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PREFACE


We have had the good fortune to represent many affluent families in structuring trust arrangements that shelter assets from estate tax as well as creditor claims. In 2012, individuals can transfer up to $5,120,000 worth of assets into a trust but can still derive benefits from those assets while safely insulating all income and growth thereon from federal estate tax both at the level of the contributing individuals and at the levels of their children and grandchildren.


These trusts can also protect assets from creditor claims of all family members, divorce claims, and imprudent management or spending. Therefore, establishing and funding these types of trusts is a “no brainer” for most affluent families.  Family members can serve as trustees, and the grantor spouse or both spouses can retain the ability to select a new trustee for any reason, so the grantor stays in control for his or her lifetime. Additionally, the grantor can pass the baton of ultimate control through trustee appointment rights provisions.    


Ready to sign up? Make sure you seek competent legal advice as there are many state and tax laws that must be properly navigated in order to make appropriate use of these opportunities. Unfortunately, not all tax lawyers, CPAs and other advisors understand how these rules all come together and may allow families to fall into traps for the unwary that may allow the IRS, creditors, divorcing spouses and state taxing authorities to step into a trust if it is not properly designed, funded and managed according to fairly basic ground rules that are described in this article. 


This Handbook is therefore  intended as a “how to guide” for affluent families and individuals who wish to understand how to make use of the 2012 $5,120,000 estate tax exemption, and what to do before that exemption is scheduled to be reduced to $1,000,000 on January 1, 2013. We have included sample trust language that you can discuss using with your representative as well as a glossary of defined terms to better help you understand the legal jargon.

INTRODUCTION

Affluent married couples who have not used all of  their $5,120,000 gift tax exemption should consider funding a “SAFE trust” to protect assets from federal estate tax, future creditors, and potential mismanagement or excess spending by family members.


“SAFE” stands for Spouse and Family Exempt Trust. Tax lawyers may call this an irrevocable defective dynasty trust with provisions for the Grantor’s spouse and descendants.


Affluent unmarried individuals should be making complete use of their $5,120,000 2012 gift tax exemption before year end by transferring assets to trusts that primarily or entirely benefit descendants, friends, and other family members. Married couples have the unique opportunity to transfer assets to a trust to provide for the spouse's health, education, maintenance, and support while the other spouse can cohabitate and enjoy the benefits received by the beneficiary spouse. Additionally, the grantor spouse may also be able to borrow from the trust.


The federal gift tax exemption is set to return to $1,000,000 January 1, 2013.  So, affluent families need to move quickly to make best use of the $5,120,000 opportunity.


This handbook explains the opportunity for both married and unmarried individuals, and expounds upon the implementation, use, and design of the SAFE Trust for married couples.


This handbook also discusses the possibility of establishing such trusts in creditor protection jurisdictions such as Nevada, Alaska, and Nevis whereby the Grantor can be a discretionary beneficiary of the trust according to a 2009 IRS Private Letter Ruling and many commentators.


Professional advisors who review this book can find further detail on the concepts described in the author’s BNA Tax and Accounting book entitled “Estate Tax Planning in 2011 and 2012,” and the supplement to that handbook that was released on January _____, 2012.


Further information and complimentary webinars can be found at the Web site of Gassman Law Associates, P.A. at www.gassmanlawassociates.com in the division labeled as “Webinar Library.”


BRIEF BACKGROUND ON ESTATE & GIFT TAXES


By way of background, when a person dies, the federal estate and gift tax systems add up  the value of the person’s assets, allowing deductions for assets that pass to charity, to a spouse, or to special trusts for charities and spouses. The law sets an amount that can pass estate tax free, which is called the estate tax exemption. Each person is entitled to his own estate tax exemption. If the value of an estate minus allowable deductions is less than the estate tax exemption, no estate tax is due. 


The law provides an unlimited marital deduction so spouses can transfer assets to each other without incurring estate or gift tax. Therefore, if the first spouse to die gives all of his assets to his surviving spouse his estate will not pay any estate or gift tax. However, without proper planning, upon the death of the surviving spouse there will typically be a large estate tax if the assets of the surviving spouse and “marital trust assets” exceed the estate tax exemption. Therefore, it is essential to correctly utilize the unlimited marital deduction and the estate tax exemption.


Gifts may also be subject to the federal estate tax if they do not qualify for the annual exclusion, currently $13,000 per recipient per year, or the tuition and medical direct payment exclusion. Lifetime gifts that do not qualify for either exclusion will be subject to federal estate tax if they exceed the lifetime gifting exemption, which stayed at $1,000,000 from 2002 through 2010.  Any cumulative gifting above $1,000,000 would trigger gift tax at a rate of 45% for years 2007 through 2010. Prior to 2007, the gift tax rate had been as high as 50%. 


