughes, Jr. wrote an article
entitled “The Trustee as Mentor” which
discusses and highlights the importance
of this aspect of the Trustee relationship.
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A corporate Trustee can be appointed
with the potential mentor appointed to act
as an advisor to the Trustee and develop
a relationship with the beneficiary.
Self Awareness - Our bodies and
moods. In short, this thread is the ability
to control our own moods. Although listed
last in my reading about self efficacy, it is
the foundation on which self efficacy is
built. Our moods are the soup in which
we live our lives. If we let a depressive
state seep in and infect our lives, we will
live as victims, with a “can’t do” attitude.
Learning to alter our own moods is the
first step to be taken in our relationship
with ourselves.
Consider what you have learned in
order to “de-stress,” in order to alter your
own moods. In a way, we are each a
laboratory of one during our lives. Each
of us is a proactive learner of our inner
self in our own lives. We may have found
that exercising daily is the key to a
positive mood. We may have found that
we need to take anti-depressants. We
may have found that we need a daily
conversation with a close friend or time
alone with a crossword puzzle. We may
have found that we need to meditate or
we may have found that we need a movie
at least once a week. We learn about
ourselves and apply that knowledge to
our daily lives.
When our children are frustrated,
stressed or hurt; sharing how we handle
similar situations may be helpful. As our
children develop ways to moderate their
moods, we can observe how they have
done that and reflect on their ability,
reinforce it, and encourage them to know
themselves in this way.

This aspect of increasing self
efficacy, of shifting control, has
embedded in it one of the most difficult
and heartbreaking situations a parent can
face: a child who is addicted to drugs or
alcohol. The child has learned to “cope,”
to moderate his/her moods by giving up
control to an outsider — to drugs or
alcohol. The shift of control starts here,
with the child, with the child’s decision not
to use drugs or alcohol. As parents, this
situation is the ultimate challenge. This
situation is one in which more than any
other we want to help, to intervene and
yet, our intervention must be designed to
not undermine the principles reviewed
above. To undermine the process of
choice and internalizing control or to use
verbal persuasion in a judgmental and
controlling fashion is to directly or
indirectly facilitate the continued use of
drugs or alcohol. This situation is one
which needs to be addressed on a case
by case basis. Provisions in a trust are
fixed. To address this inflexibility in a
trust document, one of the most effective
ways to address the issue may be to
avoid any specific provisions, but to
provide that if the child is addicted to
drugs or alcohol that all distributions be
made in consultation with a drug
rehabilitation counselor.

Conclusion
These four themes are present in
the process of shifting control from
outside the individual to inside the
individual. It is not a single act that shifts
control, neatly and cleanly in one simple
shift, but a lifelong process. Viewing life
as possibilities .. viewing obstacles as
providing opportunities rather than
eliminating options .. is a view ... an
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attitude. It is a lifelong process. We can
backslide in difficult times. In those
times, we can regroup and think of 1)
what we can do to keep our mood stable
and positive; 2) what mastery we can
accomplish in this time; 3) who we can
use as a model or if none, what pattern
we can construct for ourselves with
pieces of different models and which we
would like to provide as a model to others
in the future; and 4) we can seek to have
trusting open relationships with nonjudgmental people who listen, understand
and support us. And for our children, we
can encourage knowing themselves,
remind them of the knowledge that they
have gained in the past. We can remind
them of their past masteries, about the
times they were down and regrouped.
We can model in our own lives and we
can listen, seek to understand and
support them.
These are lifetime processes but
they can also help us in formulating our
family mission or purpose statement. In
considering the importance of these
statements in structuring a trust,
considering what a trust does and how
distributions are made as discussed in
Part One. With existing irrevocable
trusts, consider the importance of creating
purpose statements, encouraging mentor
relationships, and practicing the noncontrolling, non-judgmental, verbal
persuasion outlined above. Consider
involving the future beneficiary in
activities that provide limited control and
give significant pieces of information.
Consider the potential to document family
models created by ancestors, the positive
values and principles that drove the
success of the family’s wealth generators.
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ARTICLE II. PURPOSE OF TRUST
The provisions of this Purpose Clause shall govern the interpretation of the
provisions of this trust agreement. In particular, the provisions concerning the distributions
to be made to the beneficiaries hereunder shall be interpreted in a manner consistent with
the Grantor’s purpose in creating this trust.
The Grantor has created this trust to manage and provide for her support during her
lifetime and thereafter to provide for her children. The primary purpose of the Trust is to
provide for the Grantor's long term security, to maintain the Grantor in a comfortable
lifestyle and to provide for the quality of her life throughout her lifetime. In providing for the
Grantor, the trust funds may be used to accomplish such purpose without regard to
preservation of the principal for distribution to the Grantor’s children, descendants, or other
beneficiaries on her death.
The Grantor's secondary purpose is to provide for her children and to facilitate the
process of their becoming a steward of the wealth that she is able to leave for them. The
Grantor desires to provide funds for her children’s retirement and to provide funds to be
used as a resource to soften the sharp edges of middle age. The Grantor anticipates that
from the ages of 40 to 65 that her children will have increased expenses with the education
of their children. The Grantor would also like the trust to be available to enhance her
children’s lifetimes during this period of time.
The Grantor has named each child as Co-trustee of his/her own trust at age 40 so
that they have the training experience of stewarding their wealth prior to the time they will
be solely responsible for such stewardship at age 45. The Trustee shall involve the
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children in the investment decisions and the administration of the trust and shall utilize this
period to provide training for the children for the time when each child will manage his/her
own trust.

Prior to the time that each child of the Grantor reaches the age of 45 years,

the Grantor desires that the funds in the trust be used to facilitate such child’s growth and
development but not to provide for the child ’s basic support. If distributions are made to
her children to provide basic support for her children, then the Grantor feels that her
children are deprived of the opportunity to develop their talents in a way that work requires
that they do. In making distributions from the trust, the distributions shall always be made
in a manner which encourages a beneficiary’s productivity and facilitates the development
of that individual’s talents. For this reason, prior to age 45 the Trustee shall consider the
other resources of the child in making distributions and one of the resources to be
considered is the child’s own ability to make a living. The distributions to a child during this
time should be designed for the purpose of facilitating growth and productivity and not for
the purpose of providing basic support for the beneficiary. Each of the Grantor’s children
is the primary beneficiary of the trust named for such child. The trust agreement provides
that when a child of the Grantor is at least 45 years of age, such child may be named as
sole Trustee of each trust that is named for such child. At such time as the child is the sole
Trustee of any trust named for such child, the Grantor anticipates that the child will not only
be able to manage his/her own funds but will also be a steward of the wealth for his/her
best interests and the best interests of his/her family.
The Grantor’s tertiary purpose is to provide funds to educate her grandchildren and
to provide funds to facilitate her grandchildren becoming productive members of society.
The Grantor trusts the judgment of her children in determining whether distributions should
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be made to their children (Grantor’s grandchildren) in order to provide for their children’s
health, education, support and maintenance, and if so, to what extent. The Grantor
specifically authorizes the use of the funds held in the trusts for her children as provided
in the trust agreement without regard to preservation of the assets for distribution to the
remainder beneficiaries.
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PURPOSE STATEMENT *
The provisions of this Purpose Statement shall govern the interpretation of the
provisions of this trust agreement. In particular, the provisions concerning the distributions
to be made to the beneficiaries hereunder shall be interpreted in a manner consistent with
the Grantors’ purpose in creating this trust.
The Grantors have created this trust to manage and provide for their support during
their lifetimes and thereafter to provide for their children. The primary purpose of the Trust
is to provide for the Grantors long term security, to maintain each of the Grantors in a
comfortable lifestyle and to provide for the quality of their lives throughout each of their
lifetimes. In providing for the Grantors, the trust funds may be used to accomplish such
purpose without regard to the preservation of the principal for distribution to the Grantors’
children, descendants, or other beneficiaries on the death of the survivor of the Grantors.
The Grantors desire that their children be given every educational opportunity and
to provide for their support during such time. The Grantors desire to provide the funds to
enhance their children’s college years and to provide the experiences to supplement their
education.
During each child’s growth to maturity, the Grantors desire that the funds in the trust
be used to facilitate such child's growth and development but not to provide for anything
other than ensuring the child's basic support. If distributions are made to their children to
maintain their children with a certain lifestyle, then the Grantors believe that their children
are deprived of the opportunity to develop their talents in a way that work requires that they
do. In addition, such distributions may jeopardize the ability of the trust to provide for their
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children's long term security. In making distributions from the trust, the distributions shall
always be made in a manner which encourages a beneficiary's productivity and facilitates
the development of that individual's talents. After their children are adults, the Grantors
desire for distributions to be made based on each individual child’s situation and maturity
level. As each child gains maturity and self sufficiency, the distributions to such child
should be increased with the control of the trust shifted at such time as the child has
demonstrated the maturity level and responsibility necessary to manage their funds.
The Grantors desire that each child ultimately become the steward of their own
wealth. They understand that each child is unique and will travel their individual path to
maturity and adulthood. Thus, the Grantors do not wish to dictate age benchmarks at
which time the children would receive certain distributions and/or become trustee of their
trust. The Grantors desire to adopt the social and emotional milestones outlined below
to determine each child’s transition from childhood through adolescence to adulthood. The
Grantors believe that each child, through their individual maturation process and with the
Trustee’s guidance, will transition from student to steward of their own wealth. The
Grantors feel that this transition is a process which will guide their children from total
dependance upon the Trustees, through a period of working with the Trustees as a coTrustee, to being the sole Trustee of their own trust (if they so desire).
In order to facilitate this transition, the Grantors have provided for co-Trustees: an
administrative Trustee and a distribution Trustee. The administrative Trustee will handle
the investment and administrative aspects of each child's trust. The distribution Trustee
will have the responsibility for making all determinations regarding the frequency, amount,
and type of distributions to each beneficiary. The Grantors have thought a great deal
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about the appropriate person to be named the distribution Trustee for each child. Their
hope is that each child and distribution Trustee will work closely together and the
distribution Trustee will become a trusted mentor to each of their children. The Grantors
have written letters outlining their hopes and wishes for each child; the appropriate letter
is to be given to the intended child and their distribution Trustee to form the basis of their
collaborative effort.
The Grantors were recently introduced to the following benchmarks of maturity and
consider these benchmarks as valuable guidelines to determine the maturity of a person:
financial self-sufficiency; pursuit of work, career, education, and/or self-advancement; be
reasonably free of problematic behaviors; social and emotional involvement; and socialemotional maturity. *
C

Financial Self-Sufficiency. The person who has achieved financial self-sufficiency
demonstrates the capacity to live within a budget and be financially responsible.
They demonstrate competence in earning and managing money, and they are not
dependent upon the trust for living expenses. The Grantors wish to stress that the
amount of money their children earns is unimportant; rather it is the ability to live
within one's means and self-sufficiency that is of the utmost importance to the
Grantors.

C

Pursuit of Work, Career, Education and/or Self-Advancement.

A person

demonstrates maturity by actively pursuing a long-term goal regarding work, career,
education, or self-advancement. The Grantors hope that each child becomes a
productive member of society through their chosen field. The Grantors also believe
that there are many paths to productivity and a person is not necessarily
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unproductive because a person chooses an unorthodox role in life, or does not
make a great deal of money.
C

Be Reasonably Free of Problem Behaviors. A key element of maturity is the ability
of a person to limit problematic behaviors such as substance abuse, gambling, over
spending, abusive relationships, and cults. The Grantors wish to help a child who
displays chronic destructive behaviors through the use of appropriate therapy and/or
professional advice. However, the Grantors also believe that a person can not
become a steward of their wealth unless they are emotionally mature and healthy
individuals.

C

Social and Emotional Involvement. The Grantors believe that a person’s happiness
and maturity lies in their connectedness with their family, friends, and community.
An important benchmark in achieving maturity is their child’s willingness to forge
intimate relationships and engage in community and/or charitable projects.

C

Social/emotional maturity.

Social/emotional maturity also stems from the

individual’s ability to self-reflect and understand the consequences of their actions.
It is the Grantors hope that each child will be able to work with others as a team,
cope with frustrations, stress, and disappointments, and ultimately grow from past
mistakes.
The Grantors understand that these benchmarks are often subtle changes and
gradually emerge as their children travel through life. The distribution Trustee will work
with each child to determine times when additional distributions are appropriate and when
a child is ready to take on more responsibility regarding the management of their trust. The
Grantors are also very aware and pleased that each of their children is a unique individual.
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They expect their children to travel through these guideposts at different times. This is not
meant to be a competition with each other; rather, the Grantors hope that each child will
use this time to work with their trusted mentor, the distribution Trustee, as an added bonus
in their arsenal of life experiences.

*

The biomarkers of Maturity were derived from “Maturity Markers: A New Paradigm
for Trust Distribution Models and Gifting Stategies” by Mitchell Baris, Carla Carrity,
Carol Warnick and John Warnick appearing on the website for the Family Firm
Institute on April, 10, 2008
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Family Trust
?formerly known as?
Bypass or Exemption Trust
Prior to the two year law in effect for 2012 and the permanent law passed in 2013, if an
individual did not use his/her exemption from estate tax, it was lost forever. Under the new
law, by filing an estate tax return, any unused exemption can be carried over to the
surviving spouse and used by him/her provided that the surviving spouse did not remarry
with the second spouse predeceasing him/her. In order to preserve the exemption, an
amount of property equal to the estate tax exemption was held in trust for the surviving
spouse’s benefit. The trust was designed to be excluded from the survivor’s estate. This
trust was called an Exemption Trust since it would hold the amount of the individual’s
property that was exempt from estate tax. The trust was also called a Bypass Trust since
the trust was designed to bypass taxation in the survivor’s estate. This trust was the most
basic tool in estate planning to reduce estate taxes for a married couple. With the passage
of the 2012 Tax Act, it will no longer be used as the major tax savings technique. That is
not to say that trusts will not be used but the ubiquitous role they played in tax planning will
be almost entirely eliminated.
The 2013 Tax Act made two very
significant changes in the law. First, the
exemption was increased to $5 million (in
2017 the exemption was increased to $10
million) and further adjusted annually for
inflation. Second, the exemption can now
be carried over to the surviving spouse.
The effect of the increased size of the
exemption is to effectively repeal the
estate tax for over 99% of the population.
Less than 1% of the individuals in the
United States will be subject to estate tax
while the exemption is at the $10 million
level (as adjusted for inflation). That
means if your estate will never exceed
$10 million then, for you, the estate tax
has been repealed. In addition the $10
million exemption amount is adjusted
annually for inflation after 2010. The
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exemption in 2022 is $12.06 million,
providing a couple with a combined
exemption of $24.12 million. Both the
size and the annual inflation adjustment
are very significant.
The second change is more important for
our discussion of the Bypass Trust. The
unused portion of the exemption for a
deceased spouse is “portable.” By filing
an estate tax return the unused
exemption may now be carried over so
that it is available to the surviving spouse;
provided that an estate tax return was
filed for the deceased spouse, electing
the carry over. The last concept is called
“portability,” since the exemption is now
portable to the survivor. The Bypass
Trust was used to preserve the use of the
exemption of the first spouse to die.
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The exemption was $60,000 before 1976
and it has slowly increased. First to
$125,000 then to $600,000, then to $1
million, then $3.5 million and now to $10
million with that amount adjusted annually
for inflation. Even as wealth increases,
fewer and fewer individuals have been
subject to the estate tax.
In the April 1997 issue of American
Demographics, the magazine noted that
the number of individuals having an
estate of over $1 million more than
doubled between 1992 and 1996. The
Millionaire Next Door stated that 3% of
the households in America have a net
worth over $1 million. In 2020 less than
5% of the households had a net worth of
$2.6 million and about 3% had a net worth
of $4.6 million. As I noted above, the
number of families with an estate in
excess of $10 million (actually $12.06
million as of 2022) is much smaller. The
estimates are less than a fraction of 1%
...less than 5% of households in
America have a net worth over $2.6
million .... and less than a fraction of
1% had an estate of over $10 million.
have an estate this size. But if you are
reading this booklet, you are probably in
the top 5% or less of Americans.
But now, most of top 5% will not need to
use a Bypass Trust for tax savings,
although they may choose to use a trust
to hold their share of the property for
other reasons.

The Portability Plan
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Under prior law, if a couple had an estate
over $10 million, if the first spouse to die
did not leave the property in a Bypass
Trust for the survivor, his/her exemption
was lost. For example, if a couple had a
$14 million all community estate by
leaving all property to the survivor, the
survivor would have a $14 million estate
and estate tax would be owed on all
amounts over the $10 million exemption
($12.06 million in 2022 with the inflation
adjustment).
Under the 2013 law there is no tax reason
to create the trust, so the couple can
leave all of the property to the spouse
outright and file a return electing that the
exemption be carried over to the surviving
spouse. The surviving spouse would then
have an exemption of $20 million (plus
any inflation adjustments - $24.12 million
in 2022) and no tax would be owed. The
amount carried over from the deceased
spouse is fixed and is not further adjusted
for inflation. For example if one spouse
died in 2018 when the exemption was
$11.2 million and gave all of his/her
property to the surviving spouse outright,
the portable amount would be $11.2
million. Let’s assume the survivor died in
2022, the survivor would have a $23.26
million exemption, the $11.2 million from
the first spouse and the $12.06 million
2022 inflation adjusted exemption
amount.
One tax benefit remains from the use of
the Bypass Trust: saving tax on the
appreciation that would result in a taxable
estate. If the Bypass Trust held all of the
exempt amount ($11.2 million in 2018)
and that property increased in value to
$15 million, the $3.8 million in
appreciation would not be subject to tax
saving over $1.5 million in tax (assuming
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that the total estate was over the 23.26
million inflation adjusted amount in the
above example).
However, there is a trade off to excluding
the appreciation from the survivor’s
estate. The property held in the Bypass
Trust would not receive a new basis
adjustment on the wife’s subsequent
death. If the $3.8 million represented all
unrealized appreciation, then there would
be an additional $750,000 owed in capital
gains tax when the assets were sold. In
addition the capital gains may also be
subject to the 3.8% net investment
income tax further reducing the tax
savings.

What is the Difference
Between a Family Trust and a
Bypass Trust?
The difference is in the purpose for
creating the trust. A Bypass or Exemption
Trust was created in order to preserve the
exemption of the first spouse to die. A
trust can still be created for the benefit of
the surviving spouse. If there is no tax
reason, then the trust is just a trust. We
could call it a Spousal Trust but as
discussed in the section on QTIP Trusts,
there are special trusts designed to hold
property for the surviving spouse. To
distinguish the trust from the QTIP or
Marital Trust, we call this trust the Family
Trust. The Family Trust may also include
other beneficiaries such as children or
other members of the family as
beneficiaries, whereas the QTIP Trust
cannot.
Having the property given to the surviving
spouse held in trust also provides benefits
for the spouse such as protection from
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creditors and from estranged future
spouses (an area where we definitely
want to protect our spouse). If the family
is a blended family with the husband
having his children and the wife having
her children, then use of a Family Trust
assures that the children of the first
spouse to die will receive the property
remaining in the Family Trust on the
survivor’s death. If all property is given
outright to the survivor, then the survivor’s
children may receive all of the property.
In addition, the last several years of
indecision in Congress have shown us
that nothing is certain. With a budget
shortfall, a different economic climate and
a different mix in Congress, a tax law
protecting only a fraction of the top 1%
may once again be targeted. I would not
have predicted that the exemption would
be raised from $5 million to $10 million.
Once again I am reminded that when one
thinks one knows anything about what
Congress will or won’t do, Congress can
prove us wrong.
The Family Trust will continue to be a
protection to our families from creditors,
estranged spouses and potentially, from
taxes. As noted in the chapter on QTIP
Trusts, the QTIP trust can also provide
many of the same benefits and has some
flexibility in its tax treatment that provide
some income tax benefits.

Caveat regarding estate and
generation skipping tax exemption:
The 2017 tax law which increased the
estate tax exemption to $10 million and
adjusted that amount for inflation is set to
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expire in 2026 and at that time the
exemption will be cut in half.
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FAMILY TRUST
[formerly known as the Bypass Trust]

$20M Estate
GEORGE

George's Will

MARY
(has her $10M of the
community property)

All of George’s community half
Limited if necessary to the
amount of Exemption
($12.06M in 2022)

On Mary's death, $10M
estate

George Jones Family Trust
[f/k/a Bypass Trust]

No estate tax

Trustee = Mary
Income and principal may be
distributed to Mary for her health,
education support and
maintenance;

Family (formerly the Bypass) Trust only
saves tax on the appreciation on the assets
after George’s death since George’s
exemption can be transferred to Mary by
filing an estate tax return (the ability to
transfer is referred to as portability.)

