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OBSERVATIONS ON ESTATE PLANNING

(with special remarks regarding G-4s,

non-resident aliens, and non-US. Citizen Spouses)
TOPICAL OUTLINE

William M. Berenson, Esq.

CHAPTER I:  BASIC INSTRUMENTS AND WHYS AND WHEREFORES
I.
What is Estate Planning?

Estate Planning involves identifying your objectives; identifying potential problems which might keep you from obtaining those objectives; knowing your options for resolving those problems and thus achieving your goals; taking the decision as to which options best suit your objectives; and implementing those decisions through execution of the corresponding legal instruments where necessary.

II.
Why Bother With an Estate Plan.  Do you really Care?  Should You?


A.
Provide for orderly management of assets and affairs upon mental incompetence and or other mental or physical disability.  (Powers of Attorney – Medical and Durable; Living Trust)



1.
Altzheimers, other senility



2.
Coma



3.
Permanent Vegetative State (Living Will)

B.
Provide for orderly management of disposition of assets upon death:


1.
Special care for loved ones.



a.
Aging parent



b. 
Trusted employee



c.
Special friends



d.
Disabled children



e.
Minor children (appointment of guardian)



f.
Animals



g.
Spouse


2.
Support special causes and charities


3.
Disposition of personal effects to avoid (or foment) family feud



4.
Limit Estate Tax Liability

III.
If you do not want to think about dispositions at Death, at least do the following:

A.
Inform several persons whom  you trust where your important papers are kept – wills, trusts, automobile titles, insurance policies, bank statements, brokerage accounts, loan documents, certificates of deposit, stock certificates, tax returns, pension documents,  names of brokers, bankers, lawyers, accountants; location of hidden jewels  (Spouse, attorney, sibling, children, best friend, etc.)


B.
Think about whether you need Powers of Attorney While Alive



1.
Medical Power of Attorney:  Name who will make medical decisions if you are in capable of doing so.  Without power, it is usually your spouse, or in absence, your children.  Do you want to leave this to the law?  Is your spouse or are your children competent to make those decisions?



2.
General Durable Power of Attorney:  Who will manage your estate while you are alive and incapable of doing so?   Advantage and disadvantage of springing powers
?  How much do you trust your spouse?



3.
Living "Inter-vivos" Trust:  Partial Alternative to General Durable Power of Attorney.

IV.
Do you Need a Will?


A.
Depends on whether you are happy with what happens to your estate without one


B.
Advantages of Will


1.
Name guardian for your minor children



2.
Supervised disposition of your testate estate by Probate Court and Commissioner of Accounts



3.
You dictate what happens with any assets not otherwise already included in Living Trust or which transfers automatically by operation of law (i.e., joint accounts, joint property, tenancies by the entirety,  POD accounts, pensions, insurance policies)

C.
Disadvantage of Will


1.
Attorneys fees for drafting, amending, and assisting Trustee in administration (But remember, you also will have attorneys fees in drafting, amending, and administering most living trusts).



2.
Cost of Probate (For example, Probate fees in Virginia would run approximately $2,500 to $4,000 on a Two million dollar estate in Virginia.  Attorneys/trustees fees may run as much as 5% to 7% of gross estate.



3.
Lack of Privacy.  Will is on public record



4.
Will often easier to contest than other modes of disposition.



5.
Formalities for execution and amendment.

D.
Will Substitutes

1.
Pension Plan:  Direct Designation of Beneficiaries

2.
Insurance:
Direct Designation of Beneficiaries



3..
Joint Tenancy with right of survivorship (but not tenancy in common):  property automatically vested in survivor(s).



4..
Tenancy by the entirety – husband and wife only (residence, other real estate):  property automatically vested in survivor.



5.
POD
In Virginia, you can designate on brokerage accounts and bank accounts the "Payee on Death".



6.
IRA's:  Roth and Traditional



7.
Law of Intestacy:  State writes your will

8.
Living Trusts

E.
More on Law of Intestacy:  Statutory Examples


1.
D.C.




a.
Decedent with children:  1/3 to Surviving Spouse, children get rest in equal shares. 




b.
Decedent with kin (Brothers and sisters):  Surviving Spouse gets ½, Kin get rest in equal shares.




c.
Decedent dies with no kin, Surviving Spouse gets all





2.
VA




a.
Decedent dies with surviving spouse or surviving spouse with children of both Decadent and surveying spouse.  Spouse gets all.




b. 
Decedent dies with surveying spouse but spouse is not parent of Decedent's children.  Spouse gets 1/3; children get rest.