The amount that could pass estate tax free (the estate tax exemption) increased from $1,000,000 in 2003 to $1,500,000 for 2004 and 2005, $2,000,000 for 2006, 2007, and 2008, and $3,500,000 for 2009. At the close of 2009, Congress failed to pass estate tax legislation causing the estate tax to be repealed in 2010. Legislation was subsequently passed in December 2010 providing for the option of applying either a retroactive $5,000,000 estate tax exemption for 2010 or no estate tax with the caveat of a modified carryover basis regime.     


To give an example of how the system works, if a father gave his daughter $13,000 a year plus additional gifts of $900,000 up through 2009, then the father has used $900,000 of his $1,000,000 gift tax exemption and upon death could pass $2,600,000 ($3,500,000 - $900,000) without payment of gift tax if he or she had died in 2008 or 2009.


For 2011, the estate tax exemption is $5,000,000.  This amount was then adjusted for inflation and is presently $5,120,000 for 2012. But under the present law the exemption for gift tax and estate tax will revert back to $1,000,000 on January 1, 2013!


As the result of this $5,120,000 temporary opportunity, many successful individuals are funding trusts for spouses and family members in order to take advantage of the opportunity to gift more than $1,000,000 to the extent that this fits in with the family’s financial and retirement planning.


For example, the generous new exemption amount permits the father who had gifted his daughter $13,000 a year plus $900,000 the ability to gift an additional $4,220,000 ($5,120,000 - $900,000) without paying any gift tax.  If the January 1, 2013 $1,000,000 exclusion amounts rear their ugly heads then this person will have successfully transferred $4,120,000 out of his estate, plus the growth thereon without paying any transfer taxes.

DYNASTY AND ASSET PROTECTION TRUSTS

Most of the gifting previously discussed will be to trusts that benefit family members without being subject to creditor claims or federal estate tax that would otherwise apply to each family member.  These are often called “generation skipping trusts” because although they benefit the next generation, they are not subject to federal estate tax when that next generation dies, and can thereafter benefit the next level of descendants. 


For example, if a grandparent transfers assets to his children who then transfer the assets to their children, there would be two taxable events and two levels of taxation. Alternatively, if the grandparent simply transfers assets directly to the grandchildren there would only be one taxable event and only one level of taxation. The grandparent has therefore skipped a generation; hence the term generation skipping.   


Congress wanted to curb the use of dynasty trusts so it implemented the generation skipping transfer tax (GSTT). The GST tax is imposed in addition to the estate and gift taxes but similar to the estate tax there is a GSTT exemption currently at $5,120,000. Each person can allocate his GSTT exemption to avoid GST tax on skip transfers within a generation skipping trust. But for 2013, similar to the estate tax exemption, the GSTT exemption is also set to decrease back to $1,000,000.


Another advantage of this type of “dynasty trust” is that it can be structured so that the grantor can pay the income tax attributable to the dynasty trust assets in order to allow it to grow income tax free.  The payment of the income tax on the trust assets is not considered to be a gift by the grantor under the present estate and gift tax system.


These types of trusts can also provide financial benefits for the grantor, which can include loaning money to the grantor or other family members upon reasonable terms, buying assets from the grantor on long-term low interest notes, and co-owning assets with the grantor under entities like limited liability companies and limited partnerships where the grantor can maintain fiduciary control of the entity while knowing that the portion of the entity owned by the trust will not be subject to federal estate tax, creditor claims, or unwise spending by the beneficiaries.


If the dynasty trust is formed in a creditor protection trust jurisdiction, like Nevada, then it may also be possible for the grantor to be a discretionary beneficiary of the trust, and it will remain outside of the grantor’s estate. If the trust is not formed in a creditor protection jurisdiction and the creditors are able to reach the assets, the value of the assets may be included in the grantor’s estate and be subject to estate tax. 


In addition, many taxpayers and advisers are not aware that the grantor’s spouse can be a beneficiary of the trust, so monies that would be needed to support the grantor’s spouse can be distributed from the trust if and when financial circumstances would be appropriate for this to occur.

TWO IS BETTER THAN ONE

As a result of the foregoing, many financially successful individuals are making large gifts equal to the estate tax exclusion amount to irrevocable trusts that benefit the spouse and common descendants.  We call this a bypass trust, since the assets placed in the trust will not become subject to federal estate tax at the level of the spouse or the donor. The assets are not taxed at the level of the donor because of his estate tax exclusion amount. The assets also escape taxation at the surviving spouse’s level if the trust has been properly structured so that the spouse has limited use of the trust assets, i.e. health, education, support, and maintenance. 


