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Living trusts as a means {o
save estate taxes and avoid
probate

By Eri¢ D. Anderson and Sleven W, Rausch,
Overgaard & Davls, Chicago

This asticle is meant to familizrize practitioners wilh Lhe
use of living trusts as a means fo save estale taxes and
avoid probate, The estale 12x savings detailed in this adicle
are available with a will, but the avoidance of probate
requires fully funded living trusts, unless the person has
less than $50,000 in assets. In Ilinois, estates of $50,000 or
less can be distributed by the use of a small estate affidavit.
755 E.C5 5/25-1. Many of the nuances of this area of law,
especially when dealing with particolady large estates, are
well beyond the scope of this aticle.

Eslale and gift tax can be & complex area of law, This
asticle will simply try to convey a basic living trust estate
plan Tor a hesband and wife through the use of the Iatemnal
Bevenue Cede (“IRC") unlimited marital deduction, IRC §
2056, and the unified credit against estate and gift tax (uni-
fied credit), IRC § 2010. This common Mom and Pop
estale plan can save hundreds of thovesands of dollars in
estate laxes and avoid probate upon disability and death.

Mom and Dad America may come into your office and
tell you that they have heard great thinps about fiving
trusts, They will want to know what Hving trosts can do for
them. The answer is that a properly drafted and flly fund-
ed {iving trust can for many save bundreds of thousands of
dellars in estate taxes and allow them to avoid probate
court costs, fees, lime delays, and inconveniznces upon dis-
ability and death,

In 1999 the IRC vnified credit against estate and gift lax
is $215,300, What Lhat means is that every person whao dies
in 1999 can leave upon death (or have given away during
life} assets wilh a total value of op fo $650,000 estatafgift
tax free, That is because the estate/pifi tax on $650,000 is
$215,300. The $630,000 is called the “zpplicable exclusion
amount.,” IRC § 2010{c). The unified credit (and thereby
the applicable exclusion amouatl) will increase incremental-
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{y over the next seven years until 2006 when the exclusion
amount will reach $1,000,008. In the absence of further
congressional action there will be cost of living adjust-
ments to the 51,000,K in 2007 and thereafter.

The basic living trust estale plan is accomplished by cre-
ating separate living trusts for Mom and Dad. (It is possible
to do this with a single trust, although a single irest may
invite scrutiny from the IRS much more than if two sepa-
rate trusts are used.) Ownership of Mom and Dad’s assets
are transferred to the trusts and their trusts are made the
beneficiaries of certain accounts, Mom and Dad will be the
trustmakers, tustees, and beneficiaries of the trusts durng
their lives, and, therefore, they are not giving up any con-
trol over these assets. Also, they can modify or revoke each
of their trusts ducing Lheir lives, so their plans can be modi-
fied if their personal sifuations change.

The avoidance of Yiving (disahility} or death probate is
the easy part. Trust property is managed by & trustee
according to the dircctions in the trust. While alive, the
trustmaker is the acting trustee. Mom and Dad uwsually
name each other as co-iruslees and first successor trustees
of each other’s trust. When Mom or Dad is oo longer zble
to manage her ar his affairs because of disabilily or death,
the successor trustee immediately takes charpe without
having to go into couri. Successor trustess, after the sunviv-
ing spouse, are trusted persons such as children or bank
trust depariments, The clienls name their successor
truslees.

While Mom and Dad are alive, the frust assets will be
used for their benefit whelher or net they are acling as
trustees, When Mom and Dad have both died, the asseis
will be distributed to thefr inlended beneficiaries just like
with & will. But, unlike wilh a will, ihe couris do not have
1o get involved. No probate attorney fees or court costs will
be incurred.

Besiiles the cost savings of avoiding probale, the lime
saved through the use of living {rusts is a bupge benefit.
Upoa dealk or disability of a trustmaker the assets of a liv-
ing trust immedialely transfer to the successor trustee to be
administered according 1o the trustmaker’s Insirections in
the {mst. Whaen a will is probated the assets of Lthe estate
are tied up for 2 minimum of six months while the claim
perivd runs, and often much longer than that. Furthermore,
real estate is subject lo probate in the state where it is lecat-
ed. Placement of a real estate in a living trust will avold
such apcillary probate.

The estate tax savings occur when Mom and Dad have
both died. This is because 1the unlimited marital deduction,
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IRC § 2056, provides that a kusband and wife who are U.5,
citizens can leave an unlimiled amount of asseis to each
olher without paying any estate taxes. This sounds great,
but the IRS catches up with Mom and Dad on the death of
the survivar. Whea Lhe survivor of Mom and Dad dies he
or she can only pass on an amount equal to the applicable
exclusion amount estale tax free. With proper planning, at
the death of the survivor of Mom and Dad, they will be
able to pass on two times the appHcable exclusion amount
estate tax fres.