3.
Other general rules.




a.
Surviving grandchildren inherit in equal shares their non-surviving parent's share from Decedent grand-parent.




b.
If no surviving issue (children/grandchildren) or spouse, then parents inherit in equal shares, and if none, then brothers and sisters (with their children inheriting deceased brother's share).


F.
More on Living Trusts (Inter-vivos Trusts)


1.
Revocable Trusts



a.
You title assets to the Trust or Trustee of the Trust.




b.
Trustee is yourself, unless disabled or dead, then alternative trustee takes charge.  Alternative Trustee when you are disabled can be spouse, upon death, we recommend non-spousal trustee, or if there is a spousal trustee, that there be an independent co-trustee (institution or person) to determine distributions to spouse and to beneficiaries who are not dependents of the surviving spouse.




c.
Trust becomes irrevocable on death.




d.
Dispositive provisions in trust govern distribution of assets in Trust.




e.
Grantor/Settlor (person establishing trust) is free to revoke trust and take assets in and out of trust while alive.




f.
If in form of grantor trust, there is no need for separate tax returns.  All income is taxed to you while you are alive.




g.
No gift tax due upon  transfer of assets to trust.




h.
Do not loose tax benefits of real estate transferred to trust (step up in basis; $250,000/$500,000 exemption from capital gains on sale of residence).



2.
Irrevocable Trust



a.
Gift tax due on transfer of asset




b.
Cannot be altered




d.
Examples are insurance trusts, charitable remainder trusts, Qualified Permanent Residence Trusts 




e.
Like revocable trust, Dispositive provisions take hold upon death.




f.
Advantage, Good for placement of appreciating property because gift tax on date of death is in most cases computed on value at date of transfer to trust, not date of death.

V.
The Estate Plan

The Estate Plan is an attempt to coordinate all the above vehicles into disposing of your assets at death and for providing for their management in case of your incapacity during your life time.  Very few people with the assets you have rely solely on a Will or solely on an Inter-vivos trust or the laws of intestacy to dispose of all their assets.  They use some or nearly all the above vehicles to achieve their objectives.

VI.
Defeating the or Rectifying the Undesirable Consequences of Bad (or no) Planning)

1.
Disclaimers


a.
Formalities (written, nine months of death)



b.
Limited applicability to unseverable joint property (law changing)

c.
Follow IRS regulations and State law.  Should be done with advise of counsel.


2.
Forced Share


a.
D.C.
Spouse entitled to at least 1/3 of probate estate.  Can renounce will and take by intestacy.



b.
VA
Augmented Estate.  Wife entitled to renounce will and take 1/3 of augmented estate:  Value of lifetime gifts and all other dispositions by way of trust.  In short, you cannot write out your Spouse unless she agree under a valid pre-nuptial agreement.


3.
Other Post Mortem Planning Devises
a.
Qualified Domestic Trust (QDOT).  Executor and Personnel Representative can do post-mortem planning within nine months of death.



b.
Qualified Terminable Interest Trust (QTIP).   Executor and Personnel Representative can do post mortem planning within nine months of death (assure full use of generation skipping tax, etc.)

VII.
The Importance of Selecting Trustworthy Fiduciaries

A.
Fiduciaries are known as Personal Representatives in most jurisdictions today.  The traditional terminology still used in some states is Executor for the administrator of a testamentary estate (governed by will) and Administrator for an intestate estate (no will or assets not covered by will).


B.
Fiduciaries may be individuals or institutions.


C.
Candidates are your spouse, your children, your brothers and sisters, your best friends, your attorney, your accountant, your bank, or a reputable Trust Co. (i.e., Northern Trust).


D.
You can name your own Personal Representative in your will.  If you do not do so, the probate court will appoint your spouse or another close relative.