Mary has power to change how
property is distributed to children.

The primary benefit is that the Family Trust
controls the disposition of the property but
this can also be done with a Marital Trust

On Mary's death

George,
Jr.

Mary Lee

Children of George & Mary

Tommie
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QTIP Trust
A QTIP trust. What a name. I guess when you have an area as dry as the tax aspects of
estate planning, you have to have strange names in order to spice things up. QTIP is the
acronym for qualified terminable interest property. That really doesn’t help. However, its
origins are very important to its use under the 2012 Tax Act. Since 1981 a person has
been able to give an unlimited amount of property to his/her spouse without tax. The
property must be given to the spouse outright or in a trust in which the spouse’s interest
does not end. Prior to 1981, a qualifying trust required that the surviving spouse be able
to give the property in the trust to anyone that the surviving spouse wanted. Many people,
and in particular when the spouse was not the parent of the deceased spouse’s children,
did not want their spouse to be able to give the property to anyone he/she desired.
Congress created a trust that would qualify for the unlimited gift to the surviving spouse
even if the interest ended on the spouse’s death; in other words, even if the surviving
spouse could not give the property to whomever they wanted. This “terminating interest”
was a qualified terminable interest property trust. If a QTIP election was made then the
property was not taxed when the first spouse died but was included in the surviving
spouse’s estate. If the QTIP election was not made then the property did not qualify as a
bequest to the spouse, thus the property was subject to tax and was not included in the
surviving spouse’s estate. Let’s look at the requirements for a QTIP Trust and how it might
be used in an estate plan.

The QTIP trust is a trust in which the
surviving spouse is the sole beneficiary
during his/her lifetime and receives all of
the income from the trust for his/her
lifetime. As noted, if the QTIP election is
made, the trust qualifies as a gift to one's
spouse and is considered deductible
when determining the estate tax owed on
your (i.e. the first spouse’s) death. Upon
your spouse’s death, the trust assets are
added to the property in your spouse’s
estate and taxed at the highest rate
applicable to those assets. The property
...enables you to defer the tax on the
property until your spouse’s death
and still control to whom the trust
assets will pass upon your spouse’s
death.
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remaining in the trust after payment of the
estate taxes passes to the person or
persons you designated in your Will. In
other words, the trust enables you to
defer the tax on the property until your
spouse’s death yet still control to whom
the trust assets will pass upon your
spouse’s death. The only requirement is
that your spouse receive all of the income
from the trust each year and that an
election be made on the estate tax return
(the election is assumed to have been
made if the trust is listed on the return and
there is no election out of QTIP
treatment).
This trust can be used as a substitute for
the Family (f/k/a Bypass) Trust by electing
that the trust not qualify as a marital
deduction trust. Prior to our ability to
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transfer unused estate tax exemption to
the survivor, the Family (or Bypass) Trust
held all property up to the amount of the
exemption at the time of the decedent’s
death. All remaining property was either
given to the survivor or to a trust
qualifying for the marital deduction. The
primary trust used for this purpose was
the QTIP Trust. The QTIP Trust was the
preferred type of trust qualifying for the
marital deduction as a gift to the spouse
since the decedent could control the
disposition of the trust on the death of the
surviving spouse.
With the ability to “transfer” all or part of
the decedent’s exemption to the survivor,
it may be beneficial to have the property
included in the survivor’s estate in order
to have the property receive a “step up” in
basis on the survivor’s death. By using a
QTIP trust, the estate of the decedent can
decide whether it is preferable to have the
property excluded or included in the
survivor’s estate. If it is preferable to
have the property included in the
survivor’s estate, the Executor can elect
to have the QTIP Trust qualify for the
marital deduction and thus be included in
the survivor’s estate. If it is preferable to
have the property excluded from the
survivor’s estate the Executor can elect
not to make the QTIP election and the
property not included in the survivor’s
estate. If the decedent’s estate is larger
than the amount of the estate tax
exemption in the year of the decedent’s
death, then it will be desirable to have at
least that part in excess of the exemption
qualify as a gift to the spouse to avoid tax
on the decedent’s death.
Let’s assume that a person died in 2022
leaving all of his property to a QTIP Trust
and his total estate (his separate and his
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half of the community) was $14 million. If
his Executor determined that it would be
advantageous to have part of the property
held in a trust that would not be subject to
tax on his wife’s death, the Executor could
divide the trust into two trusts; one holding
the estate tax exemption amount of
$12.06 million and the other holding the
remaining $1.94 million. The Executor
could make the QTIP election on the
$1.94 million trust and not make the QTIP
election on the $12.06 million trust. The
$12.06 million would not be included in
the survivor’s estate and would not be
subject to tax regardless of the size of
that trust on the death of the survivor.
What are the benefits of a QTIP Trust?
Do you have to leave the property in a
QTIP trust in order to get the deduction?
No. You can give your estate to your
spouse outright. The problem with giving
...the main benefit of the QTIP trust
is control.
the property to one's spouse outright is
that your spouse may give the property to
his/her subsequent spouse (I wasn’t sure
how to say second, third or fourth spouse
in a tactful manner) or if you both have
been married before, then to her children
rather than to your children. So, the main
benefit of the QTIP trust is control.
In summary the QTIP trust is:
<

A trust for the benefit of the
surviving spouse for his/her
lifetime.

<

The trust must provide that all of
the income received by the trust is
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distributed to the spouse each
year. The trust may provide that
the spouse can receive the
principal of the trust.
<

<
<

The property is included in the
surviving spouse’s estate and is
taxed upon the surviving spouse’s
death. If the trust is included in
the survivor’s estate, all of the
assets held in the trust receive a
new basis on the survivor’s death.
If there will be no estate tax on the
survivor’s death, it is very
beneficial to have the property
included in the survivor’s estate
and receive the step up in basis.
The property is protected from
creditors.
The main benefit of creating the
trust is control >

Control over the distribution
of the assets during the
spouse’s life (with the
exception of the income),
the principal can be
restricted or restricted upon
the occurrence of certain
events (e.g., remarriage)

>

Control
over
the
management of the assets
for a spouse who is not
capable of managing the
property and/or is not
fiscally responsible.

>

Control over the distribution
of the trust assets upon the
death of the surviving
spouse.
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<

In order to preserve the availability
of the generation skipping
exemption (discussed below),
property must be held in a trust to
which part or all of the decedent’s
generation skipping exemption has
been allocated.

The benefits of the trust also describe its
uses. It is not used to eliminate tax upon
your death since an outright gift would do
that. It is most frequently used to control
the distribution of the assets upon the
death of the survivor and, to a lesser
extent, to restrict the use of the funds
during the survivor’s lifetime.
How does the QTIP Trust provide
flexibility?
One of the benefits of leaving all of one’s
property in a QTIP Trust for ones spouse
(rather than designating that the exempt
amount is held in a Family Trust and the
excess is held in a QTIP Trust) is the
ability to make decisions on the death of
the first spouse to die. If it is desired that
the estate tax exemption of the first
spouse to die be carried over to the
survivor, then the QTIP election will be
made, an estate tax return filed and the
property included in the survivor’s estate.
If it is desired to have the property held
outside of the survivor’s estate, then the
QTIP election will not be made. The
survivor can also elect to divide the trust
into two trusts and make the QTIP
election for one and not make the QTIP
election for the other trust.
Multiple QTIP Trusts
I mentioned earlier that you could use the
QTIP Trust rather than a Bypass Trust by
electing “out” of QTIP treatment. Electing
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out of QTIP treatment means that the
trust will be included in the decedent’s
estate and will not be included in the
surviving spouse’s estate. If the QTIP
Trust is included in the decedent’s estate,
it will typically only be funded with assets
with a value up to the exemption amount.
However, you could have three QTIP
trusts in your plan.
... you could have three QTIP trusts
in your plan.
We’ve seen that one of the trusts could be
a substitute Bypass Trust and one could
be a Marital Deduction Trust. However,
either of these trusts could be divided into
two trusts; one of which will be exempt
from generation skipping tax and one
which is not.
A more lengthy discussion of the
generation skipping trust is in another
chapter, but a brief summary is needed
here. Generation skipping trusts do not
skip a generation in terms of the benefits
provided, but do skip taxation in a
beneficiary’s (e.g. your children’s) estate.
For example, if you create a generation
skipping trust for your children, the trust
provides for your children to receive
income and principal from the trust, to the
extent needed.
These trusts were frequently used by
wealthy individuals to avoid having the
property taxed when the beneficiary died.
This type of trust was so beneficial in
providing one's children with full benefits
from the trust's assets, while avoiding tax
upon their death, that a new tax was
created–the generation skipping tax. The
generation skipping tax is a tax in addition
to the estate or gift tax and is a flat tax at
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the highest estate tax rate of 40%. The
generation skipping tax has eliminated the
benefits of a generation skipping trust in
almost every situation. However, each
person has a $10 million exemption
(adjusted for inflation) from the generation
skipping tax as well as the estate tax.
These are two separate taxes. On any
given transfer, the transfer may be subject
to either the estate tax or the generation
skipping tax or both. Since the trust can
be structured to provide benefits for your
children, avoid tax, protect the assets
from creditors and, to some extent, from
estranged spouses, it is very
advantageous to use a generation
skipping trust for transfers to one’s
children as much as one is able.
In addition, the generation skipping tax
exemption is not portable. If it is desired
to create generation skipping trusts for
ones children to the maximum extent
possible, then the property must be held
in trust for the survivor and the deceased
spouse must allocate a portion of his
generation skipping exemption to the
trust. The generation skipping exemption
is the same amount as the estate tax
exemption.
In order to fully utilize the generation
skipping exemption, all property up to the
total amount of the generation skipping
exemption should have generation
skipping exemption allocated to it. If you
have not made any gifts during lifetime
then the estate tax exemption will be the
same as the generation skipping tax
exemption and there would be no need
for three QTIP Trusts. However, if gifts
were made that used part of the estate
tax exemption and the estate is larger
than the generation skipping exemption,
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the following three QTIP trusts would be
created:
-

QTIP Trust equal to the remaining
estate tax exemption (QTIP estate
tax exemption trust - QTIP 1).
Generation skipping exemption
would be allocated to this trust.

-

QTIP Trust equal to the remaining
generation skipping exemption
after allocating exemption to QTIP
1. (QTIP GST only - QTIP 2)

-

QTIP Trust holding all remaining
property after funding both QTIP 1
and QTIP 2. (QTIP 3)

If gifts were made that used part of the
generation skipping tax exemption but did
not use any of the estate tax exemption
(eg they were within the annual exclusion
amount but were to trusts that did not
qualify for the generation skipping tax
exclusion), then the following three trusts
would be created:
-

QTIP Trust equal to the remaining
generation skipping tax exemption
(QTIP GST trust) Generation
skipping exemption would be
allocated to this trust.

-

QTIP Trust equal to the remaining
estate tax exemption. (QTIP estate
tax exemption only - QTIP 2)

-

QTIP Trust holding all remaining
property after funding both QTIP 1
and QTIP 2. (QTIP 3)

Let’s look at an example.
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Let’s assume that you have a $15 million
estate and have made $500,000 in gifts
directly to your children which used part of
the $12.06 million portion of your
exemption which can be used during your
lifetime for gifts and died in 2022. Let’s
assume the gifts were made with your
separate property thus the entire
$500,000 used part of your exemption.
Your remaining exemption would be
$11.56 million and that amount of
property will be held in the QTIP estate
tax exemption (QTIP 1 above.) $11.56
million of your $12.06 million generation
skipping exemption would be allocated to
the QTIP estate tax exemption trust (QTIP
1 above). The remaining $500,000 of your
$12.06 million exemption is held in a
QTIP trust on which the election is made
not to be taxed on the decedent’s death
(thus qualifying as a deduction to the
estate and avoiding any tax on your
death.)
Your remaining generation
skipping exemption is allocated to this
trust (QTIP GST only - QTIP 2 above.)
The remainder of your property $2.94
million ($15M less $11.56 less $500,000)
would be held in a third QTIP trust. This
property would be taxed on the survivor’s
death.
The terms of each of these QTIP Trusts is
identical. The only difference between
the trusts is that 1) QTIP 1 (the estate tax
exemption trust) will pass tax free on the
survivor’s death and will be distributed to
Generation Skipping Trusts, 2) the Marital
Deduction Generation Skipping Trust is
combined with QTIP 1 and distributed to
trusts for your children for their lifetime
and continue for your grandchildren, and
3) the Marital Deduction Trust is
distributed to your children outright or to
trusts for your children which will be
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distributed to them at a certain age and/or
be taxed in their estate.

Caveat regarding estate and
generation skipping tax exemption:
The 2017 tax law which increased the
estate tax exemption to $10 million and
adjusted that amount for inflation is set to
expire in 2026 and at that time the
exemption will be cut in half.
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TWO MARITAL TRUSTS
[QTIP election made on one trust]

$30M Estate
GEORGE

George's Will

MARY
[$15M or 1/2 of the community
property]

Exemption from estate tax amount
($12.06 M in 2022)

George Jones Marital Trust
[No QTIP election made –
operates as the Bypass Trust did
prior to 2010]
Trustee = Mary

Mary Jones Trust
[QTIP Trust]
Trustee = Mary
Income = all distributed to
Mary;

Income = all distributed to Mary;
Principal = to Mary, if needed, for
her health, education, support and
maintenance.
Not subject to tax on Mary’s death

Principal = to Mary, if needed, for
her health, education, support and
maintenance.
Tax will be paid on Mary's death on
the assets in this trust.

On Mary's death

George, Jr.

Mary Lee

Tommie

Children of George & Mary
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Irrevocable Life Insurance
Trust
The Irrevocable Life Insurance Trust (ILIT) is one of the most beneficial estate planning
tools available. The purchase of life insurance in an irrevocable life insurance trust is a key
element in most of the advertised books and seminars on how to eliminate estate taxes.

Life insurance can provide the resource
needed to support the surviving spouse,
raise and educate minor children, provide
liquidity to pay estate taxes and replace
part or all of the estate lost to estate
taxes. However, life insurance can make
a nontaxable estate taxable. In addition,
life insurance can generate additional
taxes when its purpose is to pay the taxes
on the current estate. It is possible to
structure life insurance ownership and
beneficiary designation in order to avoid
including the proceeds in the insured's
estate.
Example: On a $20 million all community
estate, the addition of more than $4.12
million in life insurance will increase the
size of the estate to the taxable level. For
example the inclusion of $10 million in
insurance will result in a tax of $2,336,000
of tax assuming both spouses died in
2022 with the full amount of their $12.06
million exemption available. When the
insurance is purchased to pay the estate
tax, if the insurance is included in the
estate, the tax will be increased by 40% of
each $1 of insurance purchased.
The Irrevocable Life Insurance Trust
(ILIT) is intended to provide a structure
that avoids having the insurance included
00067352 2 /font=8

in the individual's estate while still
retaining its availability for the intended
purpose. The ILIT is very successful at
meeting this objective. However, the
Irrevocable Life Insurance Trust has two
disadvantages:
1.

It is irrevocable. The terms of the
trust cannot be changed.

2.

Its benefits are gained from some
legal maneuvering through a
technical and obscure set of IRS
rules, not just in the initial structure
but in funding the trust each year.
Meeting the IRS rules requires
certain procedures are followed
and paperwork maintained. These
technical "hoops" will be explained
in this chapter.

Objectives
The objective is to provide all the benefits
for which you purchased the life insurance
policy (e.g. support for your spouse and
children and/or to pay estate taxes). In
addition, you do not wish to incur any
transfer (estate, gift and generation
skipping) taxes.
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In order to keep the insurance out of your
estate, you must not have any "incidents
of ownership" over the policy and your
estate must not be named as beneficiary
on the policy. The latter is not difficult.
However, the following are all incidents of
ownership: a) being named as the owner;
b) having the power to change the
beneficiary; and/or c) having the power to
use the cash value. Therefore, you need
to transfer all ownership rights to another
person. If you transfer all ownership
rights to your spouse, you avoid having
the life insurance policy taxed in your
estate. However, the policy will still be
taxed in your spouse's estate.
The Irrevocable Life Insurance Trust
must:
1.
Provide for your spouse and
children;
2.
Not be included in your estate;
3.
Not be included in your spouse's
estate; and
4.
Not be subject to gift taxes when
you transfer money to the trust to
pay the premiums.
These objectives can be accomplished.
However, it is necessary to jump through
several hoops to get there.

Hoops and Jumps
Hoop #1: The policy must be owned by
a trust in which the insured is not a
beneficiary and over which the insured
has no control.
Jump #1: You transfer all of your
ownership rights to the trust, or the trust
purchases the insurance policy. You
relinquish any control over the insurance
policy by appointing someone other than
00067352 2 /font=8

yourself as the Trustee of the trust. Since
the trust won't have much money in it until
you die, not being the Trustee is generally
not a problem.
If you transfer an insurance policy to the
trust, the insurance will be included in
your estate for a period of three years
following the transfer. If the trust is the
original purchaser of the policy, the policy
is excluded from the insured's estate from
the date of purchase. If the policy is
purchased by the trust, the trust should be
the original applicant on the policy.
Assume that a goal in creating the trust is
to provide for your spouse. Therefore,
you want your spouse to have the benefit
and control over the proceeds from the
insurance. Can your spouse be the
We want the trust to provide for our
spouse and our children and not be
included in our estate.

Trustee and keep the insurance proceeds
out of his or her estate?
Hoop #2: Only the insured's separate
property can be placed in the trust if the
spouse is a beneficiary of the trust.
Enter one of the technicalities that affects
the transfer to the trust of the policy
and/or the funds to pay the premiums on
the policy. Normally, you would use part
of your earnings to pay the premiums on
the life insurance. Your earnings are
Hoop #2 - Only the insured's
separate property can be placed in
the trust if your spouse is a
beneficiary of the trust.
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community property.
That seems
irrelevant, but it isn't.
Community
property is deemed to be owned one-half
by each spouse. If you transfer property
to another person (or a trust) and retain
the right to receive the income from that
property, the property is included in your
estate. Therefore, when you create a
trust of which your spouse is a beneficiary
and transfer community property to the
trust, your spouse has retained an interest
in his or her one-half of the community
which was transferred to the trust. You
thought you had avoided tax on all of the
property by the creation of the trust, but
now you have brought one-half of it back
in to your spouse's estate.
You must simply transfer your separate
property to the trust to avoid transferring
community property to the ILIT. If you
don’t have separate property–create
some.
Jump #2: You can partition community
property into two parts; one part is your
separate property and one part is your
spouse's separate property. The partition
must be evidenced by an instrument in
writing. Every contribution to the trust
must be of the insured's separate
property.
Your next objective is to avoid all gift
taxes on the transfer to the trust. This is
possible if you jump through another
hoop.
Hoop #3: Give one or more of the
beneficiaries the right to withdraw each
and every contribution for a period of at
least thirty days.
A gift tax applies to any transfer you make
to a person or a trust. In order to exclude
relatively small transfers from the transfer
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tax system, each taxpayer can give up to
$16,000 each year to as many people as
they want. However, if you give someone
$16,000 per year for five years with the
restriction that they cannot have the gift
until the end of five years, the IRS says
you have not given that person $16,000 a
year; you have given them $80,000 plus
interest at the end of five years. The
individual must have the ability to use the
money at the time of the gift. This
requirement is called the "present
interest" requirement. The individual must
have a "present interest" in the money
you have given them. In a trust, your
intent is to provide funds for use at a later
time, so it seems you can't meet this
present-interest requirement.
Jump #3: You create the "present
interest" by giving the beneficiaries the
right to withdraw the property contributed
to the trust for a specific period of time. If
they do not exercise their right to
withdraw the money, their right lapses,
and they may not withdraw the funds at a
later time. The Trustee must send written
notices of each and every contribution to
the beneficiaries.
About twenty years ago, a taxpayer
created one of these "withdrawal right"
trusts and gave his minor children the
right to withdraw the contributions. The
IRS argued that the children were too
young to be aware of the withdrawal right
and thus the right was illusory. The IRS
lost and these trusts have come to be
known by the name of the taxpayer, Mr.
Crummey. Hence, a Crummey trust is a
trust which gives the beneficiaries the
right to withdraw each contribution for a
period of time.
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These are the jumps and hoops for a trust
created to own life insurance in order to
provide for the support of your spouse
and children.
What about a trust which is solely for
the benefit of your children or intended
Hoop #3 - Give one or more of the
beneficiaries the right to withdraw
each contribution for a period of at
least thirty days.
solely to provide cash to pay the estate
taxes on the death of the surviving
spouse? Yes, this can be an Irrevocable
Life Insurance Trust, but some hoops
remain.
This type of trust is frequently a
generation skipping trust, sometimes
called a Dynasty Trust. The generation
skipping trust is a trust which provides for
your children and continues for their
lifetime. The trust avoids estate tax in
their estates as well as providing
protection of these assets from the claims
of creditors and, to some extent, from
estranged spouses. See the discussion
concerning generation skipping taxes in
Chapter 11 entitled "Transfer Taxes: An
Overview." Also see the discussion in a
later chapter entitled "Generation
Skipping Trusts" (Chapter 18).
Since your spouse is not a beneficiary,
the trust does not need to be funded with
separate property.
That hoop is
eliminated.
Purchasing life insurance in a generation
skipping trust may enable you to
"leverage" the use of your $5 million
00067352 2 /font=8

generation skipping exemption from the
generation skipping tax. The ability of the
purchase of insurance to leverage the use
of your generation skipping exemption
depends on several factors:
1.