The current estate and gift tax laws create an incentive to establish more than one type of trust for affluent married couples. While the donor or the first to die can utilize his or her federal estate tax exclusion amount by funding a bypass trust, he or she should also consider funding a marital deduction trust for his spouse and use the unlimited marital deduction to prevent  assets in excess of the estate tax exclusion amount from being subject to estate tax. However, keep in mind that while the assets in the marital deduction trust will escape taxation on the first spouse to die, they will be taxed when the surviving spouse passes unless additional planning has been implemented. 


The combination of a bypass trust and a marital deduction trust maximizes the use of the $5,120,000 estate tax exclusion and the unlimited marital deduction.  For example, assume John and Mary, both U.S. citizens, and husband and wife have assets totaling $10,120,000.  John establishes a bypass trust funding it with the applicable estate tax exclusion amount of $5,120,000. The remaining $5,000,000 is transferred into a marital trust for Mary. When John dies, no estate tax is due. The amount of estate tax due when Mary dies will be determined by the applicable estate tax exclusion. If John and Mary died in 2012 under this structure, the full $10,120,000 would pass estate tax free. However,  if John died in 2012 but Mary dies in 2013 when the estate tax exclusion amount is $1,000,000 Mary’s estate will be subject to estate tax on $4,000,000 without additional planning. 


The following pages are excerpts from a chapter in the BNA Tax & Accounting book Estate Tax Planning in 2011 and 2012 Recent Development and 2012 Supplement that was written by the authors in conjunction with Kenneth J. Crotty, Esq. and Christopher J. Denicolo, Esq. of Gassman Law Associates, P.A. The following information is provided to help you understand important drafting concerns that you and your legal representative should discuss thoroughly. The following information should not be used as a substitute for legal advice. 

DYNASTY TRUST DESIGN AND PLANNING

Many advisors are designing dynasty trusts for the clients that will need to be funded before December 31, 2012. Make sure your partners will be working on the last week of 2012 so that you don’t have to! These trusts are receiving large gifts to enable clients to make the best use of their temporary $5,120,000 exemption amounts.

There are a number of design considerations and features that advisors should consider having in these trusts.

A good number of clients will fund these trusts for the benefit of spouses and descendants with assets constituting a large percentage of their present and future family net worth.  This merits special attention to tax, creditor protection, and practical approaches to dynasty trust wealth preservation planning that many advisors are not aware of or may wish to fine tune.  

Features that we discuss in this section include safety clauses that may permit any gifts exceeding the amount that can be transferred gift tax free going to a charitable or marital deduction subtrust that could be held under the trust agreement, allowing the spouse or another beneficiary to exercise a power of appointment to appoint the trust assets to be held for the benefit of the grantor if and when the spouse or other beneficiary predeceases the grantor, and allowing for the possibility that the grantor=s spouse may be establishing a trust for the grantor that would be treated as having been funded by the grantor if the Reciprocal Trust Doctrine is not taken into consideration in drafting.

Where a dynasty trust is formed without having the grantor as a beneficiary, advisors should also consider discussion and implementation of language that appoints trust protectors and designated representatives.

8 THOUGHTS AND SUGGESTIONS FOR FUNDING AN IRREVOCABLE TRUST THAT WILL BENEFIT THE GRANTOR’S SPOUSE

1. 
The Grantor’s spouse may be a trustee of the trust. See page 7.

2. 
The Grantor’s spouse can have the right to receive amounts as reasonably needed for health, education, maintenance and support. See page 7.

3. 
The Grantor’s spouse may be the beneficiary of an outright disposition or General Power of Appointment Marital Trust provision to be funded if total contributions to the trust would otherwise cause gift tax responsibility. See page 8.

3a. 
Avoid the Reciprocal Trust Doctrine by not having the spouses form substantially equivalent trusts for one another. See page 10.

4. 
Typically the trust will be disregarded for income tax purposes, so that the Grantor can pay the income tax attributable to the trust’s income. See page 11.
5. 
The Grantor’s spouse may choose to “split the gift” on a gift tax return, which is permitted notwithstanding that the spouse is a beneficiary. See page 11.

6.
What if the assets used to fund the trust had recently been owned jointly by the Grantor and the spouse, or were owned by the spouse and transferred to the Grantor, who then transferred them to the trust? See page 12.

7.
Should the surviving spouse be given a limited power of appointment to direct how trust assets will pass? See page 13. 