E.
The fiduciary of a Trust is your Trustee.  You must appoint the trustee in your Trust instrument.  Again, Trustees can be individuals or institutions, selected from the same pool of candidates mentioned above.


F.
In Virginia, an attorney is required to fully disclose his potential fees for serving as Trustee and to set this out in writing in a letter describing his duties. 

CHAPTER II:  TAX PLANNING

I.
Basic Rules

A.
Your objective:  TO MINIMIZE YOUR ESTATE AND GIFT TAX OBLIGATION 


B.
What is Estate and Gift Tax:?


1.
This is a tax imposed by U.S. Government on the value of the testamentary estate left by an individual and all his/life life-time gifts, less the value of items excluded from taxation by law, administrative expenses, deductions, and credits.  

2.
The tax is graduated:  For example, if taxable estate is less than $10,000, it is 18%; if taxable estate is above $80,000 but does not exceed $100,000, the tax is $18,200 plus 28% of the excess over $80,000.  If the taxable estate is over $500,000 but does not exceed $750,000, the rate is $155,800 plus 37% of the amount over $500,000.  If the estate is over $750,000 but not over $1,000,000, the tax is $248,300 plus 39% of the amount over $750,000; if the amount is over $1,500,000 but does not exceed $2,000,000, the tax is $555,800 plus 45% of the excess above $1,500,000; if the estate is over $3,000,000, the tax is $1,290,800 plus 55% of the excess over $3,000,000.  See Section 2001 of the Internal Revenue Code ("IRC"), 26 U.S.C. Sec. 2001 for other tax brackets.

C.
Narrative of How Tax is Computed

The Estate tax is computed on the basis of an individual's taxable estate – i.e., an amount based on the value of the decedent's  assets upon death.  The taxable estate is computed by gathering all the assets of the decedent, deducting certain expenses of estate administration, and applying certain deductions, credits, and exclusions allowed under the law.  

As a result of the credits allowed, no U.S. Citizen or resident person with an estate up to $1 million should be liable for any estate tax, and no couple (with proper planning) should be liable for an estate tax for combined assets below $2  million.  Non-residents (persons not domiciled in the United States) with taxable assets physically present in the United States valued at above $60,000 are subject to the estate tax on those assets, but they can also exclude a wide range of those assets (insurance proceeds, interest bearing securities, certificates of deposit, other interest bearing bank accounts) from their taxable estate under special provisions of the tax code which apply uniquely to them and not to US. Citizens and resident aliens (G-4s).

Dispositions to spouses who are U.S. Citizens are deducted from the Gross Estate and therefore are not taxable upon the death of the first spouse to die.  What is left (not consumed) at the surviving spouse's death is included in the taxable estate of the surviving spouse upon his/her death. 

Testamentary (and intestate) dispositions to spouses who are not U.S. Citizens above the unified credits allowed ($1 million) for Citizens and resident aliens; $60,000 for non-resident alien) are taxable upon the death of the decedent unless placed in a Qualified Domestic Trust ("QDOT")
  The Trust can be terminated once the non-Citizen spouse becomes a Citizen.  The surviving spouse must be entitled to all the income from the trust.  If he/she takes principal, an estate tax is due computed upon the estate tax rate of the decedent.  Distributions of principal without estate tax liability are allowed for hardship.  Upon the death of the surviving spouse, the trust assets are distributed (either to a family trust or directly to beneficiaries) and the assets are taxed at the estate tax rate of the first spouse to die.

B.
The Gift Tax
One spouse can make unlimited gifts without a gift tax obligation during his/her life time to the other, provided the other is a U.S. Citizen. If the receiving (donee) spouse  is not a U.S. Citizen, non-taxable gifts are limited to $100,000 per year.  Gifts in excess of that amount to a non U.S. Citizen spouse are subject to the estate tax.  

Any one can make gifts (of a present interest) to another of up to $10,000 per year without incurring a gift tax obligation.  A couple may make gifts to a person of up to $20,000 without incurring a gift tax obligation.

Gifts to qualified charitable, religious, and educational institutions are exempt from the gift tax.