The proper and timely allocation of
a portion of your generation
skipping exemption to the trust as
discussed below;

2.

The untimeliness of your death;
and

3.

A comparison of the investment of
the premium if life insurance was
not purchased.

Maximizing the use of your generation
skipping exemption is important. In
estates that are larger than the estate tax
exemption $12.06 million in 2022, you
have property which cannot be left in this
type of trust without subjecting it to the
generation skipping tax. With a life
insurance trust, you may contribute
$200,000 in premium payments over a
Purchasing life insurance in a
generation skipping trust enables us
to "leverage" the use of your $12.06
million generation skipping
exemption from generation skipping
tax.
10-year period and purchase $2 million in
life insurance. However, you must take
the steps necessary to ensure that your
generation skipping exemption is
allocated to the contributions made to the
trust each year during your lifetime. If
your exemption is not allocated during
your lifetime, the exemption will be
allocated to the trust upon your death.
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You will use $2 million of your generation
skipping exemption (the face amount of
the insurance) rather than just $200,000
(the amount of the premiums).
Prior to 2001, exemption was only
allocated to a transfer to a trust if there
were no beneficiaries who were not “skip”
persons. In other words, the trust must
be solely for the benefit of grandchildren
and more remote generations. If the trust
was structured like most generation
skipping trusts, children were
beneficiaries during their lifetime. Prior to
2001, a gift tax return was required to be
filed to allocate generation skipping
exemption to any contribution to the trust.
Many people were not aware of this
requirement or failed to allocate
exemption each year.
The 2001 Tax Act changed the automatic
allocation rules to address this problem.
The automatic allocation rules are far too
complex to discuss in this booklet.
However, it is important to note a couple
of aspects of the law:
1.

2.

The intent was to automatically
allocate the generation skipping
exemption to trusts which
continued for your children’s
lifetime. However, some of the
exceptions can catch you so it is
unsafe to rely on automatic
allocation.
The new law allows you to file a
gift tax return when the trust is
created and elect “in” or elect “out”
of automatic allocation of the
generation skipping tax exemption.

automatic allocation rules to apply to the
trust.
Jump through hoop: When a generation
skipping trust is created, a gift tax return
should be filed allocating part of your
generation skipping exemption to the trust
and electing that the automatic allocation
rules apply to the trust in the future.
In the above example: If your exemption
were allocated to the premium payments,
you would have created a $2 million
generation skipping transfer using only
$200,000 of your exemption. Very nice
leveraging.
Isn't all that money going to be used to
pay the estate taxes on the death of
the survivor of me and my spouse?
Well, the trust does not actually pay the
estate taxes. The trust purchases assets
from the estate of the survivor. The
estate has the cash to pay the estate
taxes and your generation skipping trust
owns $2 million of the assets you owned
at the time of your death.
As you can see, this is a very beneficial
and slick type of trust.

Caveat regarding estate and
generation skipping tax exemption:
The 2017 tax law which increased the
estate tax exemption to $10 million and
adjusted that amount for inflation is set to
expire in 2026 and at that time the
exemption will be cut in half.

Enter a new hoop: File a gift tax return
when the trust is created and elect for the
00067352 2 /font=8
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IRREVOCABLE LIFE INSURANCE
TRUST
Jones Family Trust
Trustee = Wife

Husband and Wife
partition property

$
separate property
Husband

No distributions anticipated
during husband's lifetime but
income/principal may be
distributed to children;
After husband's death,
income/principal may be
distributed to wife and
children for their health,
education, support and
maintenance.

Children have right to
withdraw contribution
[Crummey withdrawal
power]
On last to die of husband and wife.
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Lifetime Trusts
Generation-Skipping Exempt
and Non-Exempt Trusts
This chapter was formerly called Generation Skipping Trusts. I then sought to explain that
the generation-skipping trust did not actually “skip” a generation. The term “generation
skipping” sounds like it is a trust which skips your children and benefits only your
grandchildren or more remote descendants. Although this type of trust would be a
generation-skipping trust, the type of generation-skipping trust that I focus on is one that
is primarily for the benefit of your children. The trusts had come to be referred to as a
generation-skipping trusts since the trust is designed to "skip" taxation in your children's
estates. Now the question is .... do we want to skip taxation in our children’s estates. It
seems obvious that we would want to skip taxation. However, there is a trade-off. If we
skip transfer taxation, we also lose the benefit of the step up in basis on our child’s death,
thereby losing an income tax benefit. If no transfer tax (estate and generation skipping tax)
would be imposed, then avoiding being subject to the tax is a disadvantage.

Trusts v Outright
The ... generation-skipping trust ... is
a trust in which your children can
“have their cake and eat it too.”

Leaving property in trust for our grown
children may feel like “ruling from the
grave” - so we may decide that our death
is the time to relinquish control to our
children.
We give all of our estate
outright to our children. We do not give
any property to our grandchildren, we
leave that decision to our children. We do
not leave the property in trust. We do not
want to restrict our children's use of the
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property we leave them.
With this
purpose in mind, you may be inclined to
skip this chapter. Please don't.
As you'll see, your child actually has more
control with the type of lifetime trust,
whether generation-skipping or not that I
discuss here. The type of generationskipping trust I discuss in this chapter is a
trust in which your children can “have
their cake and eat it too.” Although this
discussion is by no means exhaustive, the
points raised here will give you a flavor of
the type of trust you can create.
First let me illustrate the difference
between an exempt and a non-exempt
trust. The term generation-skipping trust
is used for a trust that is exempt from the
generation skipping tax and is not
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included in our children’s estates. A
generation skipping non-exempt trust is
one that, although it may continue for an
individual’s lifetime, it is subject to estate
tax on the individual’s death. We can
structure the trust to be included in our
child’s estate or not to be included in our
child’s estate. First, let’s look at the
benefit of a lifetime trust.
Let's assume that your children are all
responsible adults. You are close to your
children and would like them to be the
primary beneficiaries of your estate upon
your death. Your intent is to divide your
property equally between your children
and give them all of your estate outright.
Our objective will be to provide a trust
which provides as many benefits of
outright ownership as possible with as
much additional protection as possible,
including preventing the property from
being taxed in your child's estate for tax
purposes if that is beneficial and including
the property in your child’s estate if that is
more beneficial.
But estate or income tax savings are not
the only savings. Regardless of the tax
benefits of these trusts, lifetime trusts still
provide significant benefits which many of
us would enjoy and many of us would like
to provide for our children. What are
some of these other benefits? Creditor
protection and some estranged spouse
protection. Ahh, the benefits begin to look
more attractive. By protecting the assets
held in the trust from the claims of
creditors and, to some extent, from
estranged spouses, a lifetime trust
actually increases the control your child
has over the property. Think of control as
the ability to determine the investment
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and the use of your assets unfettered by
claims of third parties.
Let's look at some of the changes in
society as well as the laws which have
increased the attractiveness of this type of
The security that you could work
hard, save, invest wisely and retire in
comfort could be wiped out through a
single lawsuit.
trust. In the 1980s, we experienced an
economic boom, particularly in the real
estate and oil and gas markets. Leverage
was the name of the game, and property
could not be acquired fast enough. Then
the bottom fell out of the market. The
savvy businessmen who could increase
their profits exponentially with leveraging scrambled. Some of them were able to
pull themselves out - some went under,
some went into bankruptcy, many lost
most of their net worth. Perhaps it can
happen to me or my family .....
During this same period, lawsuits
proliferated. Personal injury lawsuits,
malpractice lawsuits -- sometimes it
almost seemed like "gee whiz, I need
some money, and you have some"
[A] lifetime trust increases the control
your child has over the property....
lawsuits. Insurance companies have
become more reticent to insure and have
increased their premiums for insurance.
The security that you could work hard,
save, invest wisely and retire in comfort
could be wiped out through a single
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lawsuit. Statistically unlikely, but a scary
thought. Perhaps it can happen to me or
my family .....
And social security? As mentioned in this
booklet earlier, a statement at a seminar
I attended to the effect that "more people
believe in UFOs than in social security"
pretty much sums it up. Will it be there for
us? Will it be there for our children?
Perhaps it can happen to me or my family
.....
Another increasingly frequent occurrence
is divorce. Marriages used to be for a
lifetime. Many of us who felt that way are
among the ranks of the divorced. We
may love our son-in-law or daughter-inlaw, but for most of us this affection
comes largely from their relationship with
our child. As long as you make my child
happy, I love you. If you hurt my child,
leave my child - all bets are off. To add
insult to injury, the estranged spouse may
claim that the money we have given our
children has been "commingled" with the
couple's other property and now has
become community property. An insult to
watch, but a travesty if we have already
died and our child's retirement security
nest egg is taken away. Perhaps it can
happen to me or my family .....
These are the situations from which we
want to protect our children. We want our
property to help our children, give them
the security in their lives, the extras in
their lives without interference from
others. Have I piqued your interest? as
a parent? as a child of a parent from
whom you will inherit?
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What is a trust? A trust is an agreement
between two people to hold property for
the benefit of another person. The parent
creates a trust, usually created on their
death, with the terms set forth in their Will
or revocable living trust. The parent
To add insult to injury, the estranged
spouse may claim that the money we
have given our children has been
“commingled” with the couple’s other
property and now has become both
of their property.
requests another person, the Trustee, to
hold money for the benefit of the
beneficiary. The Trustee is the one who
has control over the management and
investment of the property and distributes
the income and principal to the
beneficiary according to the terms of the
trust. The parent decides on the terms of
the trust. Our objective is to give the child
as much control over the property and
benefit from the property as possible, and
still gain the benefits of estate tax
avoidance, creditor protection, and
estranged spouse protection.
First, we want the child to have control
over the management and investment of
the property; therefore, we want each
child to be the Trustee of his/her own
trust. We want the child also to be the
beneficiary of the trust so the trust will
provide that the trust income and principal
may be distributed to the child. If the child
is the Trustee, then the distribution of
principal must be limited to distributions
for the child's "health, education, support
and maintenance according to his/her
standard of living." Since the type of
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distributions are determined by the child's
standard of living, I have not found this
provision to be too limiting. The child can
have the power to designate who will
receive the remaining trust assets upon
his/her death, with the only limitation
generally being that the child cannot
designate that the property be distributed
to his estate or to the creditors of his
estate. This limitation is also important
from a creditor protection standpoint. In
addition, to provide protection from
creditors, the trust must have a spendthrift
clause prohibiting the beneficiary from
pledging the assets as collateral on a loan
or assigning an interest in the trust to
creditors.
Protecting the assets from estranged
spouses provides some additional
planning. Income earned on separate
property is community property. If all of
the income of the trust is distributed, then
the property remaining in the trust is
protected as his/her separate property
just as it would be if the child owned the
property outside the trust, since the court
cannot "divest" or take away a spouse's
separate property.
By holding the
property in a trust, the property is kept
segregated from the couple's community
avoiding the risk of commingling the
separate and community property.
However, if the income is not distributed
and the child is the Trustee of the trust,
then there is a theoretical risk that the
income will be considered community
property and the community property
could be mixed with the separate property
in the trust, thereby enabling the spouse
to make a claim against the assets in the
trust. Under current case law, if the trust
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includes a provision that the grantor
(usually the parent) intends the property
and all income from that property and all
distributions from the trust are intended to
be the child’s separate property, the
courts will respect that characterization.
Another alternative is to add a provision
that no distributions can be made from the
trust while a child is married unless
his/her spouse signs a marital or
premarital agreement in which the spouse
waives all rights to the income and/or
principal of the trust.
Assuming these trusts are really as
beneficial as they seem, then let's leave
all of our property in trust for our children.
If we are very wealthy with millions or
even tens of millions of dollars in assets,
the benefits outlined here are invaluable.
Ahh, too good to be true? The IRS
thought so. At the IRS's urging, beginning
in 1976, Congress has tried to cut back
the dramatic tax benefits enjoyed from
these trusts. The first law which was
passed to avoid the tax benefits, was
unworkable and, in 1986, Congress
passed a new tax -- the generationskipping tax.
The generation-skipping tax is a flat tax at
the highest estate tax level of 40%. The
tax is imposed on all transfers to
grandchildren and all distributions from a
trust to grandchildren or more remote
generations. The generation-skipping tax
is in addition to the estate and gift tax.
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For example, on a bequest to your
grandchildren when the maximum gift and
estate tax rate is 40% you could owe a
gift tax of 40% and a generation-skipping
The generation-skipping tax is a flat
tax at the highest estate tax level,
currently 40%.
tax of 40%. However, each person has
an exemption from this tax in the same
amount as the estate tax exemption. The
exemption is $10 million adjusted for
inflation. In 2022, the generation skipping
tax exemption is $12.06 million. One of
the “games” to play in this arena is to
maximize the use of the exemption. For
a more detailed discussion of the
generation-skipping tax see the chapter
titled "Transfer Tax - An Overview."
Use it or lose it. It is far too beneficial not
to be seriously considered. If you will
inherit property from your parents, ask
them to consider leaving the property to
you in this type of trust. If you want to
leave property to your children, consider
leaving it to them in this type of trust.

Exempt or Non-Exempt and
can you change that choice later
The question is not actually whether the
trust is exempt from generation skipping
tax or not, the question is whether the
trust is structured to be included in the
beneficiary’s estate. Prior to 2013, a
generation skipping trust was always
structured not to be included in the
beneficiary’s estate. One of the main
benefits of a generation skipping trust was
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to avoid taxation of the trust on the child’s
death.
Why change now? Why have it taxed in
the beneficiary’s estate?
When the generation skipping tax was
first passed the estate tax exemption was
$600,000. The estate tax exemption
remained at that level for over 10 years.
After that time there were increases
scheduled to the estate tax exemption but
there was never a permanent estate tax
exemption in excess of $1 million until the
beginning of 2013. If your child would
inherit $1 million from you, then all other
property that your child accumulated
during his/her lifetime would be subject to
estate tax.
Now the estate tax exemption is over $10
million and is adjusted for inflation. Less
than 1% of the population will have a
taxable estate. If your child will not have
a taxable estate then having the property
included in the child’s estate is beneficial
from an income tax standpoint. By
including the property held in the trust in
your child’s estate, the property will
receive a step up in basis to the fair
market value of that property on your
child’s death.
Does this mean we always want to
include the property in the child’s estate if
the child will not have a taxable estate?
No. Nothing is that simple. In order to
have the property included in the child’s
estate, the child must be given the ability
to give the property to whomever or
whatever he/she chooses. The child may
not want this power. You as the parent
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may not want the child to have this power.
And ... you don’t know that your child will
not have a taxable estate.
Lifetime Gifts to a Generation Skipping
Trust: What if you know your child will
have a taxable estate?
Let's look at how you might use a
generation-skipping trust as part of your
estate plan. Let me begin by giving you
..."traditional wisdom"...assume you
are very wealthy and your children
cannot possibly spend the
inheritance they will receive from
you. In this situation, your
generation-skipping exemption is
best used on a trust from which your
children will never receive
distributions.
some of the "traditional wisdom". Let's
assume you are very wealthy and your
children cannot possibly spend the
inheritance they will receive from you. In
this situation, your generation-skipping
exemption is best used on a trust from
which your children will never receive
distributions. In the remainder of this
discussion, I will assume that you do not
fall into this category and will structure the
generation-skipping trust with the intent
that your children will be the primary
beneficiaries.
One advantage to creating a generationskipping trust during your lifetime is to
fully utilize your $16,000 annual exclusion
from gift tax if you are not currently
making full use of that amount. Another is
to set aside a fund of money which cannot
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be used to enhance their current lifestyle.
You may give your children money when
they "need" assistance, but do not make
regular gifts to them, or you may give
them regular gifts, but not as much as
$16,000 per year. Perhaps one of the
reasons you do not make larger gifts is
that you do not want your children to
spend the funds you give them. You
would like more control over the
availability of these funds.
In this
situation, you can make gifts to a trust for
their benefit with the intent that these
funds be accumulated and reinvested for
their future use. If the intent is to have the
funds invested over a long period, then
creating a trust which will continue for
your children's lifetime is consistent with
this objective. In the earlier portion of
this section, I suggested that you make
your child the Trustee of his/her own trust.
If one of your desires is to restrict access
to these funds, you may prefer to serve as
Trustee or to have a third person serve as
Trustee.
However, we do have some hurdles to get
over if we want the trust to qualify for the
annual exclusion from gift tax. Ahh, you
are beginning to get used to this type of
digression, aren't you? In order for a gift
to qualify for the $16,000 annual
exclusion from gift tax, the beneficiary
must have a "present interest" in the
money or other property given. If the
One advantage to creating a
generation-skipping trust during your
lifetime is to fully utilize your $16,000
annual exclusion from gift tax if you
are not currently making full use of
that amount.
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property is given to a trust, the beneficiary
does not have the right to use the funds.
We create this right by giving the
beneficiary the right to withdraw the
contribution for a period of time. In the
section on Gifts to Minors, I discussed the
"Crummey Trust." A Crummey Trust is
simply a trust which gives the beneficiary
You can create a generationskipping trust of which your child and
his/her children are the beneficiaries.
Your child can be the trustee of this
trust.
the right to withdraw the amount of the
contribution to the trust for a period of
thirty days. If you are giving your child
$8,000 per year, you can give the
additional $8,000 (or if you are married an
additional $24,000) to a trust for your
child. If you anticipate that your child will
use all of the funds in this trust during
your lifetime then there is no benefit from
using a generation-skipping trust. The
trust can continue until your child reaches
a certain age and then can terminate with
the funds distributed to your child at that
time. However, let's assume that these
funds are not anticipated to be needed by
your child. The trust can be structured as
a generation-skipping trust to continue for
your child's lifetime.
Now let's look at another extension of the
use of this type of trust. Let's assume
that you are married and that your child
has two children. You are making gifts of
$32,000 to your child each year. You do
not make regular gifts to your
grandchildren. In the past, you may have
given them some money in a custodial
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account to be used for their education, but
the amount held in this account is now
sufficient to pay for the grandchild's
education, and you do not want your
grandchild to have any more money until
you have the opportunity to see how your
grandchild is going to mature. However,
you are not concerned about giving your
child additional funds which he/she can
distribute to your grandchildren if he/she
so chooses.
You can create a generation-skipping
trust of which your child and his/her
children are the beneficiaries. Your child
can be the Trustee of this trust. By giving
your grandchildren the right to withdraw
their share of the contribution to the trust,
you can make your $16,000 ($32,000
including your spouse) annual exclusion
gifts to this trust. The funds are then
available to your child if your child should
need them. Your child could also make
distributions to his/her children if he/she
feels that is prudent. Your child can have
the power to change the distribution of the
trust to his/her children upon his/her
death.
One very important caveat - you
should file a gift tax return when the
trust is created electing to have
generation skipping exemption
automatically allocated to all
contributions to the trust.