8.
Should there be a divorce clause? See page 14.

1. 
The Grantor’s spouse may be a trustee of the trust.  As with all irrevocable trusts, administration should be well documented and according to the trust document.

SPECIAL LANGUAGE:
Removal and Replacement of Trustee.  The Grantor may remove any Trustee of a Trust under this instrument who is then serving or who is designated as a successor or alternate Trustee and may additionally name any “Eligible Person,” as defined herein, to serve as Trustee in the place of the removed or retiring Trustee, or to be designated as successor or alternate Trustee.

An “Eligible Person” is a licensed trust company or an individual (other than the Grantor) who is neither related nor subordinate to the Grantor.  For this purpose, “related” and “subordinate” have the same meaning that they have under Code Section 672(c). 

The right to remove and replace a Trustee under this Section may be exercised by a writing delivered to the then-serving Trustee, signed by the Grantor, and indicating the effective date of the removal, the identity of such next-serving Trustee, and the agreement of that next-serving Trustee.  No cause or justification shall be required for any removal or appointment under this Section.

If the Grantor is unable to exercise the above removal and replacement power, then the Grantor’s spouse, MARY SMITH, shall have this removal and replacement power if exercised with the consent of any adult child of the Grantor.  

2. The Grantor’s spouse can have the right to receive amounts as reasonably needed for health, education, maintenance, and support. It is best to provide that any such distributions for the spouse will be made only after taking into account the spouse’s other assets and resources.


Otherwise, consider whether the spouse might be considered to be gifting to the trust if he or she had the right to receive distributions and did not take them.

Alternatively, limit distributions to the spouse by requiring an independent fiduciary to approve them. The authors therefore discourage provisions that provide for the payment of income or distributions of up to 5% of trust principal each year. See Section _____ for a reason to require that an adverse party approve any distribution for the spouse and Section ____ for a provision that would prevent the spouse from receiving any benefits from any portion of a trust attributable to a direct or indirect contribution by the spouse. 

SPECIAL LANGUAGE:
Further, notwithstanding any provision herein to the contrary, no distribution shall be made for the Grantor’s spouse from this Trust or any trust herein established unless clearly necessary whereby such spouse does not have sufficient income and/or investment resources to satisfy said spouse’s reasonable needs for health, education, maintenance and support.

3. The Grantor’s spouse may be the beneficiary of an outright disposition or General Power of Appointment Marital Trust provision to be funded if total contributions to the trust would otherwise cause gift tax responsibility.  Do not use a QTIP trust for this because a marital deduction election has to be filed for a lifetime QTIP trust gift no later than October 15 of the calendar year after funding. 

SPECIAL LANGUAGE:

Contingent Marital Deduction Provision. In the highly unlikely event that the Grantor’s contributions to this Trust exceed the maximum amount that can be gifted by the Grantor without incurring Federal Gift Tax (based upon the assumption that the Grantor’s spouse will sign a split gift Form 709 Gift Tax Return with respect to any contribution made while the Grantor is married), then the Trustee shall divide the Trust estate into two separate shares, hereinafter designated as the SMITH IRREVOCABLE BENEFICIARY TRUST SHARE and the SMITH MARITAL DEDUCTION TRUST SHARE.  The SMITH IRREVOCABLE BENEFICIARY TRUST SHARE shall be a fraction of the Trust estate of which (a) the numerator shall be the largest amount that if allowed as a Federal Gift Tax Exemption would result in no Federal Estate Tax being payable by the Grantor or the Grantor’s spouse by reason of the gift to this Trust by the Grantor which was split by the Grantor’s spouse, and (b) the denominator shall be the value as finally determined for Federal Gift Tax purposes of the assets in the Trust estate.  The SMITH MARITAL DEDUCTION TRUST shares shall be the remainder of the Trust estate.  No property shall be allocated to the SMITH MARITAL DEDUCTION TRUST SHARE that would not qualify for the Estate Tax Marital Deduction. The SMITH IRREVOCABLE BENEFICIARY TRUST SHARE shall be held pursuant to the terms of Section __________ and Article _______________ of this Trust.  The SMITH MARITAL DEDUCTION SHARE shall be held for the benefit of the Grantor’s spouse, pursuant to Section ______ below.

Disposition of SMITH Marital Deduction Share.  The SMITH Marital Deduction Share shall be held as a separate trust to be known as the SMITH MARITAL DEDUCTION TRUST, and shall be held, managed and distributed for the benefit of the Grantor’s spouse as follows:

(1)
Income.  Commencing with the date of the funding of the SMITH MARITAL DEDUCTION TRUST, the Trustee shall pay to or for the benefit of the Grantor’s spouse during such spouse's lifetime all the net income in convenient installments but no less frequently than annually. 