All other gifts are subject to the Gift Tax.  The same unified credit which applies to the estate tax applies to the gift tax.  That is why it is known as the "unified credit."  The value of taxable gifts given for which gift taxes are not paid during the donor/decedent's life time are deducted from the donor/decedent's unified credit at death.  Thus if the decedent gave $100,000 in gifts during his life time for which a gift tax was owed but not paid, his unified credit upon death for estate taxes will be $900,000 instead of $1 million.   A person who donates gifts for which a gift tax is owed must submit a gift tax return in the year of the gift.

III.
Basic Concepts
A.
Gross Estate:  The value of all property in decedent's estate on date of death.


B.
Taxable Estate:  Amount of estate subject to taxation after adjusting for exclusions, administrative expenses, deductions, and exclusions and credits


C.
Resident alien for Estate Taxes:  An alien (non-U.S. Citizen) "domiciled" in the United States at time of death.  "A person acquires a domicile in a place living there, even for even a brief period of time, with no definite present intention of late removing therefrom.  Residence without the requisite intention to remain indefinitely will not suffice to constitute domicile, nor will intention to change domicile effect such a change unless accompanied by actual removal." See 26 CFR Sect. 20.0.1(b)(1). (Domicile is determined by evaluation of facts and circumstances; not self-serving statements of individual).   Most G-4s are considered residents for estate tax purposes under this definition.


D.
Non-Resident Alien for Estate Taxes:  Individual who is not a U.S. Citizen or not a Permanent Resident (green card) and is domiciled outside United States.  


E.
Non-U.S. Citizen Spouse:  spouse of decedent who is not a U.S. citizen.


F.
Assets Located Outside the United States:  For Non-resident alien, includes all property physically outside the United States and the following property physically located in the United States:  proceeds of insurance policies; most bank accounts, certificates of deposit, and other interest bearing portfolio debt instruments; works of art on loan in exhibition.  See IRC, Secs. 2105 and 870(h)


G.
Joint Interests in Property:  Property held jointly with right of survivorship, including tenancies by the entirety.  Does not include tenancies in common (divided interests in same property without right of survivorship).  The value of entire property is included in decedent's gross estate, less part attributed to consideration paid by survivor.  See IRC, Sec. 2040(a)


H.
Qualified Joint Interests:  Joint Interest in Property held by Husband and Wife..  Half of value is included in gross estate of decedent.  Where spouse is non-U.S. Citizen, there can be no "qualified joint interest" in property acquired jointly after 1988.  See IRC, Sections 2040(b) and 2056(d)(1)(B).


I.
Powers of Appointment:  A General Power is a power of decision over assets which the decedent can exercise in his own favor, in favor of his creditors, or of his estate.  The value of the assets subject to the power are includible in the decedent's gross estate, unless they lapse prior to death or are otherwise limited as follows:  (i) by an ascertainable standard relating to the health, education, support, or maintenance of the decedent, or (b) may be exercise only in conjunction with another person who is either the original grantor of the power or has adverse interests to those of the decedent.

J.
Unified Credit (Applicable Credit Amount):  Credit to be taken by every individual against the tax owed on his/her taxable estate.


a.
For non-resident alien, it is $13,000, thus exempting $60,000 of the taxable estate from taxation.


b.
For U.S. Citizen and resident alien (U.S. domicile, including most G-4s), it is presently the amount which would result in the exclusion of $1 million from the taxable estate.  The effective exclusion from the taxable estate to which U.S. Citizens and resident aliens are entitled will rise gradually to $3.5 million by the year 2009.  For example, it rises to $1.5 million in 2004, and to $2 million in 2006.  Then, if there is no new legislation extending the exemption by 2010, it will drop back down to $1 million.  


c.
After application of the credit, the remaining taxable estate, if any, is taxed at the rate it would have been taxed if the credit were not applied.  Thus, if you have a taxable estate of $2.1 million which is reduced by a $1 million credit, you will still have a taxable estate of $1.1 million.  That taxable estate will be taxed at the 45% marginal rate, not the 41% marginal rate applied to estates between $1 million and $1.25 million.

K.
Marital Deduction:
All direct gifts and gifts in trust to spouses by way of a qualified trusts for the benefit of the spouse are eligible for the marital deduction.  The deduction is the value of the gift.  It is deducted from the gross estate so as not to be included in the final taxable estate.