Fully utilizing your annual exclusion gift
amounts is very advantageous. For
example, assume you make an additional
$40,000 gift to the trust each year. Over
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a twenty year period, this amount will
grow to $2,882,098 assuming the funds
are invested at 12%. Assuming your
estate is taxed in the 40% bracket,
making these annual exclusion gifts saves
over $1.3 million in estate taxes. These
gifts only used $400,000 of your
generation-skipping exemption and
$400,000 of your spouse's generationskipping exemption.
One very important caveat - the trust must
be a trust to which the generation
skipping exemption is automatically
allocated or you must either file a gift tax
return each year allocating a portion of
your $10 million generation-skipping
exemption to this trust or you must file a
gift tax return when the trust is created
By structuring the generationskipping trust so that the income is
taxed to you individually, you will
increase the amount retained in the
trust.
and elect to have the trust be treated as a
trust to which generation skipping
exemption is automatically allocated each
year. If you have not allocated your
generation skipping exemption and/or if
generation skipping is not automatically
allocated to the trust, then when you do
allocate your exemption, the amount of
the exemption allocated to the trust will be
the value of the assets held in the trust at
the time the gift tax return is filed making
the allocation. In our above example, you
would use $2,882,098 of your $10 million
exemption rather than the $400,000
actually given in gifts to the trust.
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In the section entitled "Defective Grantor
Trust," I discuss the use of a trust created
during your lifetime which is structured so
that you are taxed on the income earned
in the trust. I frequently use a generationskipping trust as the trust which is
structured in this manner. By structuring
the generation-skipping trust so that the
income is taxed to you individually, you
will increase the amount retained in the
trust. As discussed in the Defective
Grantor Trust section, this trust can also
be used to purchase assets from you on
a long term note so that most of the
appreciation in the asset is transferred to
the trust tax free.

Caveat regarding estate and
generation skipping tax exemption:
The 2017 tax law which increased the
estate tax exemption to $10 million and
adjusted that amount for inflation is set to
expire in 2026 and at that time the
exemption will be cut in half.
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John and Mary Brown
Generation Skipping Trust
(created during lifetime)

Joint Property

John

Mary

Withdrawal notices
to children
and grandchildren

John and Mary Brown
Generation Skipping Trust
- During John's and Mary's lifetime, no distributions are
anticipated, but may be made to children and
grandchildren.

Upon death of last to die of John and Mary, distribution of
proceeds received and trust divides into separate trusts for
each of the children.

Child's
Generation Skipping Trust
Trustee = Child
- Income and principal distributed to
child or descendants for health,
education, maintenance and support.
- Child has special testamentary power
of appointment.
- Trust terminates 21 years after the
death of the last survivor of all children
and descendants living at the time of
execution of the trust agreement and
remaining trust property distributed to
child's descendants in equal shares per
stirpes.

Child's
Generation Skipping Trust
Trustee = Child
- Income and principal distributed to
Child or descendants for health,
education, maintenance and support.
- Child has special testamentary power
of appointment.
- Trust terminates 21 years after the
death of the last survivor of all children
and descendants living at the time of
execution of the trust agreement and
remaining trust property distributed to
Child's descendants in equal shares per
stirpes.
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QPRT
A Qualified Personal Residence Trust is a trust which holds your home or vacation home
for a period of years. At the end of that period of years, your home or vacation home
passes to your children or a trust for your children. Giving away one’s home is not
something most people consider doing. For this reason, this trust is one which is rarely
used unless some tax benefit is attached to doing so - and even then, it feels unnatural.

The Qualified Personal Residence Trust
is a trust which you create to own your
home for a period of years. At the end of
the period of years the home passes to
your children (or other beneficiary) or a
trust for your children.
At the time you create the trust and
transfer your home to the trust, you are
deemed to have made a gift to your
children. The value of the gift is reduced
to reflect that your children do not have
the use of the home for the period of the
trust. The reduction in value is based on
the current interest rate. For example,
let’s assume you are 50 years old, you
create a trust for 10 years transferring
You are able to transfer property
(your home) to your children at a
reduced tax cost.
your $500,000 home to the trust.
Assuming a federal rate of 3% at the time
of the gift, the amount of the gift to your
children would be $348,000.
If you die during the term of the trust, the
home is included in your estate and your
estate is credited with the amount of the
gift tax on the transfer of the home to the
QPRT. If you survive the term of the
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trust, the home passes to your children
with no additional tax.

Tax Benefits
As with everything in this booklet, the
increased exemptions make most of the
tax savings techniques irrelevant for
99.9% of the people.
The tax benefit of the QPRT is that you
are able to transfer property, your home,
to your children at a reduced tax cost.
Since the increased exemption amount
has made the tax savings relevant only to
the very wealthy, let’s add a zero to our
earlier example and assume that your
home (or more likely your vacation home)
is worth $5 million rather than $500,000.
You will give an asset valued at $5 million
paying a gift tax on the reduced value of
$3,480,000 value. In the discussion
below, we will discuss ways to maximize
the value transferred and minimize the
size of the gift, to leverage the transfer so
to speak.

Unnatural? Why?
It feels unnatural to most people from
both a psychological perspective and
from a financial perspective. Your home
is your security, your place to come back
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to. Your place that is always there for you
- your home base, your touchstone. If
you have conflict with your children, want
to feel independent of them, you come
home. If you want to nurture your
children, you have them come home for
It feels unnatural to most people
from both a psychological
perspective and from a financial
perspective.
an evening, for a week, for a summer.
The longer you have lived in your home,
the stronger the feeling. If you give your
home to your children, you change this
dynamic. They own your home. You go
back to the home they own. The shift
may be subtle but it is present
nevertheless. This feeling seems to be
stronger in women since I have found that
more men are willing to use the QPRT
than women. However, you can use a
QPRT to transfer an interest in your
vacation home and that may feel more
palatable.
Financially, purchasing a home and
paying off the mortgage provides you with
a place to live. If all other sources of
income wither away, you have a home
you can live in. If the home is valuable
and all other investments go awry, the
home can be sold and the proceeds
invested for your security. Sometimes
this concern is real.
However, the
“feeling” that one is giving up ones
security, even though the perception is
not accurate, creates a psychological
impediment to using a QPRT. In addition,
the idea that at the end of the term of the
QPRT you will be living in a home your
children own may be awkward. The idea
of paying rent to your children may also
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be distasteful - even though paying rent is
a good “wealth transfer” idea.
You can take a mid-ground position to
minimize those feelings and transfer only
part of your home to the QPRT.
Transferring only a portion of your home
is actually more advantageous, but I will
discuss that benefit later.
Let’s look at the “irreversibility” of the
QPRT. What if you do need the money?
Let’s say you had a business, oil and gas
interests and real estate (highly leveraged
but also highly appreciating) valued at $6
million and a home valued at $5 million.
You are 55 years old and create a 15
year QPRT. Over the next 10 years, the
business goes under, the oil and gas
dries up and the real estate declines
slightly and is ultimately foreclosed on.
However, the residential area where your
home is located has boomed and your
home is now worth $15 million, and you
need the funds the sale of your house
would bring. Can you get them? Yes, if
you planned for that option in advance. If
you sell the home during the term of the
QPRT and do not buy another house, you
must either convert the trust into a
Grantor Retained Annuity Trust
(discussed below) or distribute the funds
...paying rent is a good “wealth
transfer” idea.
to the Grantor, i.e. you. If the Trustee
does distribute the proceeds from the
sale of your home to you, you will have
lost the portion of your exemption used
on the initial gift, but your estate tax is not
your concern, your retirement is. If you
want to leave this option open to you, you
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cannot be the Trustee of your QPRT.
Unless you want to retain this option, this
option is not included and the grantor
serves as the Trustee of the trust. With
the increasing exemption amount,
individuals with limited resources do not
transfer any assets which they feel they
might need in the future.

So when you create a QPRT one of four
scenarios may occur:
<

Your home is transferred to the
QPRT and you live in the home for
the full term of the trust. At the
end of the term, your home is
transferred
to
your
children/beneficiaries or a trust for
your children or other
beneficiaries. At that time, you will
pay rent to them if you continue to
live in the house.

<

Your home is transferred to the
QPRT. Later you sell your home
and reinvest the proceeds in
another home. You live in the new
home for the term of the trust. If
the cost of the replacement home
is more than the home you sold,
the
QPRT will own part of the
home. E.g. if the proceeds were
$5 million and the cost of the new
home is $7.5 million, the QPRT will
own 2/3 of the new home and you
will own 1/3 outside of the QPRT.

<

Your home is transferred to the
QPRT. Later you sell your home
and do not purchase a new home.
The QPRT is converted to a GRAT
and you receive an annuity from
the trust for the remainder of the
term after you sell the home.

<

Your home is transferred to the
QPRT. Later you sell your home.
You are not the Trustee. You
need the funds for your support
and specifically provided that the
funds may be returned to you.
The Trustee distributes all of the
proceeds from the sale of the
home to you.

Now let’s assume that the QPRT remains
beneficial, but you want to sell your home
and move to another home. What are
your options?
You can sell your home and reinvest the
proceeds in another home or you can
convert the QPRT to a GRAT. Oh no,
another acronym. The GRAT is a Grantor
Retained Annuity Trust. The GRAT was
created in the same law which eliminated
GRITs except for House GRITs. The
GRAT is a trust for a term of years which
pays a fixed amount to the Grantor (the
person who created the trust). At the end
of the term, the trust is distributed to your
children or other beneficiary (or a trust for
your children/beneficiary). If a QPRT is
If you sell the home during the term
of the QPRT and do not buy another
house, you must either convert the
trust into a Grantor Retained Annuity
Trust or, if you specifically provided
for this option, distribute the funds to
the Grantor, i.e. you.
converted to a GRAT, the proceeds from
the sale of the house are invested and an
annuity paid to the Grantor for the
remaining term of the QPRT. For a more
detailed discussion of a GRAT see the
discussion below entitled "Grantor
Retained Annuity Trust".
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What about the property tax exemption?
Your taxes may have been frozen at age
65. You also have the benefit of the
homestead exemption. You continue to
have the property tax exemption for your
homestead and to have your property
taxes frozen at the age 65 level during the
term of the QPRT. After the QPRT
terminates, you lose this benefit.
However, if you only transfer a portion of
your home to the QPRT, then part of the
property tax exemptions are retained
even after the term of the QPRT.
What about the exemption from capital
gains tax for the sale of a home? Again,
the exemption is retained for the term of
the QPRT.
The exemption is also
retained for any portion of the home
which you do not transfer to the QPRT.

Increasing the Benefit of a
QPRT
You can increase the benefit of the QPRT
in a couple of different ways.
First, transfer only a fraction of your
house to the QPRT. If the QPRT is
beneficial, it seems that transferring only
You continue to have the property
tax exemption for your homestead
and to have your property taxes
frozen at the age 65 level during the
term of the QPRT.

part of your house would be less
beneficial, not more beneficial. The
reason transferring part of your house is
more beneficial is that an undivided
interest in real estate is not valued at a
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proportionate amount of the entire value.
The IRS admits that the value is reduced
a small amount. However, they generally
take the position that the reduction in
value is in the 5% to 15% range.
However, the cases which have been
decided by the courts on the reduction in
value due to an undivided interest
generally hold that the reduction in value
is from 20% to 25%. Some cases have
held that the reduction is between 30% to
44%.
Let’s look at how this works in our $5
million home example. If you keep the
house and do not transfer it to a QPRT,
you will have a $5 million asset in your
estate. If you transfer your home to a 10
year QPRT, you are taxed on $3,480,000
You can increase the benefit of the
QPRT...transfer only part of your
house to the QPRT....have the
QPRT continue as a “grantor trust”
after the initial term of the QPRT.
(using part of your $5 million exemption to
cover the gift). Now let’s assume that you
transfer 1/2 of your home to the QPRT.
Using a 20% discount, a one-half interest
in your home will be valued at $2 million.
The remainder interest in property valued
at $2 million is $1.393 million. You still
own a one-half interest which is also
valued at $2 million. You have reduced
your estate by $1.607 million ($5 million
less the $2 million for the half interest you
retain and the $1.393 million gift you have
made) while still retaining one-half of the
house. If you transfer the remaining onehalf of your house to another QPRT in a
couple of years, you will further reduce
the value of your estate.
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Second, have the QPRT continue as a
“grantor trust” after the initial term of the
If the psychological hurdles can be
mounted, the tax benefits are worth
it. Evidently a little too beneficial for
the IRS.

Evidently a little too beneficial for the IRS.
The IRS has requested on several
occasions that the use of QPRTs be
eliminated; however, elimination is not
currently pending in any bills before
Congress.

QPRT. A grantor trust is a trust on which
you are taxed on all of the income. The
trust still provides that your children are
the beneficiaries. The benefit of the trust
being a “grantor trust” for income tax
purposes is that the payment of rent to
the trust will not be taxable. You cannot
be taxed on income paid to yourself. The
result is that the income is not taxed to
you nor is it taxed to your children. No
income tax, no transfer tax. Not bad.
If the gift is covered by your $5 million
exemption, then you do not also have the
loss of the use of the money which would
have been used to pay the gift tax.
The exemption from capital gains tax
for the sale of a home? Retained for
the term of the QPRT.

Another advantageous way to structure
the QPRT and use less of your $5 million
exemption is to crate a very short term
QPRT, e.g. two years, then transfer a
small portion of the house (e.g. 10% to
20%). Structure the QPRT so that it
continues in trust after the initial (e.g. two
year term) as a grantor trust (i.e. the
income is taxed to the grantor) to which
rent can be paid.
If the psychological hurdles can be
mounted, the tax benefits are worth it.
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TWO MARITAL TRUSTS
[QTIP election made on one trust]

$30M Estate
GEORGE

George's Will

MARY
[$15M or 1/2 of the community
property]

Exemption from estate tax amount
($12.06 M in 2022)

George Jones Marital Trust
[No QTIP election made –
operates as the Bypass Trust did
prior to 2010]
Trustee = Mary

Mary Jones Trust
[QTIP Trust]
Trustee = Mary
Income = all distributed to
Mary;

Income = all distributed to Mary;
Principal = to Mary, if needed, for
her health, education, support and
maintenance.
Not subject to tax on Mary’s death

Principal = to Mary, if needed, for
her health, education, support and
maintenance.
Tax will be paid on Mary's death on
the assets in this trust.

On Mary's death

George, Jr.

Mary Lee

Tommie

Children of George & Mary
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Grantor Retained Annuity Trusts
GRITS, GRATS, GRUTS: SOUTHERN FOODS, GUTTERAL EXPRESSIONS ... OR
WHAT? I am enamored with GRATs. If the situation fits -- the GRAT can transfer literally
millions of dollars tax free to your children. The GRAT is a trust which transfers all of the
appreciation in an asset over the current interest rate to ones children (or other
beneficiaries) tax free.

Let’s start at the beginning and look at
what this acronym stands for and how it
works. GRAT is an acronym for a
Grantor Retained Annuity Trust. A GRAT
is a trust from which the Grantor receives
a fixed dollar amount each year for the
term of the trust.
The GRAT can transfer literally
millions of dollars tax free to your
children.
In a GRAT, the Grantor creates a trust
and provides that the trust will pay him a
fixed dollar amount each year for the term
of the trust. The fixed dollar amount paid
to the Grantor each year is called an
annuity.
The annuity is set at a
percentage of the value of the assets held
in the trust. For example, if you transfer
$1 million to the trust and provide that you
will receive a 8% annuity, the trust will pay
you $80,000 per year. You pick the term,
you pick the annuity, you pick the
property to go into the trust.
Who are the players in a GRAT? Let’s
assume you are creating a GRAT and
transferring $1 million to the GRAT. You
are the Grantor of the GRAT. You can
also be the Trustee of the GRAT. You
are also the only beneficiary of the GRAT
[Administrative] GUIDE.02.00067398

for as long as the GRAT lasts. At the end
of the term of the GRAT, the trust
terminates and the property passes to
anyone you designate, e.g. your children.
You would be the present beneficiary and
your children would be the remainder
beneficiaries.
So what is the benefit of the GRAT?
When you create a GRAT, you have
made a gift to your children of the value
of receiving the property at the end of the
term of the trust. The gift is valued
according to actuarial tables using the
current federal income tax rate. The
amount of the gift may be much less or
In a GRAT, the Grantor creates a
trust and provides that the trust will
pay him a fixed dollar amount each
year for the term of the trust.

much more than is actually transferred to
your remainder beneficiaries. Your
objective is to actually transfer more than
the IRS tables show that you would
transfer.
You pick the term, you pick the
annuity, you pick the property to go
into the trust.
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The amount that the IRS determines is a
gift is dependent on several factors. First,
the term of the GRAT (how long the
GRAT continues to pay the annuity to the
Grantor). Second, the amount of the
annuity paid to the Grantor. Third, the
current interest rate. An actuarial
computation is made based on the
interest rate in the month the GRAT is
created to determine the value of the
remainder interest at the end of the term
of the GRAT. This amount is a gift at the
time the GRAT is created.
The
government sets a new interest rate each
month. For example in March, 1997 the
interest rate to be used was 7.8% and in
December, 2009, the interest rate to be
used was 3.2%. The value of the annuity
payments is determined and subtracted
from the value of the property transferred
to the GRAT to determine the value of the
gift.
If you are older, then the likelihood that
you will die during the term decreases the
You can also be the Trustee of the
GRAT.
value of your income interest and
increases the value of the gift. Let’s look
at some examples. If the current interest
rate is 8% and at age 50 you set up a 20
year GRAT funding it with $1 million,
paying yourself an 8% annuity of $80,000
one time a year, the value of the gift to
your children is $269,360. You will report
this as a gift and pay the tax on the gift
upon the creation of the trust. If the
property you transfer to the trust retains
its value and yields an income of 8%,
your children will receive $1 million in 20
years with no additional tax owed at that
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time. If the property also increased in
value at 2% per year, your children would
receive property valued at almost $1.5
million in 20 years. The GRAT enables
you to transfer the return on property in
excess of the current interest rate gift tax
free.
What if you die during the term? The
property which is held in the trust at the
time of your death is included in your
estate and your gift tax is credited against
your estate tax. In other words, no win,
no lose --- except the loss of the use of
the money paid in gift tax.
First rule: Set the term for a period which
is less than your life expectancy. In fact,
the shorter the term, the more beneficial
the GRAT is since the length of time in
which the property is subject to the
swings in the market will be reduced.
The following chart shows the difference
in the amount of the gift when $1 million
A GRAT enables you to transfer all
appreciation over the current interest
rate at no transfer tax.
is transferred to a GRAT when some of
the variables in the GRAT are changed.
Term

Annuity

Gift

10

8%

$

480,440

10

15%

$

25,825

15

8%

$

349,832

15

12%

$

24,748

20

8%

$

269,360

20

10%

$

86,700
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The IRS assumes that your property will
yield a return equal to the current interest
rate. If the property does yield an amount
equal to the interest rate at the time the
GRAT is created, then you have given
your children exactly what the charts
reflect you would and on which you paid
..... the first rule is: set the term for a
period which is less than your life
expectancy.
a gift tax. If your property has a return
rate greater than the current interest rate,
then you transfer more to your children
(or other beneficiaries) than the amount
on which you paid a tax.
Second rule: Only create a GRAT if your
property has a return rate greater than the
current interest rate.
Actually, your
children will receive slightly less than that
amount since the gift is increased by the
likelihood that you will die during the term.