(2)
Principal.  In addition, the Trustee may pay to or for the benefit of the Grantor’s spouse at any time and from time to time such sums from principal as are reasonably necessary for the Grantor’s spouse's health, education, maintenance and support. Furthermore, an Independent Trustee, if appointed, may pay to or for the benefit of the Grantor’s spouse at any time and from time to time such amounts, up to and including the whole thereof, as such Independent Trustee deems appropriate in its sole and absolute discretion, provided that no non-Independent Trustee then serving shall have any ability whatsoever to participate in such decision.

(3)
IRAs and Qualified Plans.  If this SMITH MARITAL DEDUCTION TRUST becomes the beneficiary of any individual retirement account (IRA), qualified retirement plan, or similar tax-deferred arrangement or annuity (the "Plan"), the Trustee shall withdraw from such Trust's share of the Plan, in each calendar year, and deposit in such Trust, at minimum the "minimum distribution amount" which is required to be withdrawn from such share under Section 401(a)(9) of the Code, the Regulations thereunder, or other applicable law, as then in force, provided that the Grantor’s spouse may require, on an annual basis by signed writing delivered to the Trustee, that the Trustee so withdraw and deposit the greater of the minimum distribution amount or the net income on the Trust's share of such Plan for such year. The net income of this SMITH MARITAL DEDUCTION TRUST’s share of the Plan shall be included in computation of the Trust's net income for the purpose of determining any required income distributions.

(4)
Prohibited Distributions.  Notwithstanding anything in this Trust Agreement to the contrary, no distribution of income or principal shall be made from the SMITH MARITAL DEDUCTION TRUST to or for the benefit of anyone but the Grantor’s spouse during the Grantor’s spouse's lifetime, unless the Grantor’s spouse executes her inter vivos limited Power of Appointment as described below.

(5)
Power of Appointment.  The Grantor’s spouse shall have a testamentary general Power of Appointment (as defined in Section 1.09 of this Trust Agreement) with respect to the SMITH MARITAL DEDUCTION TRUST, and upon the death of the Grantor’s spouse, the Trustee shall pay the remaining principal, or such portion thereof over which said Power is exercised, as the Grantor’s spouse directs pursuant to the exercise of such Power.

SPECIAL LANGUAGE:

Further, the Grantor’s spouse shall have an inter vivos limited Power of Appointment (as defined in Section ____ of this Trust Agreement) with respect to the SMITH MARITAL DEDUCTION TRUST, provided that the Grantor’s spouse must exercise such power, if at all, by making specific reference to such power in a written document signed in the presence of two witnesses and a notary and delivered to the Trustee.  Upon receipt of such document, the Trustee shall pay such principal or a portion thereof over which said power is exercised, as the Grantor’s spouse directs pursuant to the exercise of such power.

(6)
Disposition in Lieu of Exercise of Powers of Appointment.  Upon the death of the Grantor’s spouse and to the extent not otherwise effectively appointed, any property remaining in the SMITH MARITAL DEDUCTION TRUST shall be held, managed and distributed pursuant to Section ____ of this Trust Agreement, which are the protective trust provisions for descendants. ADVANCE \d 24
RECIPROCAL TRUST DESIGN IS VERY IMPORTANT WHERE SPOUSES WISH TO FUND TRUSTS UNDER WHICH THEY WILL BENEFIT EACH OTHER


As discussed in the Estate Tax Planning in 2011 and 2012 Recent Developments and 2012 Supplement, planners will want to be sure to avoid application of the Reciprocal Trust Doctrine where each spouse funds a trust that can benefit the other spouse.  The examples below and pages that follow provide potential guidance, and planners are strongly encouraged to apply for a Private Letter Ruling if the clients wish to implement trust language that is similar so that the Reciprocal Trust Doctrine may apply.  


The following charts provide sample ideas that may be used in drafting reciprocal trusts, and sample language follows.  The authors recommend applying for a Private Letter ruling before establishing an aggressive reciprocal trust system.  With the exception of Rulings on spin-offs and reorganizations which take approximately 3 months, Private Letter Rulings on other matters can take up to 6-months to obtain. 

TRUST ESTABLISHED BY HUSBAND FOR WIFE
TRUST ESTABLISHED BY WIFE FOR HUSBAND

Beneficiary:  Wife and descendants, with the right to receive amounts as needed for health, education, maintenance and support. 
Beneficiary:  Children may be health, education, maintenance, and support  beneficiaries, with Husband being a beneficiary only in the event of dire financial emergency. 