The plan requires that vpen Lhe death of the first to die
of Mom and Dad the decedent’s trust splits into two trusts,
ihe “credit shelter trust” and the "marital trust.” Let’s say
Dad dies first. With proper drafting Mom can be the trustee
of both Dad's credit shelter trust and marilal trust, as well
as her own trust. The credit shelter st is funded with
assets of Dad’s trust with a total value equal to the applica-
ble exclusion amount for the year of his death. For exam-
ple, in 1999 the credit shelter trust would be funded with
$650,000 in assets. The marital trust receives the rest.
Dad’s estate is net taxeble because he uses 1wo tools
allowed by the Inlema} Revenve Code: First, the $650,000
passed to the credit shelter trust utilizes Dad's applicable
exclusion amount and thus passes estate 1ax fiee; Second,
lhe assets passed to the marital trust ulilize the unlimited
marital deduction and also pass estate tax free. On the
dealth of the first to die af Mom and Dad there will not be
an estale fax to pay.

When Mom dies the IRS is going to deem Pad’s marital
trust assels as parl of Mom's estate. Therefore, the plan can
provide that Mom can do anything she wants with Dad's
marital trust ass¢ts, For convenieace, Mom may want to
transfer all the assets in Dad's marilal trust into her own
trust. Mom's use of the marital trust may be restricted as
long as she is entitled to receive all of the trust's income.
Restrictions on the use of the marilal trust are common in
siteations where there are children from a prior marriage.

However, if the trust is drafted properly, the assets of
Dad’s credit sheller trust will not be inciudible in Mom’s
estate. For this plan to work, Dad’s credit shelter trust must
provide that the principal can be used by Mom, if at all,
only for her health, suppor, maintenance, or education.
IRS § 2041(b){1)}(A}. Basically, if Mom needs the assels
for her support, she can use them. Also, Mom may receive
all the income generated by Dad's credit shelter trust, If
Mom does net use up the assets in Dad's credit shelter

" trust, upan her death the remainder will be distribuled to
the intended beneficiades estate tax free. Any prowth in
the value of Dad's credit shelter trust assels will also pass
estate tax free.

The fellowing example will demoastrate the estate fax
savings in this common plan. Let’s say Dad dies in 2004,
when the applicable exclusion amount is $850,000, and
Drad has enough assets in his trust so that a full $850,000
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goes into his credit shelter trust and $50,000 goes into his
marital trust. Now Mom dies in 2006 with $1,000,000 in
assels. This amount includes all the assets in her frust and
those remaining from Dad's marital trust. With this plan all
of the assefs in Dad's credit shelter trust and all of Mom’s
assets (including Dad’s marital trust), a total of $1,850,000,
will pass to Mom ard Dad’s intended beneficiaries estate
tax free. This is because the $850,000 in Dad's credit shel-
ter frust passed eslate tax free using Dad’s credit and the
remaining 51,000,000 uses Mom's 2006 credit of $345,800
(which has an applicable exclusion amount of $1,000,000).

If Dad had simply 1eft everything to Mom in the above
example, on Mom's dealh the intended beneficiares would
have to pay $367,500 in estale taxes out of those assels.
That is because all of Dad’s assels will be includible in
Mom’s estate for estate lax purposes. Mom still gets her
$345,800 estate tax credit, but it is not enough o cover the
$713,300 in estate taxes on $1,850,000, Obviously, estate
tax rates are very high. For example, at $650,000 the estate
tax rate is 37%,; at $2,000,000 it is 45%; and at $3,000,000
it reaches the maximum rate of 55%. IRC § 2001(h).

The above estate plaoning tactic is common and quite
basic, though the trusts have to be drafied carefully and the
clients should be advised properly so that the plan is fol-
lowed through. There are several mare csiate planning
devices that are commaonly used to reduce clenls' exposure
ia estate laxes. Examples of these are gualified lerminable
interest properiy trusts (*QTIPs™), which are common in
sccond marriage situations, generation skipping tax
("GST*) planning, and irwevocable life insurance trusts
("ILITs™}. With larger estates more involved devices such
as charilable [eadfremainder trusts (“CRTs"), and family
lmited parinerships (“FLPs") ate ofien worlhy of consider-
ation.

If you would like fo discoss estate planning further or
are looking for co-counsel or a referral attomey please feel
free (o call one of the authors at (312) 236-4646,
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pointers for purging files
By Scott Mittman

The ABA and olhers whe issue elhical rules tell you
that you don't have & general duly ta keep all files forever
and ever. But your good commeon sense tells you that when
it comes time to close clients’ files, many legal and ethical
issues should govem storing or destroying the information.

Your clienls and former clients reasonably expect that
you, their lawyer, will not prematurely or carelessly
destroy any of Lhe valuable or useful information in your
files. So, when closing files, the first thing to do is make
immediate contact with each affected client to delenmine if
the clicat wants the file refumed. If so, you may want ta
copy Lhe file before releasing it. If the client does not want
Lhe file, review it and place anything of value at the front to
make cerfain thal these items are not accidenially
destroyed.

Ideatly, you and/or your employer have a closed-file
retention or purge policy in place, Such a policy may
include the following guidelines for closing files:

1. Defore destroying any file, the lawyer or law firm
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