Now let’s assume that your property has
a return equal to 12% per year. 12% is
the return on the stock market over a 20
year period. If you create a GRAT for a
term of 20 years, funding the GRAT with
assets valued at $1 million, the value
passing to children in 20 years is shown
in the following chart assuming an annuity
of 8% and an annuity of 10%. Either of
the GRATs transfer a significant amount
of property to your children tax free.
Annuity
on $1
Million

Annuity

Gift

8%

$ 80,000

$ 269,360

$

2,191,123

10%

$100,000

$ 86,700

$

1,485,947
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Value passing
to children in
20 years

What if the property declines in value? If
the property declines in value, then more
Second rule - only create a GRAT if
your property has a return greater
than the current interest rate.
of the property will be returned to you and
less property will be distributed to your
children. If the property declines in value,
then you will have paid a gift tax on
property your children never received.
Third rule: Set the annuity and term so
that the gift to your children is determined
to be close to zero.
Now you have the basics, let’s look at
some situations in which the GRAT can
transfer literally millions to your children at
a nominal gift tax cost.
Scenario #1 - Highly appreciating property
Let’s assume you have some property
which has a return of 20% or greater
which is relatively stable. This asset
could be the interest in a business, stocks
or real estate. One example may be a
piece of commercial real estate valued at
$2 million. The real estate generates
$300,000 per year in net revenue and is
appreciating at about 5% per year.
Assuming a current interest rate of 3.2%,
The third rule - set the annuity and
term so that the gift to your children
is determined to be relatively small.
you could transfer the property to a 8 year
GRAT with an annuity of 14.2 and the gift
would be valued at $9,200.
The
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$284,000 would be paid to you each year.
At the end of the 8 year period, your
children would receive the property
valued at that time at $4,886,684 plus a
couple hundred thousand dollars in cash
with no additional tax cost. In this
situation, for about $4,500 in tax you have
transferred over $5 million to your
children. In actual practice, the annuity
amount is set so that the value of the gift
is zero or a very small amount, such as
$1,000.
Scenario #2 - Likely jump in the value of
the stock
Let’s assume you have a business valued
at $4,000,000 that is seeking to obtain a
contract for a new business venture. If
the contract is obtained, the value of the
business will increase two to three fold in
the next two years. If the contract is
obtained, you would like to transfer 1/4 ½ of the stock to your children. Since all
of the appreciation would occur in the
next two years, you have elected to
create a short term GRAT. Let’s assume
the entire amount of the appreciation
occurs in the first year prior to the
payment of the first year’s annuity and no
appreciation occurs after that time. Let’s
assume that 45% of the stock is
transferred to the GRAT. For purposes of
this illustration, no discounts are taken for
minority interest or lack of marketability,
thus the stock which is transferred to the
GRAT is valued at $1.8 million. The
GRAT continues for 5 years and the
annuity is set at 25% with the following
result.
The annuity will be set at
$400,000 per year. If no dividends are
paid on the stock, a portion of the stock
will have to be transferred each year to
the Grantor to pay the annuity. The value
of the gift for gift tax purposes assuming
[Administrative] GUIDE.02.00067398

a federal rate of 8% will be about $3,200.
If the federal rate is less than 8%, you will
want to either reduce the annuity or
change the term. If the stock has large
dividends or is an S corporation with
sufficient cash flow to pay the annuity,
then the fact that the stock will be
discounted significantly increases the
benefits derived from this trust.
If the stock doubles in value, the stock
remaining in the GRAT at the end of the
five year term will be valued at
$1,350,000. If the annuity is paid with
stock each year, the GRAT will own about
16.875% of the stock of the company and
In this situation for about $14,200 in
tax you have transferred $4,886,684
to your children.
the Grantor will own the remaining
83.125% of the stock of the company. If
the stock triples in value the stock
remaining in the GRAT will be valued at
$3,150,000. In this situation, the GRAT
will own about 39% of the stock in the
company and the Grantor will own about
61% of the stock of the company.
Scenario #3 - Investment of high risk/high
return
As a part of your investment portfolio, you
invest in high risk, high return stocks.
Some of these stocks are invested in
emerging markets, some in small caps
and some in foreign stocks.
The
In this situation you have transferred
$1,350,000 to $3,150,000 to your
children for a cost of about $9,000 in
tax.
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fluctuations on these markets can be
dramatic so if the term of the trust is 10
years, it will hit some upswings and some
downswings in the market. Some of
these high risk stocks will go up while
others go down. To avoid losing the
benefit of an upswing which is followed by
a downswing in a market, the trust term
is set for a short period, e.g. two years.
To prevent losing the benefit of an
upswing in one group of stocks from a
downturn in another stock, each group of
stocks is held by a separate trust. You
create three two year GRATs and transfer
each of your portfolios, e.g. emerging
markets, small caps and foreign stocks
into a separate GRAT. You own $5
million of stock in each portfolio.
Assuming the following returns, each
GRAT transfers the following value to
your children at the end of the two year
term.
Asset

Value

Return

Gift

Value at end of
term passing to
children

stock
portfolio A

$5M

40%/yr

$25,015

$3,700,000

stock
portfolio B

$5M

20%/yr

$25,015

$1,150,000

stock
portfolio
C

$5M

5%/yr

$25,015

$0

using GRATs. The IRS is particularly
concerned about the use of short term
GRATs with “high payout”, in other words,
the GRATs which are designed to last a
short period of time, have a large annuity
which results in a nominal gift. Why?
Because they do transfer large amounts
tax free, with little risk of a volatile market
and little risk of the Grantor dying during
the term.
GRATs are a very safe way to transfer
highly appreciating property since a
redetermination of the value of an asset
transferred does not result in a large gift.
For example, let’s say an interest in a
closely held business was valued at $1
million. On audit, the fair market value is
determined to be $2 million. By doubling
the amount of the gift, the gift may be
increased from $1,000 to $2,000. The
main impact is that the annuity paid to the
grantor is doubled, thus making the
GRAT less effective at transferring
property to the remainder beneficiaries
but does not risk having the grantor owe
a large gift tax.
The Treasury has included in its
recommendations a requirement that
GRATs have a minimum term of 10
years.

If you create new trusts every two years
when these trusts terminate, your GRATs
are referred to as “rolling GRATs”.
You probably will not be surprised that the
IRS does not like GRATs. The structure
of the GRAT is set forth in the statute, so
these trusts are not something that is
someone’s idea - waiting to be tested.
The IRS took note when they realized that
literally millions of dollars have been and
are being transferred without transfer tax
[Administrative] GUIDE.02.00067398
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Grantor Retained Annuity Trust
Grantor Retained Annuity Trust
contributes property

Grantor

annuity payment

• Trust is required to pay annuity
payment to Grantor = % of value of
property transferred for a period of
years.
• Grantor picks amount of annuity and
term.

at end
of term

Beneficiary

Structure of Trust/ Transaction
Grantor Trust for
Beneficiary

The Grantor transfers property to a trust and sets the
annuity and the term so that the value of the remainder
gift is nominal.
e.g. 3% AFR; 50 year old Grantor:

Term
2
3
5
10

Annuity
52.26%
35.35%
21.83%
11.72%

Advantages
Example of Advantages of 2 year GRAT

• Short term - Beneficiary gets
benefit of rapid appreciation and
Grantor absorbs loss of
depreciation

• Long term - Partially freezes
value of property transferred if
grantor survives the term

Stock
portfolio
A
Stock
portfolio
B
Stock
portfolio
C

$5M

20%/yr

$24

$1,451,000

$5M

10%/yr

$24

$562,700

$5M

5%/yr

$24

$155,000

Defective Grantor Trust
The distinguishing characteristic of a defective grantor trust is that the income in the trust
is taxed to the grantor, the person who created the trust. A defective grantor trust can be
any type of trust. The defective grantor trust can have any term and have any beneficiary.
One benefit of using a defective grantor trust is to avoid the high income tax rates
applicable to trusts. In addition, by paying the income tax on the income earned in the
trust, all of the income is preserved in the trust for distribution to the grantor's family. The
trust got its name when trusts were being used as income tax savings devices and
structuring a trust in a manner which caused the income to be taxed to the grantor was a
mistake, a defect.

All bad things are good if you just look at
them in a different light. Historically,
trusts were frequently created to save
income taxes. Income tax rates have
been as high as 90% for the top brackets.
A trust had the same income tax rate
structure as a married person filing
separately. By creating a trust and
transferring high income assets to the
A defective grantor trust is a trust
which is structured so that the grantor
is taxed on all of the income earned in
the trust.
trust, you could ride up a whole new set of
tax brackets. The benefit of having
another tax bracket was dramatic. To
prevent individuals from shifting income to
a trust, a set of rules were developed
which would cause the income earned on
assets held in a trust to be taxed to the
grantor, the person who created the trust.
When the purpose of the trust was to shift
income, if these rules were triggered, the
purpose of creating the trust was
defeated. A trust which violated one of
these rules was "defective".
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The top income tax bracket is now 37%,
thereby minimizing the benefit of shifting
income to a trust. Even more importantly,
the income tax rate structure for trusts
has been changed. Trusts reach the top
income tax bracket at about $13,000
(adjusted annually for inflation). The
maximum benefit which can be derived
from shifting income to a trust is minimal.
In general however, you don't want to be
taxed on income that you don't receive.
True, but everything can be looked at
differently.
In the situation with a
"defective grantor trust", the trust can be
looked at in two different ways.
Let's assume you create a trust for the
benefit of your children. You would like to
All bad things are good if you just
look at them in a different light.
transfer as much to this trust as possible.
The more you transfer to the trust, the
less your estate tax will be. If you pay the
tax on the income in the trust, the trust will
not be reduced by the payment of the
income taxes. More property is preserved
Page 1 Chapter 21

in the trust for distribution to your children
or other beneficiaries.
For example, let's assume you have
transferred $500,000 to a trust for the
benefit of your children and grandchildren.
Let's also assume that the income earned
in that trust is $40,000, all taxable income.
If the trust pays the tax on the income,
about $14,000 will be paid in income tax
leaving assets valued at $526,000 in the
Trusts reach the top income tax
bracket at about $13,000.
trust at the end of the year. If the grantor
pays the tax on the income, then the trust
will have $540,000 in assets at the end of
the year. Payment of the income taxes
has the same effect as an additional
contribution to the trust. In fact, the IRS
has tried to argue that it is an additional
gift to the trust. However, since the
payment of the tax is required by the IRS,
it cannot be deemed to be a voluntary
transfer of money. The IRS has backed
off this position.
Another benefit of the grantor trust is that
there is no tax on a transaction with the
grantor. For example, let's assume that
the trust leases property to the grantor.
The grantor cannot deduct lease
payments made to himself, nor can he be
taxed on lease payments made to
himself. If the grantor sells property to the
trust, no gain is recognized. If the trust
later sells the property, the grantor will
recognize a gain on the sale at that time.
The trust will have the same basis as the
grantor for purposes of determining the
amount of gain.
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Any trust which is created can be
structured to be a defective grantor trust.
The technique which has been used
recently is to sell property with a high
appreciation potential to a defective
grantor trust. The sale can be made by
giving the grantor an installment note.
The interest rates have been very low for
the last several years. In January, 2022,
the rate required to be charged on a three
to nine year note with interest payable
annually was 1.3% The result of the
technique is to transfer all of the
appreciation in the asset over the interest
on the note to the trust free of transfer
tax.
Some advisors feel this technique is one
of the most beneficial estate planning
techniques available. The effect of the
installment sale to a defective grantor
trust is similar to the effect of a Grantor
Retained Annuity Trust (GRAT). The
GRAT was discussed earlier. The GRAT
pays the grantor an annuity for a term of
years. The term of the GRAT is similar to
the term of the note. The annuity paid to
If you pay the tax on the income in the
trust, more property is preserved in the
trust for distribution to your children (or
other beneficiaries.)
the grantor is similar to the installment
payment on the note. A GRAT is a
defective grantor trust. All of the income
on the assets held in a GRAT is taxed to
the grantor.
What's the difference? What are the
advantages of one over the other? The
interest rate applied in determining the
amount of the annuity is higher than the
interest rate required to be paid on the
Page 2 Chapter 21

installment note. The note can continue
beyond the grantor's lifetime and the
assets will not be included in the grantor's
estate. These two differences favor the
use of an installment sale to a defective
grantor trust.
There are also two differences which
favor GRATs over installment sales to
defective grantor trusts. First, the impact
of a redetermination of the value of the
asset sold to the defective grantor trust
results in the grantor making a gift to the
trust of the difference between the value
of the asset and the amount of the note.
Second, the defective grantor trust must
Sell property with a high appreciation
potential to a defective grantor
trust...Some advisors feel this
technique is one of the most beneficial
estate planning techniques available..

I mention these differences. They are
problems.
Sometimes they can be
opportunities. The uncertainty of the
income tax treatment of the note on the
sale to a defective grantor trust is
illustrative of a number of unclear areas in
the tax law, and in the estate tax area in
particular.
Any technique which is
beneficial will be analyzed by the IRS for
possible arguments to reduce the
benefits.
If the technique becomes
popular and gains a wider use, the IRS
will redouble its efforts to minimize or
eliminate the benefits. The use of family
limited partnerships is a good example of
an estate planning structure which has
beneficial tax consequences which the
IRS is seeking to curtail.
Like the Family Limited Partnership and
the GRAT, the use of an installment sale
to a defective grantor trust is another tool
in the estate planner's toolbox.

have other assets. Most advisors are
comfortable with assets equal to at least
10% of the amount of the note. This
requirement is one of the disadvantages
of the sale to a defective grantor trust.
There is a downside. If the assets
decrease in value, the benefits are lost.
There are also some thorny income tax
questions if the grantor dies while the
note is outstanding. Bear with me for a
technical tangent. Does the trust have
the same basis as the grantor? If so, all
of the payments made on the note did not
give the trust any additional basis for
determining gain. If the basis of the asset
is the value on the date of death, the only
way that could occur is if the grantor
recognized gain on the sale at the time of
his death.
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Defective Grantor Trust

Defective Grantor Trust
contributes property

Grantor

sells property
installment note

Trust is structured so that Grantor is
taxed on income.

Grantor is not a
beneficiary of the
trust.

income and principal
may be distrbuted

Beneficiary

Planning Situations:
* Gift to trust at least 10% of asset purchased;
* Steady/reliable appreciation;
* Cash flow sufficient to pay interest and some principal;
* Desire to have trust be a generation skipping trust;
* Risk of death during term is minimized.

blltdgt.vsd
Revised: 10/27/99
67395.vsd

Crummey Defective Grantor
Spendthrift Trust
or
“Have Your Cake and Eat It, Too” Trust
You will not find the “Have Your Cake and Eat It, Too Trust” in any text book, at least not
by that name. Trusts derive their names from a variety of sources. Some derive their
names from a section of the Internal Revenue Code, such as the 2503(c) Trust, or from the
name given them in the Internal Revenue Code, such as the Qualified Terminable Interest
Property Trust (QTIP Trust). The Bypass Trust derives its name from its use in an estate
plan since the assets in the Bypass Trust bypass taxation in the surviving spouse’s estate.
I used the longer, more boring name of the “Crummey Defective Grantor Spendthrift Trust”
to provide it with a name descriptive of some of its components. The “Have Your Cake and
Eat It, Too Trust” (“Cake Trust” for short) is a trust which I use in estate planning which
provides the benefit of the use of assets and exclusion from our taxable estate. Ideally,
we would like to own all of our assets in a form in which we could use them if needed, but
in a form in which the assets would not be included in our taxable estate and would not be
subject to the claims of creditors and estranged spouses. The “cake trust” provides these
benefits.

The Cake Trust has elements of other
trusts which are discussed in other
sections of the Guidebook. Think of the
trust as a recipe which has variations
Ideally, we would like to own all of
our assets in a form in which we
could use them if needed but in a
form in which the assets would not
be included in our taxable estate and
would not be subject to the claims of
creditors and estranged spouses.
which we may use in certain situations.
The Cake Trust draws from a number of
different areas to gain its many benefits.
Our goal is to have no negative
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consequences and no gift or estate tax
consequences for you or the person
creating the trust, as well as gaining the
protection benefits mentioned. We also
want to avoid income taxation at the trust
rates. Trusts reach the top income tax
bracket at about $13,000. To gain these
benefits, we will draw on a number of
different tax and trust laws. As you might
The “cake trust” provides these
benefits.
have guessed, that means you are about
to hear a litany of technical areas to gain
the benefits. As you read, you will be
inclined to toss this section, but hold on!
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You will be impressed with the uses of the
trust.
First, let’s look at the elements of the trust
and then see ways we can use them in
estate planning.
The Trust is Created by Someone
Other than You
The Trust is created by someone else,
e.g. your parents, for your benefit. This
element is essential. You cannot gain the
benefits of estate tax avoidance, creditor
protection and estranged spouse
protection in a trust which you create for
your own benefit. The creator of the trust
is called the grantor. Any person who
makes a contribution to the trust will be
considered the grantor of the trust as to
that contribution. We will come back to
this aspect a couple more times in our
discussion. At this time, the significance
of not making any of the contributions is
that you cannot have your parents sign
the trust document and then you put the
money in the trust yourself. For tax
purposes, you will be treated as the
grantor of those contributions.
You are the Trustee of the Trust
You are the Trustee of the trust. Although
generally you would want to be your own
Trustee, your parents (or another person
who created the trust) could name
someone else as the Trustee and you
would still retain the benefit of estate tax
exclusion, creditor protection and
estranged spouse protection. However,
you would not control the investment of
the assets or control the distribution of the
income and principal from the trust. If you
are the Trustee and the beneficiary, as I
would normally structure the trust, then as
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Trustee, your power to distribute income
and principal of the trust would be limited
so that income and principal could only be
distributed for your health, education,
support and maintenance according to
your station in life. Are these special
terms? Yes. The IRS has held that if
your ability to distribute the assets in a
You are the Trustee and the
Beneficiary of the Trust.
trust is limited by an ascertainable
standard, then the assets are not included
in your estate. The IRS has held that
health, education, support and
maintenance provides an ascertainable
standard. An ascertainable standard is
one which for which a court would be able
to determine the amount to be distributed
and could enforce the standard. A trust
could not give you the power to distribute
the income and principal for your
“comfort,” because that term is
considered too subjective to be
ascertainable since only you know what
you need for your comfort. Use of that
term would cause the assets to be
included in your estate if you are the
Trustee.
You are the Sole Beneficiary of the
Trust
You are the sole beneficiary of the trust.
To gain the benefits of the trust, it is not
essential that you be the only beneficiary.
However, if the trust includes other
beneficiaries, then the Trustee will need
to consider their needs in making
distributions from the trust.
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You are given
Withdrawal Power

a

“Crummey”

You are given the power to withdraw all
contributions made to the trust. Giving
you the right to withdraw all contributions
results in the contributions to the trust
qualifying for the $16,000 annual
exclusion from gift tax.
Having the
“withdrawal” right is what causes the trust
to be called a “Crummey Trust” since Mr.
Crummey is the taxpayer who used this
withdrawal right for minors, was
challenged by the IRS and won. If all
All of the income is taxed to the
beneficiary of the trust.
contributions are subject to your power to
withdraw the assets contributed, then you
are taxed on all of the income received by
the trust. A defective grantor trust is a
trust on which the grantor is taxed on all
of the income. This trust is structured as
a “Crummey defective grantor trust” so
that all of the income is taxed to the
beneficiary of the trust holding the
withdrawal power.
Your Right to Withdraw Lapses $5,000
Per Year
If the gifts to the trust exceed $5,000 (or
5% of the trust assets) then we want your
power to withdraw these amounts to
continue so that your withdrawal right
lapses at no greater than $5,000 (or 5%
of the trust assets) each year. If the
contributions exceed this amount and
your withdrawal right lapses at a rate that
is greater than the greater of $5,000 or
5% of the trust assets each year, the
excess will be considered a contribution
by you to the trust. As mentioned above,
if you create a trust like this for yourself,
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then the benefits of estate tax exclusion,
creditor protection and estranged spouse
protection are lost. Also as I mentioned,
if you make a contribution to the trust, you
are treated as if you were the grantor of
the trust as to that amount.
You Have the Power to
Distributions on Your Death

Direct

In our quest to give you as much power
over the trust as possible, you are given a
broad “special testamentary power of
appointment,” which is the right to direct
who receives the property on your death.
The only limit to this power is that you
cannot give the property to your creditors,
your estate or creditors of your estate. If
you have the power to give the property to
any of these persons or entities, then the
trust assets are included in your estate for
tax purposes and protection benefits are
also lost, thereby eliminating the benefits
the trust is designed to gain. This power
allows you to give the trust to virtually
anyone else in the world, thus this
restriction does not impair your ability to
benefit the people (or charities) that you
In our quest to give you as much
power over the trust as possible, you
are given the right to direct who
receives the property on your death.
want to benefit. The trust will name the
persons who will receive the property in
the event that you fail to name alternate
beneficiaries. One benefit from having
this power is that the persons named
cannot claim that you are “spending their
inheritance” since their beneficial interest
in the trust is dependent on your not
exercising your power of appointment.

So what, you say?
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A great trust? You agree, absolutely - but
limited, you say, oh, so limited. You
realize that at the rate of $5,000 per year
or even $16,000 or even $32,000 per
year, you cannot accumulate much
money in this trust. And, even more
importantly, your parents (or whoever the
wonderful person was who created this
trust for you) only is willing to contribute
$5,000 total to the trust - not even $5,000
per year. So what’s the big deal here?
Leverage, my friend, leverage. Now for
the fun stuff!

you are the Trustee and the beneficiary of
this trust, so that you can control the
assets, invest any distributions from the
partnership and/or distribute them to
yourself for your health, education,
support and maintenance according to
your station in life. Now that is having
your cake and eating it too. It is better
than outright ownership, since the IRS,
your creditors and estranged spouses
have rights to receive property you own
outright. You are beginning to see the
benefits, but ... you already have a
business. How about a new division? A
new store? A new product?