Power of Appointment:  Wife may have a power of appointment exercisable in favor of all common descendants of the parties. 
Power of Appointment:  Husband may receive no power of appointment under the trust.  Trust Protectors may be appointed with the power to change how trust assets would pass on surviving spouse’s death. 

Timing:  Husband may establish the trust for wife in 2011. 
Timing:  Wife may give continued thought as to whether to use her new $4,000,000 exclusion until finally starting on a new trust and completing it in 2012. 

Trustee:  Wife 
Trustee:  Children. 

Trust Assets:  This Trust might own life insurance on Husband’s life (since husband will not be a beneficiary) and other investments. 
Trust Assets:  This Trust would not own life insurance on Wife or any second-to-die policy. 

Beneficiary:  Wife and descendants, with the right to receive amounts as needed for health, education, maintenance and support. 
Beneficiary:  Children may be health, education, maintenance, and support  beneficiaries, with Husband being a beneficiary only in the event of dire financial emergency. 

Power of Appointment:  Wife may have a power of appointment exercisable in favor of all common descendants of the parties. 
Power of Appointment:  Husband may receive no power of appointment under the trust.  Trust Protectors may be appointed with the power to change how trust assets would pass on surviving spouse’s death. 

4. Typically the trust will be disregarded for income tax purposes, so that the Grantor can pay the income tax attributable to the trust’s income. TC \l2 "
Income tax rules and estate tax rules treat trusts in different manners. For income tax purposes, a grantor can be treated as the owner of the trust assets and therefore responsible for paying the income taxes associated with the trust income but for estate tax purposes may not be treated as the owner of the trust assets and therefore the assets are not included in the grantor’s estate. These types of trusts are referred to as grantor trusts. 

In some cases, advisors may intentionally draft a trust so that the grantor is treated as the owner for income tax purposes. These trusts are referred to as Intentionally Defective Grantor Trusts (IDGT). This type of trust offers several benefits for the grantor and potential beneficiaries. If structured properly, an IDGT can reduce the grantor’s estate for estate tax purposes and the grantor’s income tax payments on the trust income will not trigger gift tax. 

In case the Grantor may want to “toggle off” defective grantor trust status (such as by reserving the right to replace trust assets with assets of equal value, and then releasing that right) an adverse party (another substantive beneficiary under the trust) must have the right to approve any distributions to the spouse.  

Otherwise the trust will be a defective grantor trust under Internal Revenue Code Section 677, and the Grantor will not be able to toggle that off (except by getting divorced!).

SPECIAL LANGUAGE AS UNDERLINED BELOW:

The Trustee may pay to or for the benefit of Grantor's spouse,  so much of the income and/or principal of the Trust as the Trustee shall deem appropriate to provide said spouse with expenses of health, education, support or maintenance.  This includes maintenance in health and reasonable comfort, support in said spouse's accustomed manner of living, education, including college and professional education, and medical, dental, hospital and nursing expenses and expenses of invalidism.  The Trustee may also invade the principal of this Trust in such amounts as it may deem appropriate to provide for the maintenance, support, health and education of Grantor’s descendants taking into consideration any other means of support they or any of them may have to the knowledge of the Trustee, provided that no such distribution shall satisfy any obligation of support of Grantor, or any legal obligation of Grantor or any Trustee hereof.  The Trustee is encouraged to withhold payments that would otherwise be unwisely spent, would disqualify the beneficiary from receiving public assistance, or might be seized by creditors or any divorced spouse of such beneficiary.  Notwithstanding the above, no distribution shall be made to or for the benefit of the Grantor's spouse during the lifetime of the Grantor except as approved by an adverse party.  For the purposes of this Agreement “adverse party” means any person having a substantial beneficial interest in this Trust, and holding a general power of appointment over any property held under this Trust Agreement. 
5.
The Grantor’s spouse may choose to “split the gift” on a gift tax return, which is permitted notwithstanding that the spouse is a beneficiary, so long as it is very unlikely that the spouse will need to receive benefits for health, education, maintenance and support when taking into account the spouse’s other assets and resources.  

Either spouse may own the assets being transferred to make use of the $5,120,000 lifetime gifting exclusion, and the desired use of exclusions is not required to match the ownership of assets being transferred. Married couples are permitted to “split gifts” so that exclusion amounts can be best utilized.  

For example, Husband has a $10,240,000 0,000 asset and Husband and Wife wish to use each of their new $5,120,000 gifting exclusion. Is it best for Husband to transfer $5,120,000 worth of the asset to Wife, who can in turn gift this portion of the asset, or is it preferable for Husband to make the entire gift and for Wife to sign a split gift return in order to consider the gift to have been made half by Wife?  