L.
Tax-free Gifts:  These include annual gifts of up to $10,000 ($20,000 if made by husband and wife) per donee.  The term "tax free" signifies that no gift or  estate tax is owed.  Payments of certain educational expenses and medical expenses on behalf of an individual are considered tax free gifts, regardless of the amount.  Gifts to qualified charities (under 501(c)(3) and as further identified by way of Section 170 of the IRC) are also tax free gifts.   

IV.
Basic Estate and Gift Tax Planning Tips 


A.
Reduce Gross Estate:  The smaller the gross estate, the smaller the tax. (These Comments are applicable principally to U.S. Citizens, Permanent Residents, and other Resident Aliens – i.e., G-4s)  



The basic strategy is to move assets your own out of your estate during your lifetime by inter-vivos transfers.   Most gifts you make to your wife, although exempt from the gift tax, will be included in her gross estate if she does not consume them or give them away to another prior to her death.  Thus, the best strategy is to give them to someone other than your spouse.  Of course, in most cases, gifts should be made only of items you and your spouse will not need.



1.
Give away life insurance policies to children or to irrevocable life insurance trust (Crummy Trust).  Remember, however, in giving policy away, you lose right to appoint beneficiary (unless you establish the beneficiary once and for all in the Insurance Trust).



2.
Make Annual Gifts up to the limits allowed ($10,000/$20,000).



3.
Pay for medical expenses of parents and other dear ones.



4.
Pay for educational expenses of grandchildren, other dear ones.



5.
Make Charitable Gifts.



6.
Make gifts of appreciating assets at their present value so that the appreciated value will not soak up your unified credit.



7.
Establish an inter-vivos Charitable Remainder Trust.




a.
You enjoy the income during life-time.




b.
You get an income tax deduction in year of gift.




c.
Remainder Value of Gift is not included in gross estate.



8.
Establish Qualified Personal Residence Trust




a.
Residence placed in trust for at least ten years.




b.
You reserve right to continue living there.




c.
Taxable value of residence for gift tax is remainder interest, which is a small fraction of present market value.




d.
Your children are beneficiaries, and agree to lease you back the house upon end of trust.




e.
You must outlive trust, otherwise, entire transaction fails.



9.
Establish Other kinds of Irrevocable Trusts which will result in appreciating asset having lower value at time of your death but from which you may enjoy the income prior to death:  GRITS, GRUTS, etc.



10.
Establish Family limited Partnership:  Gift of assets into partnership results in substantial discounts in valuation for gift tax valuation.



11.
Sell your residence to your children for arms length price and rent it back from them at arms length rent, hopefully, so as to pay mortgage loan.  You can be the mortgage lender and forgive up to $20,000 of mortgage owed each year for each child who bought the house from you as an annual tax free gift.


B.
Special Tips for Non Resident Aliens for reducing Gross Estate



1.
Keep stocks and other taxable assets outside United States, in off shore trusts or in home country.  An off-shore trust is a trust over which a foreign fiduciary has substantial control regarding trust decisions and which is not subject to the administrative supervision of a U.S. court.  In short, it is a trust outside the territory of the United States (Cayman, Bahamas, etc.) with a non-U.S. citizen/resident trustee.
   



2.
Limit assets in United States to those which are not taxable:  insurance, portfolio interest bearing debt (mortgages, bonds), certificates of deposit, bank and credit union accounts, insurance policies.



3.
Sell or make annual tax free gifts of your real estate in the United States.


C.
Take advantage of Most Favorable Valuation Date:  Six months after date of death, date of sale within six months after date of death, date of death


D.
Make Sure You Maximize Your Unified Credit


1.
If you leave everything to your spouse, you will waste your unified credit, because everything your spouse receives is deducted from your gross estate to arrive at your taxable estate against which to apply the credit.  



2.
If you leave everything to a charity, you will waste your unified credit because gifts made to qualified charities, religious, and educational institutions are deducted from your gross estate to arrive at your taxable estate.  If you have no gross estate, you will have no taxable estate against which to apply the credit.



3.
Make sure you have enough in your estate to fund testamentary and life time gifts to exhaust your unified credit (presently $1 million).