How about a New Business
Let’s say you have a new business you
want to start. In Texas, I generally
recommend that new businesses use the
limited partnership structure. Limited
partnerships are not subject to the
franchise tax.
In addition, limited
partnerships are flow-through entities,
meaning that the partnership is not a
separate taxable entity, the income is
taxed to the individual partners. This type
of structure is more flexible in estate
planning. A limited partnership has two
types of partners, one or more general
partners and one or more limited partners.
You will be the general partner owning a
1% interest and your “Cake Trust” will be
the limited partner owning 99% of the
partnership. If the partnership needs
more than the $5,000 held in the trust, as
it probably will, you will loan those funds
to the partnership. If you want to gain
limited liability, then you will form a single
member limited liability company of which
you own 100% to be the general partner
. If the business is a success, which we
hope it is, then the trust owns 99% of the
business. This 99% is out of your taxable
estate and cannot be reached by creditors
or estranged spouses. Keep in mind that
00067402 2 /font=8

Have the trust own a new business
or division.

Or a New Division
If you have an existing business but will
expand the business into new territories,
new products or new stores, then form a
limited partnership to own the new
territory, new product or new store. Your
existing business can be the general
partner of the limited partnership and your
Cake Trust can be the limited partner.
Additional capital needed can be loaned
by the existing business to the new limited
partnership. No new territory, product or
store - just good cash flow, well that’ll
work ....
Use Cash Flow of Business
Purchase an Interest in It

to

Your business is established, it is not
expanding, but it does have wonderful
profits and cash flow. If your business
distributes its cash flow as dividends of an
S corporation or as profits to its limited
partners, then have the trust buy it.
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Sound strange? Let’s see how it works.
Let’s use some numbers to make the
explanation a little easier to follow. Let’s
assume that your business is valued at $1
million. It generates profits of $100,000
per year. If you sell less than 50% of the
business to the Cake Trust, the interest
will be discounted for lack of marketability
and minority interest. The discounts for
minority interests in closely held
businesses are often 40% or more, so
let’s assume a 40% discount. Your Cake
Trust purchases 40% of the business.
40% of $1 million is $400,000 less a 40%
discount leaves a value of $240,000.
Your Cake Trust purchases the business
on a nine-year interest-only balloon note.
The note could be amortized and it could
be for a term greater than 9 years. An
interest-only balloon note gives you the
flexibility to make smaller payments on
the note if the cash flow in the business
decreases. The interest rate required to
be charged on a note fluctuates monthly
according to the applicable federal rate.
A mid-term note is a note whose term is
greater than 3 years and not more than 9
years. Generally the mid-term rates are
lower than the long-term rates.
In
December, 2017, the mid term rate for
notes is 2.11% for notes with interest
payable annually.
For illustration
purposes, let’s assume a much higher
rate of 6%. The interest which will be
owed each year will be $14,400 per year.
The trust will receive its 40% of the
profits. If the profits continue at the same
rate, the trust will receive $40,000 per
year of profits. Since you will be taxed on
the income received by the trust, the trust
will be able to use the full $40,000 to
repay the note to you in purchase of the
interest in your business. Nice idea, but
.... you have a zero basis in the business
and you do not want to realize a $240,000
gain on the sale. No problem! You
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cannot be taxed on a gain on a sale of an
asset to yourself. Since you are taxed on
all of the income in the trust, for tax
purposes, you will be treated as selling
the asset to yourself, so there will be no
gain on the sale. The trust will have the
same basis you had in the interest in the
business; in our hypothetical, the basis is
zero.
If your business distributes its cash
flow as dividends of an S corporation
or as profits to its limited partners,
then have the trust buy the business.
Are there any caveats in this transaction,
any catches? Yes. Since you will lose
the benefits of this trust if you make a
contribution to this trust, it is very
important that your Cake Trust pay the
fair market value for its 40% interest.
Considering the importance of retaining
all benefits of this trust, you should obtain
an appraisal of the 40% interest in the
business to be sold to the trust. During
the time when the business interest is
being purchased by the trust, it is possible
that the IRS may argue that your interest
in the business has been “retained” and
thus will include the interest in your estate
upon your death. Proper planning can
minimize this risk. By the way, if your
profits remain at the $100,000 level, your
Cake Trust will have fully purchased its
40% interest in the business in 7-8 years.
No business interest? Then do you .....
Have a Good Cash Flow Asset?
Any asset which generates a good cash
flow can be sold to your trust. For
example, if you have rental real estate,
you can sell part of that interest. Rental
real estate which is owned in a limited
partnership is generally discounted about
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40%. If the property is not held in a
limited partnership, an undivided interest
in real estate is also discounted, but the
discount is somewhat less. Courts have
discounted undivided interests in real
estate from 10% -44%. Let’s review the
impact of a sale of a 40% interest in a $1
million real estate project generating 10%
return cash flow.
If the interest is
discounted 20%, then the 40% interest
would be purchased for $320,000. The
interest on this note would be $19,200,
assuming a 6% interest rate.
The
$40,000 of profits distributed to the trust is
sufficient to pay the interest on the note
and to reduce the principal annually. The
note will be paid in about 10 years if all of
the cash flow is used to reduce the
principal on the note.
Any asset which generates a good
cash flow can be sold to your trust.
All of the income received by the trust will
be taxed to you and as with the sale of an
interest in the business, no gain is
realized on the sale since you will be
treated as having sold an asset to
yourself. Again, as with the sale of the
business interest, proper valuation of the
interest is very important to avoid you
being treated as making a contribution to
the trust.
Now - control, benefits, protection from
taxes, creditors and estranged spouses
and a little leverage - that is having your
cake and eating it too, wouldn’t you say?
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CRUMMEY DEFECTIVE GRANTOR
SPENDTHRIFT TRUST
"Have Your Cake and Eat It, Too" Trust
JOHN DOE 2009 TRUST
Trustee: John
John's parents

Income and principal (if needed) may
be distributed to John and
descendants for health, education
support and maintenance;
John has Special Testamentary
Power of Appointment;

John has
Right of
Withdrawal
Upon John's death, to the extent he does not
exercise his power of appointment, trust is
divided into separate trusts for children

Child 1's Trust

Child 2's Trust

Income and principal (if needed) shall be
distributed to Child 1 and descendants for
their health, education, support and
maintenance;
Child 1 has special testamentary power of
appointment;
Trust terminates on later of Child 1's death
or when his youngest living child reaches
age 25.

Income and principal (if needed) shall be
distributed to Child 2 and descendants for
their health, education, support and
maintenance;
Child 2 has special testamentary power of
appointment;
Trust terminates on later of Child 2's death
or when her youngest living child reaches
age 25.
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Charitable Remainder Trusts
A Charitable Remainder Trust can provide significant benefits for the person who creates
it while benefitting charity later. Although the IRS has recently put some additional
restrictions on the trusts, the trusts still provide significant benefits in certain situations. The
most advantageous situation is for an individual who has a highly appreciated asset and
has a life expectancy of at least 20 years. But I’m getting ahead of myself. Let’s look at
the kinds of charitable remainder trusts, the flexibility we have in structuring them and their
treatment from a tax perspective to give us a framework for assessing their benefits.

All charitable remainder trusts (CRTs)
provide for payments to an individual
during the term of the trust with the
remainder passing to a charity upon the
end of the term. The term of the CRT can
be for the life of an individual or can be for
a term of years not to exceed 20 years or
a combination of both. If the life of an
individual is combined with a term of
years, the term must begin at the time the
trust is created and may not begin at the
time one of the individual life recipients
dies.
The most advantageous situation is
for an individual who has a highly
appreciated asset and has a life
expectancy of at least 20 years.
The individual who receives the payments
during the term can be the grantor (the
person who created the trust) or another
person. If the individual is another
person, then the grantor will be
considered have made a gift to the
individual who is to receive the payments
during the term of the trust. The amount
of the gift to the individual will be the
actuarial value of the payments to be
received by the individual.
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The grantor receives a charitable
income tax deduction at the time the
trust is created for the actuarial value
of the remainder which passes to
charity.
Most trusts name the grantor or the
grantor and his spouse as the recipient
beneficiaries for the term of the trust. For
simplicity, I will assume that the grantor is
also the recipient of the payments.
The grantor receives an income tax
charitable deduction at the time the trust
is created for the actuarial value of the
remainder which passes to charity. The
actuarial value of the amount passing to
charity must be at least 10% of the value
of the assets originally contributed to the
trust. The charitable deduction is limited
to 50% of the grantor’s income if the
remainder charity is a public charity and
to 30% of the grantor’s income if the
remainder charity is (or can be) a private
foundation. The grantor can retain the
right to change the charity receiving the
remainder interest of the trust.
The trust is a tax exempt entity.
Therefore, if you transfer low basis
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property to the trust and the property is
sold, no tax will be owed by the trust. The
payments made to the recipient during the
term “carry out” the income in the trust
over the life of the trust.
If you transfer low basis property to
the trust and the property is sold, no
tax will be owed by the trust.

For example, if the trust has $50,000 of
income and the payment to the recipient
is $50,000, the recipient will report all of
the income as ordinary income. What if
the trust did not have any income in the
year of the payment? If the trust did not
have any income in the year of the
payment, the trust will be deemed to have
distributed any income from prior years
which was not distributed. For example,
let’s assume that in the first year of the
trust, the trust had $60,000 in ordinary
income and none in the second year. The
trust had no other income. The first year
the trust distributed $50,000 to the
recipient and distributed another $50,000
to the recipient in the second year. The
recipient would report $50,000 ordinary
income in the first year and $10,000
ordinary income in the second year. In
actuality, a non-taxable situation rarely
occurs. Usually low basis property is
transferred to the trust and is later sold
with a large capital gain. After all ordinary
income has been distributed to the
recipient, the recipient will be deemed to
have received capital gain until all the
capital gains have been distributed.
Charitable Remainder Trusts come in two
main types: charitable remainder annuity
trusts (CRATs) and charitable remainder
unitrusts (CRUTs). A charitable remainder
annuity trust provides that the annual
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payment will be a fixed amount equal to a
percentage of the value of the assets
contributed to the trust. The percentage
must be equal to or greater than 5%. For
example, a charitable remainder annuity
trust which is initially funded with $1
million and provides for a 5% annuity
payment will pay $50,000 each year to
the annuity recipient. The amount of the
annuity (e.g. $50,000) will remain the
same for the entire term of the trust.
Charitable Remainder Trusts come
in two main types: charitable
remainder annuity trusts (CRATs)
and charitable remainder unitrusts
(CRUTs).
A charitable remainder unitrust provides
that the annual payment will be a fixed
percentage of the value of the assets held
in the trust redetermined annually. For
example, a charitable remainder trust
which is initially funded with $1 million and
provides for a 5% unitrust payment will
pay $50,000 to the unitrust recipient in the
first year. The amount paid to the unitrust
recipient in the second year will depend
on the value of the assets. Let’s assume
that the value of the trust assets have
increased to $1,050,000. The unitrust
payment in the second year will be
$52,500. If the value of the trust assets
have decreased to $950,000, then the
unitrust payment in the second year will
be $47,500. Which is better? If the value
of the assets are likely to decline, then the
annuity trust will pay more to the annuity
recipient over the term of the trust. If the
value of the assets are likely to increase,
then the unitrust will pay more to the
unitrust recipient over the term of the
trust.
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More importantly in planning with low
interest rates is that it may not even be
possible to create a charitable remainder
annuity trust. If the assumed interest rate
is low and the payout must be at least
5%, then it is likely that from an actuary
standpoint the trust will likely be
determined to exhaust the trust assets
and not provide the required 10%
remainder amount to charity. Because of
these restrictions, the examples that
follow will assume a higher interest rate
than we’ve had in the last 25 or more
years.
Our parameters in designing the trust are
that the trust can be created for a term
not to exceed 20 years or the life of a
beneficiary, the payment may not be less
than 5% per year, and the value of the
remainder interest passing to charity
cannot be less than 10% of the value of
the remainder. Let’s assume that you
want to maximize the benefits that will be
paid back to you. The value of the
remainder depends on the current
applicable federal rate. The higher the
rate, the larger the remainder for an
annuity trust but the applicable federal
rate has very little impact on a unitrust.
Let’s look at some examples of the
maximum payout you can have for a
different trusts assuming an AFR of 7%:
Annuity Trust
Age of Recipient

(at 7% AFR) (at 9% AFR)
Maximum
% payout

Maximum
% payout

30
40
50
60
70

6.78
7.14
7.32
7.67
8.34

8.46
8.77
9.17
9.42
9.97

20 year term

8.49

9.85
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Unitrust
Age of Recipient

Maximum % payout**

30
40
50
60
70

5.52
7.18
10.21
16.01
27.05

20 year term

10.87

** A unitrust payout is not affected by the
current applicable federal rate.
Ok, enough of this dry discussion - how
do they really work and when would you
want to use them? First, consider them
when you have a charity that you would
like to benefit on your death. If you would
like to give a charity a certain asset, then
you can transfer the asset to a trust,
retaining a stream of annuity or unitrust
payments for your lifetime with the charity
receiving the asset upon your death.
There are situations in which you will
actually receive more money if you create
a CRT than if you retained the property
and held it outside of a trust. Your ears
perk up. What are these situations?
If you have a zero basis or a very low
basis in the property and you have a
life expectancy of at least 20 years,
then you will actually receive more
money if you transfer the property to
the CRT than if you retain the
property.
In general, these situations are ones in
which you have a zero basis or a very low
basis in the property and you have a life
expectancy of at least 20 years. If you
are 60 years of age or younger, you have
a life expectancy of about 20 years. If
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you are married and you want to include
your spouse as a beneficiary and have
the trust continue until the last of you and
your spouse to die, then you and your
spouse have a combined life expectancy
of at least 20 years if you are both 67
years of age or younger.
Let’s assume a zero basis in the asset
and compare the use of an 8% CRUT to
selling the asset, paying the capital gains
and investing the remaining funds at 12%
(9.6% net assuming all capital gains). We
will assume that each annuity payment is
received and reinvested at the same
hypothetical 12% (9.6% after tax). The
point at which the annuity recipient would
have received more money having used
the trust than if he did not is between 1718 years. After the 17-18 year period,
you not only would have received more
money than if you had not created any
trust, but the charity of your choice will
also receive a significant benefit. These
benefits are even more significant to the
individual when the charity is a private
foundation. OK, let’s say you like the
idea. However, you want to ensure that
you receive the benefits for at least the
17-18 years. You name your spouse but
you want to provide that the trust will have
a minimum term of 20 years, with your
children as beneficiaries for the remainder
The point at which the annuity
recipient would have received more
money having used the trust than if
he did not is between 17-18 years.
of the 20-year term if both you and your
spouse die. Sounds like a good plan, but
there’s a catch. Upon your death, the
interest for your spouse will qualify for the
marital deduction only if there are no
other non-charitable beneficiaries. If both
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you and your spouse die within the 20
year period, there could be a significant
tax upon your death if your spouse
survives you. Let’s use an example.
Assume that you and your spouse are
each 56 years old. You contribute $1
million to the trust and set the annuity at
8%. Your trust provides a return of 12%
as you had hoped. The trust is paying out
8%, so the trust is increasing by 4% per
year. At the end of 10 years, the trust has
a value of $1.4 million. If you died in that
year, the value of the interest to be
received by your spouse would be
$966,000. This interest
would not qualify as a gift to your spouse
if another person (in this case, your
children) could receive the benefits from
the trust. Therefore, the $966,000 would
be taxable.
It is much better to purchase
insurance on the life of you and your
spouse than to include your children
as possible beneficiaries of the
charitable remainder trust.
Since you actually have more money than
if the trust had not been created in 17-18
years, the disadvantage to your children
occurs in the event of a premature death.
To protect against this possible situation,
it is much better to purchase insurance on
the life of you and your spouse than to
include your children as possible
beneficiaries of the charitable remainder
trust. The insurance should be owned by
a trust to keep the insurance proceeds
from being taxable in your estate.
The main benefits for the person creating
the trust are the charitable income tax
deduction and the tax exempt status of
the trust. Of these two benefits, the tax
exempt status of the trust is the more
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significant benefit. The charitable income
tax deduction is limited to the value of the
remainder interest.
The charitable
remainder interest is required to be at
least 10% and is usually set at exactly
10%. The deduction for a $1 million gift
would be $100,000 and assuming the
donor is in the 35% bracket would save
the donor $35,000. If the asset had a
zero basis and was sold, the savings in
capital gains tax on that sale alone would
be $200,000. The accumulation of the
gain inside the trust is tax free.
You have some property that yields
no income. You can create a
NIMCRUT - a net income make-up
charitable remainder unitrust.
Now let’s assume that you have some
property that yields no income. For
example, let’s assume that you have a
piece of raw land or stock which does not
pay a dividend. You do not want to force
a sale of the asset in order to make the
annual payments, nor do you want the
trust to distribute part of the land or stock
back to you in payment of the annual
payment. Do you have another option?
Yes, you can create a NIMCRUT - a net
income make-up charitable remainder
unitrust. This type of trust provides that
you pay the lesser of the income in the
trust or the unitrust payment. If there is
no income in the trust, then no unitrust
payment is made. In years in which the
income in the trust exceeds the amount of
the unitrust payment, the trust can
distribute the additional income to the
extent that payments in the past were not
made. Let’s look at an example. Let’s
assume that you contributed $1 million
commercial project to the trust. The
project was not yet complete and thus did
not yet yield any income. You create a
00067406 2 /font=8

5% NIMCRUT. The trust owes you
$50,000 in the first and second years but
has no income in either year. In the third
year the trust has $50,000 in income and
in each year thereafter the trust has net
income of $80,000. To keep the example
from being too complicated, let’s assume
that the property held in the trust does not
appreciate, so your unitrust payment
continues to be $50,000 per year. In year
three, the trust had $50,000 so it could
pay the NIMCRUT payment. In year four
the trust had $80,000 so it could pay the
unitrust payment for that year of $50,000
plus $30,000 of the $100,000 payments
which were not paid in years 1 and 2.
Years five and six, the trust would also
distribute $80,000 in payments. In year
seven, the trust will pay out $60,000; the
current year’s payment of $50,000 plus
$10,000 to make up the last of the
$100,000 which was not paid in years 1
and 2.
In addition, the capital gain
attributable to the appreciation in the
property after the trust was created
may be capital gain, depending on
the terms of the trust. The trust must
provide that capital gain is
considered trust accounting income.
Most of the time, the trust does not work
this way. The trust is more likely to have
stock or property worth $1 million which it
sells, recognizes a large capital gain and
then reinvests the proceeds from the sale.
The capital gain attributable to the
appreciation prior to the time the property
is not and cannot be income for purposes
of determining the income in the trust. In
addition, the capital gain attributable to
the appreciation in the property after the
trust was created may be capital gain,
depending on the terms of the trust. The
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trust must provide that capital gain is
considered trust accounting income. In
addition, in certain circumstances, a
provision in the trust which allows the
Trustee to allocate capital gains to income
or principal may allow capital gains to be
considered income for purposes of
determining income in the trust. Believe
me, this is a trap for the unwary. I have
seen several unitrusts over the years in
which the individual recipients understood
that capital gains income would be
considered trust accounting income. In
fact, in trusts which provide for large
unitrust payments, e.g. 10%, it is unlikely
that these payments could ever be made
without having capital gains be income.
Keep in mind if the trust is a straight
unitrust, not a NIMCRUT, it does not
matter whether there is any income in the
trust. So the existence of trust accounting
income is only relevant in a NIMCRUT.
One method of distributing capital gain is
to include a provision in the trust
specifying that capital gains are income.
Another method is to use a “FLIP”
charitable trust. A FLIP is a NIMCRUT
which flips to a straight unitrust upon the
occurrence of an event. The impact of
the NIMCRUT in actual practice should be
carefully considered. NIMCRUTS should
almost always provide that capital gains
are income or provide that they flip to a
straight unitrust upon the occurrence of a
specified event.
As with most tax techniques, you should
consider your overall objectives in light of
the benefits and drawbacks of using a
charitable remainder trust. In the right
situation the charitable remainder trust
can be very beneficial, even to the
individual with little charitable interest.
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CHARITABLE REMAINDER
UNITRUST
Property
[preferably low basis]

GRANTOR

Grantor receives charitable
income tax deduction at
creation of trust

Pays percentage of
initial FMV of
property each year;
FMV redetermined
annually

Charitable Remainder
Unitrust
Sells property;
Reinvests proceeds.