The split gift return technique works even if wife is a beneficiary of a trust that receives the gifts from husband, unless (1) the Trustee’s power to distribute property for the benefit of the spouse is not limited by an ascertainable standard; and (2) the spouse does not have sufficient financial assets outside of the Trust and therefore it is likely that the Trustee will distribute assets from the Trust for the benefit of the spouse.  For an excellent discussion of this see Qualifying Trust Transfers for Split-gift Treatment by William R. Swindle, July/August 2007, Vol. 81, No. 7, FL Bar Journal. 

However, if Husband transfers half the assets outright to Wife, and Wife then transfers these assets to a trust that benefits the husband the step transaction doctrine may apply. Please see #6 below for an additional discussion on the step transaction doctrine.  

6.  What if the assets used to fund the trust had recently been owned jointly by the Grantor and the spouse, or were owned by the spouse and transferred to the Grantor, who then transferred them to the trust? 

 
The step transaction doctrine is a judicially created law imposed by the courts to prevent taxpayers from structuring transactions in separate steps to avoid taxes. In simple terms, the courts will collapse separate transactions into one viewing them as an integrated plan to avoid tax. The IRS is more likely to argue that the step transaction doctrine should apply when transfers occur within a short period of time and between related parties. Therefore, it is important to carefully structure transfers to avoid the step transaction doctrine.  TC \l2 "

Under the step transaction doctrine, the assets and the economic risk associated therewith should be owned and held exclusively by the Grantor for a reasonable period of time.  In case the IRS argues that the contribution to the trust was really made by the Grantor’s spouse (in which event the Grantor’s spouse may be subject to federal estate tax under Internal Revenue Code Section 2036(a)(1) - retained life interests), it may be important to have the trust language provide that any trust assets considered as transferred to the trust by the spouse beneficiary will be held in a separate subtrust that the spouse will not be a beneficiary of.  


Please refer to the chart in the Estate Tax Planning in 2011 and 2012 Recent Developments and 2012 Supplement that shows how several courts have applied the step transaction doctrine to transfers of various classes of assets to family limited partnerships or limited liability companies.

SPECIAL LANGUAGE:

If the Grantor’s Spouse is a Contributor to this Trust.  To take into account that the Grantor’s spouse may be considered to be the contributor of certain assets to this Trust, and should thereby not have any right to receive distributions or benefits from any Trust assets that the Grantor’s spouse has funded, in the event that for any reason the Grantor’s spouse is considered to be the contributor of assets to this Trust or any trust herein established, then such assets shall be set aside and held as a separate trust, in a manner identical to the provisions set forth in Section ______ hereof, provided that no distributions whatsoever shall be made to the Grantor’s spouse from such separate subtrust, and that no power of appointment otherwise exercisable by the Grantor’s spouse shall be considered to be exercisable or exercised, notwithstanding any provision herein to the contrary.


The purpose of this provision is to avoid having the Grantor’s spouse be considered the owner of any Trust assets for purposes of Internal Revenue Code Section 2036(a)(1) and (2) or any Treasury Regulations set forth therein.  Consistent therewith, the Grantor’s spouse should not be the Trustee of any such separate trust and any acting Co-Trustee should have the power to act without joinder or consent of the Grantor’s spouse as to any such trust.

Some courts have noted that the step transaction doctrine should only apply if tax savings is the sole motivation behind the taxpayer’s actions.  If the transaction has an “independent purpose or effect” in addition to the goal of tax savings such purpose or effect may be sufficient to avoid the application of the step transaction doctrine. 


Planners will therefore need to consider whether the step transaction doctrine will apply, how to avoid the step transaction doctrine, and whether to use split gift returns if one spouse makes a gift that they wish to consider having been made half by the other spouse. 


Clients who have been involved with installment sales shortly after the funding of the entity as to which the interests were sold may wish to unwind those sales or have the note paid off as part of the 2011 estate tax law planning in order to reduce the likelihood that the IRS would attempt to apply the step transaction doctrine to the transaction that occurred.

7. Should the surviving spouse be given a limited power of appointment to direct how trust assets will pass?   TC \l2 "

In some cases, it is beneficial to provide a surviving spouse with the ability to direct who can receive the trust assets. This is referred to as a power of appointment. A general power of appointment permits the surviving spouse to appoint anyone as the recipient of the assets, including the surviving spouse, her estate or her creditors. A general power of appointment is typically not recommended for creditor protection reasons as a creditor may be able to access the trust assets if a general power of appointment is included in the trust document. On the other hand, a limited power of appointment restricts the surviving spouse’s ability to appoint trust property. A surviving spouse with a limited power of appointment cannot appoint herself, her estate or her creditors as the recipients of the trust property.  