4.
Make sure your spouse has enough in her present estate to fund life-time and testamentary gifts  to exhaust her unified credit if she/he pre-deceased.  This may require shifting assets between spouses and dividing property currently held in joint tenancy with right of survivorship or by the entirety with your spouse – i.e. retitle home in name of with less assets, title your brokerage account in your name; name beneficiaries to IRA or pension other than your spouse.


E.
Vehicles for Maximizing Unified Credit


1.
Family Trust as in a Living Trust (Intervivos trust) funded all or in part during lifetime or all or in part by way of a Pour-Over Will or the proceeds of an IRA or insurance policies naming the Trust the beneficiary  in amount of Unified Credit (formula):  Income to spouse and children while spouse is alive, principal to children or grandchildren if children do not survive decedent.



2.
Testamentary gifts made directly to individuals upon death up to amount of Unified Credit (including a testamentary family trust established in will and funded with assets passing under will, insurance policies, IRAs, etc).



3.
Inter-vivos gifts against Unified Credit



4.
Combination of all of the following.



5.
Example of Savings that can be achieved through maximizing use of Unified Credit for a Couple with a $2,000,000 Taxable Estate.

Year
Unified Credit
Tax When Using
Tax When Using only one
Tax Savings


Credits of Both

            Credit


      $

          $


    $



$

2002   1,000,000
            0                              435,000

     435,000





6.
Other Exemptions:   The Code provides for additional exemptions with regard to certain businesses, such as the family farm.  These are covered in Section 2032A of the Code and are beyond the scope of this summary. 


F.
After assuring You have Maximized Universal Credit, Maximize your Marital  Deductions


1.
Leave balance of estate to Spouse outright.



2.
Leave balance of estate to Spouse outright in Qualified Terminable Interest Trust or other form of qualified trust.


G.
Charitable Deductions:  After assuring you have used spousal deductions to the fullest extent you wish, or if you  have no spouse, consider providing charitable deductions by way of will, or inter-vivos gifts outright or in trust to charitable organizations:  schools, churches, hospitals and other qualified non-profit organizations (IRC, Sections 501(C)(3), 170, 2055


H.
Other Issues


1.
Avoiding Generation Skipping Tax Liability.  Tax of 55% of disposition if gift is given to grandchildren directly intentionally bypassing children.  Does not apply if parent of grandchild predeceased decedent or if parent voluntarily disclaims disposition and it possesses to grandchild by way of the disclaimer.  Each person is entitled to a $1,000,000 exemption from the Generation Skipping Tax.



2.
Correcting mistakes or defeating tax planning by way of disclaimers.



3.
For persons with Non-Citizen spouses, IRS Rules in CFR set out procedures for placing Pension annuity and lump sum distributions in a Qualified Domestic Trust and for treatment of distributions so as to take advantage of the limited marital deduction for those benefits.   See 20 CFR Sec. 2056A-4(b)(7). 

�	This Outline was prepared for and distributed at a Seminar on Estate Planning sponsored by the OAS Credit Union for OAS Staff Members on August 5, 1999.  The remarks made by the speaker at this Seminar, as well as this Outline are intended only to convey general information for the purposes of orientation and are not intended to serve as a basis for final tax and estate planning decisions.  The reader and listener should consult the corresponding IRS Publications, IRS Advisory Services, or an attorney or CPA skilled in tax and estate planning matters before taking those decisions.


  


� 	These are powers that spring into force only in the event of mental incapacity or similar mental/physical disability as specified in the power.





� 	The good news is that even if the Decedent did not provide for a QDOT in his/her will or living trust, the surviving non-U.S. Citizen spouse can form such a trust within nine months of the decedent's death and deposit all or part of what was left to him/her by the decedent spouse in that trust so as to avoid the immediate adverse impact of the estate tax otherwise due.





� 	See IRC, Sections 677-79; L. Sasha and F. Tansill, "1966 Tax Changes Affecting Int'l Trusts and Expatriation," Trusts and Estates Newsletter (Published by Virginia State Bar Trusts and Estates Section for its Members) vol. 13/2 (Spring 1997).





� 	Obviously, then non-resident alien need not worry about giving insurance policies away since the proceeds are not includible in the non-resident alien's gross estate.
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