Upon expiration of term of years

CHARITY

Actuarial value of charitable
interest must equal or exceed 10%

Doc #6740800067408.vsd
booklet

Family Limited Partnership
The Family Limited Partnership is simply a partnership in which all or most of the partners
are members of the same family. The Family Limited Partnership is one of the most
flexible tools that can be used as a part of an estate plan. Its most widely known benefits
are its tax savings uses and its asset protection benefits. However, the benefits are more
extensive than just those listed above.

What Are They?
Family Limited Partnerships have been
marketed for years as an asset protection
vehicle. However, they are also coming
into their own as an excellent tool in a
broad range of financial plans. Forbes
magazine (June 1993) highlighted the
family limited partnership as "a clean way
to keep control of the family business,
protect assets and duck big estate taxes."
OK, How, When, What's the Catch -?
In considering the above statement
consider when this article was published.
The estate tax exemption in 1993 was
$600,000.
In 2022 the estate tax
exemption is $12.06 million. Even after
the exemption drops in half in 2026, it will
still be over 10 times as large as it was in
1993. The estates that are taxable are a
fraction of what they were in 1993. The
benefit of retaining control and asset
protection remain, but the estates that
benefit from the estate tax savings are
dramatically reduced, a small fraction of
what they were in 1993. In reading the
following keep in mind, that if your estate
is not taxable, you are likely trading one
type of benefit such as asset protection
for the benefit of a larger increase in the
basis of the asset on your death.
However, there are certain businesses
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that benefit from an income tax standpoint
in being structured as a “pass through
entity” under the 2017 tax act. Most
family limited partnerships will not qualify
for these benefits since they are not a
qualified business. With those caveats,
let’s review why these entities have been
a part of individuals’ estate planning over
the past 25 years.
A Family Limited Partnership is simply a
limited partnership in which all partners
are family members. The assets owned
by the partnership are assets formerly
owned by individual members of the
family. The assets consist of any assets
of the family including commercial real
estate, a ranch or other acreage, vacation
homes, marketable securities, bonds and
investment partnerships. Usually the
partnership does not own an active trade
or business.
To understand how the partnership
operates and the benefits to be derived
from its use, it is helpful to begin with a
discussion of limited partnerships in
general.
A limited partnership is a
creation of statutory law. Partnerships
(frequently now referred to as general
partnerships to distinguish them from
limited partnerships) have been in
existence as long as there have been two
or more individuals in business together.
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The law interpreting partnerships was
developed through case law generally
arising out of a conflict or falling out
between the partners.
A general
partnership was deemed to be formed
whenever two or more people got
together to carry on any activity for profit.
Every partner had control and every
partner was liable for the debts of the
partnership.
A "clean way to keep control of the
family business, protect assets and
duck big estate taxes." Forbes.
Let's look at why we might not like that.
Suppose that Darcy had an idea for a new
hearing aid, but did not have the funds to
market the hearing aid. Lee, a business
acquaintance, has the funds to market the
product. Lee is willing to finance the
operation but does not want to be liable
for the debts of the business. Darcy and
Lee could form a corporation to market
their business. Neither Darcy nor Lee
would be personally liable for the debts of
the business. But, there is a trade off. In
a partnership, the owners (partners) are
taxed on their share of the profits. In a
corporation, the owners (shareholders)
are taxed on any amounts they take out of
the corporation as salary, but the
corporation is taxed on the profits. If the
owners wanted the corporation to
distribute the profit to them as a dividend,
the dividends would be taxed to them
also.
Darcy and Lee want to avoid this double
tax, yet retain the benefit of limited
liability. In response to people like Darcy
and Lee, two changes occurred one in the
tax law and one under state law. The tax
code allowed the shareholders of a
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corporation to elect to be taxed
individually on the profits of the
corporation.
These corporations are
referred to as S corporations. States
responded by creating a different type of
partnership, a limited partnership. Until
1997, it was important to structure the
limited partnership so that it had more
characteristics of a partnership than a
corporation so that it would be taxed as a
partnership. Beginning in 1997, the
partners can simply "check a box" on the
partnership's tax return to make this
election.
The limited partnership has two types of
partners, general partners and limited
partners. The general partner has control
over the partnership and manages the
partnership. Also, the general partner is
liable for the debts of the partnership.
The limited partner is a passive owner.
The limited partner has no liability but also
has no control over the partnership.
Unless the partnership agreement
provides otherwise, the profits of the
partnership flow through to the partners in
proportion to their ownership interest in
the partnership. Ah, now we have an
entity that will work well for Darcy and
Lee. Darcy is the one who has the
concept and will manage the business;
therefore, she will be the general partner
and will have control over all operations.
Darcy will also receive a salary in
payment for her services. Lee is putting
up the money and wants to receive threequarters of the profits. Therefore, Lee will
be a limited partner and will own 75% of
the partnership. Darcy will own 25% of
the partnership as general partner.
A partnership...is a very flexible
business planning tool.
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A partnership, both general and limited, is
a very flexible business planning tool. In
structuring a family limited partnership,
there are two areas that must be
considered.
First, since the limited
partnership is a creation of Texas
statutes, one must comply with the state's
requirements. For example, a certificate
of limited partnership must be filed with
the Secretary of State and a filing fee of
$750 must be paid. The second area that
must be considered is the proper
administration of the partnership. If the
partnership is not treated as a separate
entity and the partnership matters
handled according to the terms of the
agreement and state law, the entity will
not be recognized. If the entity is not
recognized, the creditor protection
benefits are lost, the control over the
assets may be lost, and the estate tax
savings benefits highlighted in Forbes will
not be available.
OK, so just how does this have anything
to do with estate planning? Although it is
not the most dramatic or the sexiest, the
partnership provides a method of
providing unified management and
investment of a family's assets,
maintaining control of assets given to your
The "shrewd" estate planning benefit
is having the benefit of say $4 million
but only paying taxes on say $2.4
million.
children, and providing a management
vehicle in the event of your disability, to
name a few. But, let's look at what would
cause a planner to refer to the use of the
partnership as "shrewd." The "shrewd"
estate planning benefit is having the
benefit of say $4 million but only paying
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taxes on say $2.4 million. Suppose you
and your spouse have $4 million in assets
and want to sell me one-quarter of your
assets. Presumably, I will pay you $1
million for those assets. Now, let's
assume you form a limited partnership.
You are the general partner; you and your
spouse are the limited partners. You now
offer to sell me a 25% interest in that
limited partnership, making me a limited
partner. Those assets are not worth $1
million to me. Why? As a limited partner
I cannot reach those assets. I cannot
decide to sell any of the assets and
purchase other assets. As a limited
partner, I have no control. You, as
general partner, control the partnership.
You can decide to sell some assets and
buy others. You can decide whether to
distribute any of the income or cash in the
partnership. You may decide to reinvest
all of the income received by the
partnership. So what can I, a limited
partner, do?
<

I can hope I do not need you to
buy me out before the partnership
is liquidated.

<

I can hope I do not need you to
distribute the income.

<

Even if I do not receive it, I must
report 25% of the income on my
tax returns since the income of a
partnership
is
taxed
proportionately to the partners.

<

I can look at the books and
records.

<

I can hope that you manage the
partnership wisely so that I will
receive much more than the $1
million upon dissolution of the
partnership.

<

I can hope I do not need the
money for my support or to pay my
taxes.
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So, what is it worth to me? The valuation
experts discount the value of this
partnership interest by 20% - 60%.
Therefore, I would pay you between
The valuation experts discount the
value of this partnership interest by
20% - 60%.
$400,000 and $800,000 for the 25%
interest. Hmm, you are saying - this is an
advantage? Absolutely. You form and
fund the partnership with investments,
cash, a business, real estate, etc. which
you intend to keep within the family. Now,
let's say you want to give part of the
partnership to your children.
For
example, you want to give your children
the same 25% of your estate that you
offered to sell to me. However, if you give
them 25% of your $4 million in assets,
you would have given them a gift valued
at $1 million. Now, if you give them a
25% interest in a $4 million partnership, it
is valued at 20-60% less than that. Let's
assume that the discount is 40%. You will
have given them a 25% interest, but the
gift would only be valued for tax purposes
at $600,000. Ah, very good. Yes, this
discount can be an advantage.
What about the remaining 75% interest
belonging to you and your spouse? What
is it worth? It is a majority interest and
you are the general partner and have
control, does that mean that the value of
your interest is worth the full $3 million?
This is a savings of hundreds of
thousands of dollars, perhaps even a
million dollars in estate tax.
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No. Why? In a family limited partnership,
all partners are required to agree to
liquidate the partnership. Therefore, an
individual partner's control is limited.
Also, you own two types of interest, a
limited partnership interest and a general
partnership interest.
The limited
partnership interest has no power, no
control; therefore, its value is discounted,
just like the limited partnership interest
you gave to your children. The fact that
you are the general partner will affect the
discount and if no successor general
partners are named in the partnership
agreement will probably eliminate the
discount.
The limited partnership
dissolves under state law if the general
partner withdraws.
To avoid the
dissolution of the partnership, successor
general partners are always appointed. In
addition, it is preferable to have an entity
as the general partner of the partnership
to avoid these issues. The entity is
generally a limited liability company or S
corporation which is owned by you and
other members of your family.
The general partnership interest will
probably not be discounted; however, you
only own 1% of the partnership as a
general partner. Therefore, it is possible
that by creating the partnership and
transferring a portion of your assets to the
partnership that you have reduced the
value of the assets held in the partnership
by 20 to 60% for estate tax purposes. In
our example, using a 40% discount, $4
million in assets are reduced by $1.6
million to a value of $2.4 million. This is a
savings of hundreds of thousands of
dollars, perhaps even a million dollars in
estate tax.
The discount now seems like an
advantage, but there is a trade off. Under
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current law, all assets held by an
individual or otherwise included in his/her
estate upon death receive a basis
adjustment to the value of the assets as
of the date of death.
The basis
adjustment is generally referred to as a
“step up” in basis since most assets have
appreciated in value.
This basis
adjustment is particularly favorable in a
community property state since both
halves of the community receive an
adjustment to basis on either of the
spouse’s death. Let’s look at our couple
with $4 million in assets. Let’s assume
that these assets are highly appreciated
and have a basis of $500,000. In our
example, we illustrated the discount as
$1.6 million. Let’s compare the impact on
the couple if one of the spouses died and
no partnership was formed to the
treatment if one of the spouses died
immediately after the partnership was
formed. If no partnership had been
formed, the surviving spouse would have
$4 million in assets which received an
adjustment to basis up to the $4 million
value of the assets as of the date of one
of the spouse’s death. If the partnership
had been formed, the partnership interest
would not be valued at $4 million. If the
partnership interest is discounted to $1.6
million, then the basis in the partnership is
increased to the $2.4 million date of death
value. $1.6 million in basis adjustment is
lost. You might be thinking that the
capital gains tax is much less than the
estate tax, but there is no estate tax
savings on one spouse’s death unless the
deceased spouse does not give the
amount in excess of the exemption to
other individuals.
The larger the
exemption is the less likely it is that the
discount will provide any estate tax
savings.
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Let’s say the benefit from the discount is
very attractive to you. Maybe because
you are single with a large estate . Are
these benefits guaranteed? No. As you
might expect, the IRS is not pleased with
the dramatic benefits gained from the
family limited partnership. But, it is not an
aggressive tax "gimmick." The benefits
are real, because the reduced value is
real. I will not buy a 25% interest in your
family's limited partnership for 25% of the
value of the underlying assets, nor will
anyone else. However, as you may have
guessed, the benefits are so dramatic that
the IRS may convince Congress to
change the law to eliminate this benefit.
In fact, a treasury proposal was included
in the 1998 Clinton budget proposal to
eliminate discounts on all family limited
partnerships except those that conduct an
active trade or business. Proposals have
been made periodically by Treasury or in
bills in Congress to eliminate or minimize
the use of discounts. With the deficit
situation we have in late 2009, it is likely
that there will be ongoing efforts to
eliminate the discounts on family limited
partnerships used to hold investments
assets.
And if you (or your spouse or child) went
into an audit and looked at the IRS
examiner, laughed, and said "We did it
solely to reduce the amount of money my
family would pay you guys", the IRS
examiner may have the last laugh by
throwing the partnership out as having no
business purpose.
So do you create a partnership for this
sole reason? No. Although the dramatic
tax savings benefits may be the aspect of
the partnership that first got our attention,
it is the other benefits of the partnership
that reward us on a daily basis and are
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the real day-to-day reasons to have the
partnership. What are some of those
benefits?
<

Asset protection is one.

<

The big "C" - Control, is another.

<

Unified management of the assets
is a third.

<

Giving an undivided fractional
interest in all assets rather than
selecting specific assets to use in
making gifts.

Unified management is lumped with
control in some of our minds - in other
words, aren't we wiser than our children in
management and investment of our
assets? But also, larger sums of money
and assets can be managed more
efficiently and economically than small
ones.
The benefits of unified
management apply to most assets
including oil and gas, real estate and
investments.
Let's first look at how the partnership
might work for a family that has a trade or
business. In our example above, Darcy
had an idea for the development of a new
hearing aid. Lee provided the money
necessary to market the interest. Now,
let's assume Darcy's business was
successful and she bought Lee's interest.

could own all of her interest as a general
partner, but for a couple of reasons will
want to own part of her interest as a
limited partner. Let's assume that Darcy
owns 1% of her interest as general
partner and 49% of her interest as limited
partner. Jamie owns his 50% of the
partnership as a limited partner.
Darcy and Jamie have two children:
Alexander and Kate. Darcy and Jamie
want to begin to provide some savings for
their children's future. Darcy and Jamie
can give their children limited partnership
interests. The gifts can be to a trust for
their children or to their children outright,
depending upon the age of their children
and their other estate planning objectives.
Assuming that they give their children the
interests outright, their children will be
receiving the benefit of the gift in the
sense that their children will receive that
...there are many reasons we might
want to use a partnership - some
relate to the dynamics in our family
and some relate to the nature of our
assets.

The benefits are real, because the
reduced value is real.

portion of the partnership at the time the
partnership is terminated. However, at
the present time, Darcy maintains full
control over the management of the
partnership and over the distribution of
any of the income or other cash of the
partnership.

Darcy is now operating the business by
herself. Darcy and her husband, Jamie,
could form a limited partnership with
Darcy as the general partner and Darcy
and Jamie as the limited partners. Darcy

What if Alexander and Kate spend
everything they make on high living? No
problem. The partnership interest is not
liquid and cannot be sold due to
restrictions in the partnership agreement.
What if Darcy wants Alexander and Kate
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to receive some income from the
partnership? She can distribute cash to
them each year, so long as the
distributions are made proportionately to
all partners.
What if the family has no active trade or
business and wants to transfer their
investment assets (real estate, oil and
gas, stocks, bonds, Treasury Bills and
cash) to the partnership? Can they do
this? Yes. And there are many reasons
we might want to use a partnership some relate to the dynamics in our family
and some relate to the nature of our
assets.
Let's be realistic. We love our families,
but we are human.
We have our
weaknesses, idiosyncrasies and our
conflicts. Sometimes a family member
has financial problems. Sometimes a
family member is divorced, maybe
amicably, maybe not. Sometimes a
family member is disabled. Some family
members have business and investment
expertise, some do not. Sometimes we
all get along, sometimes we do not.
Sometimes a member of the family
refuses to cooperate with other members
of the family -- whether for the sake of
the battle or their need for money. So the
differences in each of us as humans,
sometimes minimized, sometimes
exaggerated by family interaction, is one
reason.

estate, some oil and gas and some
stocks. Within each of these categories,
the nature of the asset may vary: the real
estate might be raw land, an office
building or a rent house. The oil and gas
might be working interests or royalty
interests. The stocks may be aggressive
growth stocks or blue chip income stocks.
We may own bonds or international
equities.
We may have one child who can manage
the real estate or the oil and gas or the
investments. Another may not have that
talent. Even if our children's talents and
propensities do not differ, we may want to
treat our children equally and give each a
small piece of the whole rather than
picking a particular asset to give each
Management, purchase and sale
decisions are made by the general
partner.
child. If we give our children each a
fraction of a piece of real estate or of an
oil and gas interest, we may be creating
an administrative nightmare - who
manages the property, how are the taxes
paid if there is no income, who makes
decisions concerning the sale of the
asset? Clearly, some assets create more
problems than others.
So, how does the family limited
partnership help with these issues?

Another reason is that our estates are,
and should be diversified. We don't own

<

Let's be realistic.
We love our
families, but we are human.

The administration of the family's
assets can be handled by you or
by a team consisting of one or
more members of your family.

<

You or your team are the general
partners of the partnership.

only one asset. We might own some real
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<

Management, purchase and sale
decisions are made by the general
partner.

<

Conflict is reduced.

The partnership may only be owned by
the parents and their descendants or may
include spouses of their descendants or
charities. If a member of the family is
divorced, the partnership agreement can
prevent the partnership interest from
passing to the estranged spouse in the
divorce.
Gifts can be made of the partnership
interests rather than of the individual
assets. If you and your spouse are
disabled, you can provide for another
member of your family (or a team or a
non-family person or entity) to manage
the partnership.
The partnership
facilitates the transfer of the property in
the event of the death of a partner. The
transfer is of a limited partnership interest
rather than individual assets.
The partnership can also be used to
educate the family about the portion of the
family's wealth held in the partnership.
Gifts can be made of the partnership
interests rather than of the individual
assets.
The partnership can provide a vehicle to
promote communication and education
about the administration, investment and
disposition of the family's assets. This
aspect can be used as much or as little as
the family desires.
Another by-product of our high divorce
rate and quick-to-litigate temperament is
an increase in the likelihood that a Will
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contest will be filed. The use of a limited
partnership is another tool in our box of
tools to make a Will contest less
profitable; therefore, less likely. If a
limited partnership is created as a part of
an estate plan, the major asset held by
the estate is a limited partnership interest.
Therefore, even if the contest were
successful, all the contestant would
receive is a limited partnership interest.
And what about the prepackaged plans?
My experience has been, depending on
the cost, they are either an expensive
mistake or a false economy. The family
limited partnership is and should be an
integral part of your personal financial
plan. If you decide to utilize one, bring in
all the members of your team - your
attorney, your accountant, your financial
advisor. Make sure the partnership
serves purposes in your estate plan other
than possible tax savings. Make sure its
creation and funding are well thought out
and personalized. Make sure the funding
is properly handled. Recognize that the
partnership is a separate legal entity from
yourself.
The more I work with family limited
partnerships, the more uses I see for
them and the more flexibility I realize they
have. The glitz and glamour is in the
The benefits day to day may not be
the ones that caused you to create [a
limited partnership], but they are the
ones that make you glad you did.
asset protection benefits and the estate
planning benefits. Control is retained.
Creditors cannot reach the assets. Estate
taxes may be dramatically reduced.
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Estate tax reduction and/or asset
protection may be the benefits that cause
you to consider the family limited
partnership; however, if in the day-to-day
administration of the partnership, the
partnership structure runs contrary to your
overall personal, family wealth and
business planning objectives, you will
hate it. If asset protection or estate tax
reduction is the sole benefit, do not do it.
Be careful to structure the partnership so
that it accomplishes your personal and
family objectives on a daily ongoing basis.
If you want to use the funds for your daily
living expenses, then structuring the
partnership so that no income is
distributed would not suit your personal
situation. You retain control over the
assets but if you want your children to
have access to their share of the funds,
then the partnership may not serve your
purpose. The benefits you will gain day
to day may not be the ones that caused
you to create it, but they are the ones that
make you glad you did.
And, what if you hate it? If you and your
family wish you had never created the
partnership? The partnership can be
liquidated upon the vote of all the
partners.

Administration of the
Partnership - The Proof is in
the Pudding
Let's assume you decide that the
partnership would accomplish your
objectives. You have decided to form the
partnership. You like the tax benefits, but
you also want the asset protection and
the control. You have signed all of the
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documents. Now you can proceed as
always, right? A resounding "NO."
<

The property is no longer your
property.

<

The money is no longer your
money.

<

The income is no longer your
income.