At what point should the power of appointment exist and/or be terminated?

(a) 
Immediately upon inception of the trust until the death of the surviving spouse?

(b) 
Only after the death of the Grantor until the death of the surviving spouse?

(c) 
Only unless or until the parties are divorced or either party has a child who is not a beneficiary under the trust?

SPECIAL LANGUAGE:

If JANE C. JONES predeceases the Grantor and has left a Last Will and Testament or separate written document executed in the presence of two witnesses and a notary which changes the dispositive provisions of this Trust Agreement as would otherwise apply pursuant to Section _____ hereof, then the remaining Trust assets shall be held or distributed as set forth by the exercise of such testamentary “Power of Appointment,” provided that the guidelines and limitations described in Section ____ of this Agreement shall apply with respect to such exercise.
Power of Appointment. The term "Power of Appointment" means a power of appointment under which the holder of the power shall be able to appoint all or a portion of the property to which the power applies, outright or in trust or otherwise, to or for the benefit of any person or persons as the power holder may select from among the lineal descendants of the parents of the Grantor (other than the power holder) and/or one or more charities that are named under this Trust Agreement, provided that this restriction to the lineal descendants of the parents of the Grantor shall not apply if there are no such descendants then surviving.  The holder of a Power of Appointment must exercise such power, if at all, by making specific reference to such power in his or her Last Will and Testament duly admitted to probate.   In disposing of any property subject to a Power of Appointment, the Trustee may rely upon an instrument admitted to probate in any jurisdiction as the Last Will and Testament of the holder of such power.  If the Trustee has no written notice of the existence of such Will with a period of three (3) months after the power holder's death, it may presume that the power holder died intestate, and the Trustee shall be protected in acting in accordance with this presumption.

Unless otherwise expressly provided, no Power of Appointment shall be exercisable in favor of the Grantor, individually, the power holder, his or her creditors, his or her estate, or the creditors of his or her estate, nor shall any such Power be exercisable in satisfaction of any legal obligation, including any support obligation of the power holder, and the term shall be construed to be a limited power of appointment as defined in Sections 2041 and 2514 of the Code.

8.  Should there be a divorce clause? TC \l2 "
Typically where the drafting lawyer is representing both spouses this can be discussed and a joint representation letter can be put into place.  It is likely that the judge will consider the trust assets to be for the benefit of the beneficiary spouse, but this will vary from state to state and judge to judge.

If the Grantor’s spouse is not a client then consider a clause that will provide that, upon divorce, the beneficiary spouse is no longer a beneficiary, trustee or otherwise entitled under the document.

PLANNING CONSIDERATIONS WITH SPECIAL LANGUAGE THAT MAY APPLY WHETHER OR NOT THE GRANTOR’S SPOUSE IS A BENEFICIARY

1. 
If the trust also provides for health, education, maintenance and support or other payments to descendants, how will the trust be protected from a descendant’s support claims or other items for which state law permits penetration of a trust?

2. 
Appoint Trust Protectors.

3. 
Appoint Designated Representatives, with the power to waive accountings and to receive information that might otherwise have to be given to a beneficiary who is better served by not having all information.

TERMINOLOGY
•
Beneficiary – The party who receives benefits from a trust. 

•
Bypass trust – A trust that is funded to maximize the estate tax exclusion amount.

•
Donee - The party who receives something from another party. 

•
Donor – The party who gives or appoints something to another party.

•
Estate tax exemption amount – The amount permitted to pass free of federal estate tax. It is currently set at $5,120,000 for 2012. 

$ 
Generation skipping trust - A trust that is established to avoid estate tax on transfers to descendants who are more than one generation level from the grantor; i.e. grandchild.

•
Gift tax annual exclusion – The annual amount an individual is permitted to give to another person without incurring gift tax. It is currently set at $13,000 for 2012. 

•
Grantor/Settlor – The party who funds the trust. 

•
Marital deduction trust – A trust that is funded to maximize the unlimited marital deduction.

•
Power of Appointment – The power to appoint who will receive the donor's property. 

$ 
General power of appointment – The donee is permitted to appoint the property to anyone, including himself, his estate and/or his creditors.

$ 
Special/Limited power of appointment – The donee is not permitted to appoint the property to himself, his estate, or his creditors. 

•
Trust Protectors – The party appointed in a trust who has the power to change how trust assets will pass when the surviving spouse dies.

•
Trustee- The individual or entity that oversees and manages the trust assets. 
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