But, you created it to maintain control.
What has gone awry here? You must
respect the partnership as a separate
person, a separate entity.
An illustration. Mom formed partnership
with children. Mom transferred all of her
property to the partnership. Mom gave
most of the interests in the partnership to
her children. Mom wanted the income on
the assets. Her children could have the
property as far as she was concerned.
Mom collected all of the income from the
assets and deposited the income in her
personal bank account.
A problem? Big problem. First, this
situation is an actual case. The IRS won.
All of the property was included in Mom's
estate. No discounts.
But this treatment is not just a tax
problem. If a creditor had sued Mom, the
creditor could have thrown the partnership
out. The income was not Mom's income,
it was the partnership's income. So,
Mom's children could have sued Mom.
Formalities are important.
Proper
administration is important. A good CPA
is essential.
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Let’s look at another example. Son-in-law
has heard about the fantastic tax savings
on the use of a partnership. His wife’s
father is seriously ill and son-in-law has a
power of attorney for his wife’s father.
Son-in-law forms a family limited
partnership and transfers all of his fatherin-law’s property, including his home, to
the partnership. Uh, oh ... now his fatherin-law needs money. Let’s assume sonin-law knows about the case I mentioned
above, so he does not want to deposit the
income in his father-in-law’s personal
bank account. No problem we’ll just pay
those expenses and treat them as
distributions to the father-in-law. And
wait.. isn’t father-in-law living in the house
owned by the partnership. Solution ....
have father-in-law pay rent on the house.
Wait .. he doesn’t have any money. Okay
... “accrue” rent on the books and have
him “pay” it when distributions are made
from the partnership. In fact, no rent was
actually paid until a couple of years after
father-in-law’s death. Several months
later, father-in-law dies. This case was in
litigation for several years. The taxpayer
won on all the issues raised by the IRS as
to the validity of the partnership entity
itself. However, the IRS ultimately won
on the issue of whether the father-in-law
actually gave up anything when the
partnership was formed. The court found
that there was an implied agreement that
the father-in-law could have anything he
needed from the partnership and held that
all of the assets in the partnership were
included in the father-in-law’s estate at full
value.
Pigs get fat, hogs get slaughtered. Bad
facts make bad law. This case frustrates
me because the court saw the actions as
abusive by the taxpayer and sought to
eliminate this situation from reoccurring.
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Unfortunately, the court sought to also
include the assets in the father-in-law’s
estate by virtue of the control that the
father-in-law had through the general
partner. Time and additional cases will
provide us with the impact of this holding.
Rules of thumb:
<

Do not transfer all of your assets to
a family limited partnership.

<

Do not transfer your home or other
personal use assets such as a car
to the partnership.

<

Transfer all partnership assets into
the partnership name.

<

Open a partnership bank account
and if applicable, a partnership
brokerage account.

<

Only the general partner can act
for the partnership.

<

Sign contracts, agreements,
checks, etc. only as the general
partner.
If the general partner is a
corporation, sign only as an officer
of the corporation. If the general
partner is an LLC sign only as a
member of the LLC.

<

<

Deposit all income
partnership account.

<

Pay all expenses on partnership
assets and for partnership
administration from the partnership
account.

<

NEVER MAKE A DISTRIBUTION
TO ONLY ONE PARTNER.

to

the
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<

All distributions must be made
proportionately to all partners. For
example, you own a 1% interest as
general partner, a 40% interest as
limited partner, and your spouse
has a 41% interest as limited
partner.
Each of your three
children, Connor, Soren and
Sydney have a 6% interest. If you
distribute $100, you must distribute
$41 to yourself, $41 to your
spouse and $6 each to Connor,
Soren and Sydney.

Your financial statement should reflect
that you own an interest in the family
limited partnership, not the assets held in
the partnership.
When you make a gift of a partnership
interest, you must change the persons to
whom you distribute income thereafter.
If you contribute property to a partnership,
it either increases your interest in the
partnership or is a gift to the other
partners.
If you have any doubt concerning the
handling of an income item, an expense
or a distribution (or any other matter
relating to the partnership), call your
accountant or your attorney. Frequent
contact with your accountant is very
important.
Contact is particularly
important when the partnership is first
formed and you are handling items for the
first time.

Example - Example - Example
Three Families - Three Uses
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This section is an illustration of the use of
a family limited partnership for three
different fictitious families. I have made
them somewhat less complex, losing
some of the depth of the families and the
The Epsons - a blended family - $25
million estate, owing over $6.5 million
in estate taxes with the tax planning of
a Bypass Trust.
intricacies of the use of partnerships - but,
after all this is a simply an illustration, not
a novel. Now, let's see how three
different families might use a family
limited partnership as a part of their estate
plan.
Many families today are faced with the
complexities of a blended family, yours,
mine and ours. Let’s see how the Epsons
resolve some of the issues of gift and
estate planning for their blended family.

The Epsons
George and Denise Epson have both
been married before. Their family is a
blended family with his children, her
children and their children. George is 65
and Denise is 55. They were married 20
years ago. At the time of their marriage,
Denise had one son, who is now 30 and
George had two children, a son and a
daughter who are now ages 33 and 35,
respectively. The Epsons have one
daughter who is now 18 years old.
George's son is somewhat of a free spirit.
He is currently a ski instructor in Aspen.
George is close to his daughter who is
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married with two children. Denise's son
has an MBA and is currently working with
a small company where he began on the
ground floor. The Epson's daughter is a
freshman at Rice and is interested in
The Partnership...helps
issues in blended families.

address

Engineering.
George has separate property currently
valued at $12 million. His properties
include a ranch and oil and gas interests,
both working and royalty interests.
Denise has separate property consisting
of $3 million in bonds and marketable
securities. The Epsons have community
property of $10 million consisting of about
$2 million in oil and gas interests and the
remainder in real estate and mortgage
notes.
George wants to leave his separate
property and his one-half of the
community to his two children by his first
marriage and his and Denise's daughter.
... facilitates management of “messy”
assets
Denise wants to leave her separate
property and her one-half of the
community to her son and their daughter
equally. They each want the survivor to
have the use of the community property
for his/her lifetime. George is concerned
about the management of his oil and gas
interests, his real estate and his mortgage
notes. Most of the oil and gas and real
estate is located in Texas, but some of
each of them are located in other states.
He would like to begin to convert the real
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estate and mortgage notes to cash and
invest them in a more easily managed
investment portfolio.
However, he
anticipates that the process will take
years to complete. George feels that the
oil and gas interests are good
investments and should be retained;
however, he feels that the continuous
division of these assets by giving
undivided interests to his children will be
expensive and cumbersome. He also is
concerned that the assets will not be
managed to maximize their value.
Now let's look at the issues that George
and Denise are dealing with and how a
limited partnership might be a useful tool
in their situation. Clearly George and
Denise have an estate tax problem. They
will owe over $5.25 million in tax on their
combined estates. In their blended family
...lets you make gifts while continuing
to control the management of the
property given

situation, one or more members of the
family may complain about the amount of
property their "side" receives.
The
properties require management and may
suffer upon George's disability or death.
The property is not easily divisible among
the family members. Division of the
property is likely to cause disputes, cause
a diminution in value and be expensive.
The transfer of the properties upon
George's death, Denise's death and to or
among various trusts and the children is
likely to be expensive, further consuming
a portion of the estate.
Enter the family limited partnership to
address these concerns.
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Disputes Concerning the Character of
the Property
You are probably wondering why anyone
cares. Well, let's think about the impact.
Let's assume that George and Denise die
in an accident. Denise gives her half of
the community and her separate property
to her two children. If George and Denise
have $10 million in community and
Denise has $3 million in separate, her
children will receive $8 million less the
taxes owed. But what if they were able to
prove that George had no separate
property, that he only had community
property? Then the community estate
would be $22 million and Denise's
children would receive half of the $22
million plus her $3 million, increasing their
share from $8 million to $14 million.
Could this happen? Certainly! Income on
separate property is community property
in Texas and when separate and
community property are mixed together
the property all becomes community. The
parties can try to trace the separate
property through various changes, but,
what does that sound like - conflict,
litigation, accountants, attorneys,
expense, expense, expense. The answer
- avoid it.
In this case, the Epsons decided to form
three limited partnerships: one to own the
community property, one to own George's
separate property and one to own
Denise's separate property. George and
Denise can enter into an agreement
which will clean up the characterization of
their property and will avoid any issues
concerning the character of the property
in the future. In addition, the limited
partnership entities facilitate the
separation of the various types of
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community property. By keeping their
property in separate partnerships, they
can clearly identify which children receive
which property both upon their death and
in making gifts during their lifetime.
Management
The Epsons are also concerned about the
management of their property now and in
...minimizes estate taxes
the event either or both of them become
disabled. They could use a power of
attorney and give one or more persons
the authority to manage their property.
However, powers of attorney have several
problems.
First, third parties are
frequently apprehensive about accepting
a power of attorney as sufficient authority
to allow the agent to act. Although these
concerns can be overcome, the hassles
can become a genuine problem when
multiplied by the number of assets (and
therefore the number of third parties) that
a person may be dealing with.
In
addition, a power of attorney gives the
agent the power to act without reporting to
anyone. This fact can cause suspicion
and conflict unless the agent keeps good
records and is very open with information
concerning the management of the
disabled person's affairs. The use of a
limited partnership can avoid those
problems in the management of an
extensive portfolio of investments and
more particularly, in any business or
investments which require active
management such as certain types of real
estate and oil and gas investments. The
person who is selected to manage these
investments during disability can be
named as a successor general partner in
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the partnership agreement.
Another
method of managing the partnership is to
form a corporation and have the person(s)
selected to manage the property be
officers, directors or employees of the
corporation. The use of a corporate
general partner allows greater flexibility in
selecting persons to manage the property
in the future.
Minimizing Transfer Costs
Transferring real estate can be time
consuming and multiple transfers can
begin to get expensive. However, oil and
gas interests are much worse as they are
likely to be in smaller interests. Not only
must legal title be transferred, but all
paying parties must be notified, transfer
documents must be signed and all other
requirements must be met. The cost and
partnership hassle involved can be
staggering.
By transferring these
properties into the partnership, the
transfer need only be made one time.
Thereafter, the interests are transferred
and not the underlying assets or a fraction
of any of the underlying assets. The
children do not have any rights to the
underlying assets, they only have an
interest in the partnership as a whole.

or some beneficiaries can receive some
assets and other beneficiaries can receive
other assets. As long as all the assets
are identical in terms of type of
investment, appreciation potential,
expense in maintaining, management
requirements, etc. and/or all parties agree
on all matters - no problem.
But
sometimes, homogeneity and harmony
are not to be had. Unfortunately, death
and money can change people in
unexpected and undesirable ways, so
even if the parents cannot imagine a
problem, one can occur. However, many
parents can foresee a problem and any
structure that can eliminate these issues
is a prudent choice.
Avoiding Out of State Probate
If real estate and oil and gas are owned in
a limited partnership, the property is
considered personal property - not real
property. Personal property is subject to
probate in the state of the deceased
person's residence, not in the state where
the real property is located.
By
transferring out of state real property to
the partnership, you can eliminate probate
in those other states.
And Estate Taxes?

Avoiding Fractionalization of Assets
If the real estate, oil and gas and other
assets are owned outside of the
partnership, the property can be divided
one of two ways. Either every beneficiary
can receive a fraction of every asset (groan, need I say more about the
expense and hassle that would involve?)
The estate tax savings on this
reduction could be millions of dollars.
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Yes, there are some benefits there too,
but the benefits we've already mentioned
...reduces the power and possible
manipulation of an errant or
disinherited child
were the ones that motivated the Epsons
to create the partnerships. But, let's look
at how the partnerships might also benefit
them from an estate tax perspective.
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Assuming that the Epsons transfer all of
their property to these partnerships, the
partnerships will own a total of $25 million
in property. As mentioned above, the
value of a partnership interest is
discounted 20% to 60% in value. If the
partnership interests are valued at 40%
less than the underlying assets, the use of
the partnership will reduce the value of
their combined estates by $10 million.
The estate tax savings on this reduction
would be about $3.5 million in 2011 and
2012 and much more in 2013 if Congress
does not change the law. They can
further reduce their estate tax by making
annual exclusion gifts of partnership
interests to their children or by
establishing a GRAT.
But .. the Epsons pay a price for the
estate tax savings in that the Epsons will
lose part of the step up in basis on the
death of the first spouse on all of the
community and on the deceased spouse’s
separate property. This trade off can be
very significant.
A family may have an errant child who
has demonstrated irresponsibility with
handling money. The Wights were at
their wits end with this child and wanted to
leave only a small amount to this child to
avoid his squandering the estate they had
worked so hard to create. To do this, they
needed planning to direct the assets to
the more responsible children and to
manage any assets the errant child may
obtain.

The Wights
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Jack and Karen Wight, ages 62 and 60,
have been married for 40 years. They
have three children, ages 28, 31 and 35.
Jack is a doctor and is still actively
practicing as an anesthesiologist. Karen
is a sculptor. They have a community
estate of $12 million.
Their estate
The Wights - a doctor, a sculptor, $12
million - “Con man” son - $700,000 in
estate taxes
consists of a ranch valued at $4 million, a
home valued at $2,000,000, a pension
plan valued at $3 million and $3 million in
other assets. The 35-year-old son, Sam,
is a con man. He has a different
idea/scheme each week and does not
seem to have any conscience about his
victims. Sam convinced his 84- year-old
grandmother to invest all of her savings of
$140,000 in his new business venture
which turned out to lack substance and
backing. To soothe his concern over his
failed venture, Sam took a leave of
absence from the family and traveled for
a year. Jack is extremely concerned
about Sam's behavior and wants to
prevent him from influencing his brother
and sister, and wants to cut him out of his
Will. Karen is not sure whether she wants
to cut Sam out altogether, but if she does
leave him anything, she wants it to be a
small share. She is hoping that a small
bequest would keep him away from the
family for a while. Jack has never been
sued, is not aware of any problems, but is
anxious about all the lawsuits against
doctors which he has heard about. Jack
and Karen love the ranch as do their 28and 31-year-old children, Reagan and
Sarah. Sarah has one child, Ethan, who
is 9 years old. The Wights have put
$500,000 in a TUTMA account for Ethan.
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Although Ethan is still young, the Wights
are concerned that allowing Ethan to
receive the $500,000 at age 21 might be
a disincentive to furthering his education
or, even worse, finance an errant lifestyle.
They are aware that the custodian can
create a 2503c Trust and transfer the
funds to the trust, but they do not want to
risk having Ethan withdraw all of the funds
at age 21. Their experience with Sam
certainly hasn’t helped alleviate their
concern.
Although their estate is large, the Wights
do not feel comfortable making significant
gifts to their children at this time. They
would like to make gifts if they could keep
the control and use of the property during
their lifetime. The Wights objectives are
to protect their assets, disinherit their son,
make gifts of their property without
diminishing their retirement resources and
keep the ranch in the family.
Asset Protection for the Wights
The Wights can use the family limited
partnership as an asset protection
structure. Although the limited partnership
does not provide complete protection, it
does convert desirable into undesirable
assets for creditors. For the same
reasons that a partnership interest is
discounted, the interest is not as attractive
to a creditor. In addition, the parties
controlling the partnership are even less
inclined to make any distributions while a
creditor is holding the partnership interest.
Few creditors want to be in this position.
Disinheriting Sam

...discourages Will contests
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Sam is a con man. He does not shy away
from conflict. If disinherited, it is likely that
he will contest the Will. Jack and Karen
may want to leave Sam a very reduced
bequest which would be eliminated if he
contested the Will. The partnership
provides some additional protection. If
Sam does contest the Will, if all of Jack
and Karen's property is owned by the
partnerships, all Sam will receive is a
limited partnership interest. He will have
no control over the partnership and will
not be able to force a division or
distribution of the property. The use of
the partnership therefore may facilitate a
settlement or even discourage Sam from
filing the contest.
Gifts to Children
By transferring the ranch to a partnership
and managing the ranch through the
partnership, Jack and Karen can retain
control over the ranch and use the ranch
if they pay rent for its use. They can give
limited partnership interests to Reagan
and Sarah each year.
The management and other benefits
mentioned in our discussion about the
Epsons apply to a lesser extent with the
Wights.
Control TUTMA Money
If the funds held for Ethan are invested in
the family limited partnership, he will
benefit from the diversification of the
investments. In addition, he will not be
able to squander or consume the money
when he reaches 21. If the funds are
transferred to a 2503c Trust, then even if
Ethan withdraws the partnership interest,
he will not have funds he can squander.
If the Wights want Ethan to have the
Chapter 24 Page 16

funds for college, or starting a business,
or something else other than a “higher
standard of living,” the Wights can
purchase his interest at that time.
Another concern and a different
perspective from the Epsons and the
Wights involve single adults. Consider
Monica’s position; she is a single parent
with three children to raise and provide
for. She is about to patent a new product
...helps protect assets
creditors...or a new spouse

from

which has the potential to earn a large
revenue. Monica wants to provide for her
children and transfer some of the income
potential of her new business to them.

Monica Wagner
Monica is a 48-year old, divorced,
physical therapist with three children;
Susan, Dave and Joseph ages 12, 15 and
17, respectively. She has $400,000 in
assets ($100,000 equity in her home,
$100,000 in a retirement plan and
$200,000 in stocks and bonds) and a
$300,000 whole life insurance policy on
her life. Monica has been divorced for
over 10 years, is very close to her
children and wants them to begin to learn
about saving and investing when they are
young.
At this time, Monica does not want to
transfer the life insurance to a trust for her
children since she is concerned that she
Monica - a single parent, new
business - $700,000 estate including
her life insurance
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may need the cash value for her
retirement. Monica is also concerned
about asset protection and wants to
ensure that her assets are protected from
a future husband.
She has also
considered starting a new company that
would sell a device she designed in her
sports medicine practice. If the device
sells as well as she anticipates it might, it
could be mass marketed and sold in retail
chain stores across the nation. If the
product is successful, she would like for
her children to share in the benefits, but
she would like to control the management
and the flow of the money to her children.
Asset Protection for Monica
We have discussed the benefits of the
use of a family limited partnership for
asset protection purposes.
New Business Venture
Monica can form a limited partnership
with her children. Monica would be the
general partner and Monica and each of
her children would be the limited partners.
As general partner, Monica will receive a
...provides flexibility in new business
ventures
management fee. For this reason, she
has decided to retain only ¼ of the limited
partnership interests and to give the
remaining limited partnership interest
either to her three children in
custodianship accounts or to a trust for
her three children. If the business is
extremely successful Monica, can receive
her management fee and a distribution of
¼ of the profits. If the business is not as
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successful, most of the profits may be
paid to Monica as her management fee.

real estate and oil and gas
properties;

As a Teaching Device

<

To avoid the necessity of a probate
proceeding in another state;

Monica has all of her investment assets
held in another partnership and has given
her children interests in the partnership.
She is using the partnership as a
framework for teaching her children what
she has learned about the stock market
and mutual funds.

<

To facilitate making annual gifts of
property while retaining control of
property; and

<

To minimize estate taxes.

Protection from Spouses
To fully protect her assets from a future
spouse, Monica should sign a premarital
agreement. However, by holding her
...provides a framework to teach family
members about investing
assets in an entity such as a limited
partnership, she is better able to avoid
any commingling of assets with her future
husband's assets. In addition, the assets
are easily identified in making gifts and in
the disposition of her property upon her
death.
The family limited partnership assisted the
Epsons to do the following:

The Wights have different planning
needs, but the family limited partnership
assists them to meet their goals, too.
They can use the family limited
partnership:
<

To provide asset protection;

<

To limit the inheritance to the
errant, spendthrift child;

<

To discourage a will contest;

<

To manage assets, particularly for
the errant child.;

<

To make gifts to the children
during their lives while maintaining
control of the assets; and

<

To keep control of funds held in
TUTMA accounts or in a 2503c
Trust after age 21.

<

Identify and preserve separate and
community property;

<

To facilitate management of
property in the event either
became disabled;

Monica, a single parent of three children
wants to protect her estate and provide
for her children, among other goals.
Monica can use the family limited
partnership for the following purposes:

<

To minimize costs to transfer real
estate and oil and gas properties;

<

<

To avoid leaving each child with
small, unmanageable interests in
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Asset protection from creditors or
a new spouse;
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<

To manage a new business
venture which has a large income
potential;

<

To make gifts of the partnership
interests to her children with a trust
holding the children’s interests so
she can transfer the assets and
income potential of the new
business to her children; and

<

To teach her children about
investing money.

The family limited partnership provides
incredible flexibility to families in
managing their estates in the present and
in the future. Whether you’re single or
married, have business assets or
personal assets, have children or not, or
have specific problems to address, the
family limited partnership may be able to
resolve some of your estate planning
issues. This discussion demonstrates this
flexibility and how three fictitious families
have used the family limited partnership
to manage and preserve their estate.
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JONES FAMILY
LIMITED PARTNERSHIP
George
1%

Mary

Jones Family Limited
Partnership

1%

General Partners

Real Estate and Investments

49%
LP

George

Assets held outside partnership:
Residence and personal property
Retirement accounts
Life insurance
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