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The Best Ways to Transfer
Wealth and Cut Taxes for
the Next Generation
Collecting more taxes than is absolutely necessary is legalized robbery.
— Calvin Coolidge

Main Topics
•

Deﬁning income, estate and gift taxes

•

Avoiding estate and gift taxes

•

The importance of annual giving

•

Diﬀerent types of gifts

•

Tax traps on the death of the second spouse

•

The problem with B trusts intended for the beneﬁt of the spouse

•

The nastiest trap of all

•

Funding trusts with retirement assets

KEY IDEA
For married couples whose assets will not exceed $10 million
at their deaths, the main concern is no longer the federal estate
tax, but income taxes on inherited IRAs and retirement plans.
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Defining Income, Estate, and Gift Taxes
In previous editions of Retire Secure!, I wrote about the importance of proper
estate planning in order to avoid or minimize estate taxes. In the past, the
federal estate tax was a huge problem. One well-known horror story involved
Elvis Presley, whose net worth was about $10 million when he died. Unfortunately for his heirs, Elvis had not planned well and, after taxes, probate costs
and attorney fees, they were left with less than $3 million, the majority of
which came from his famous home, Graceland. The executor put Graceland
up for sale, but had no buyers. The estate didn’t even have enough cash to
continue paying the utilities on the property and, out of economic necessity,
the decision was made to turn it in to a tourist attraction. Luckily, that worked
out very well for his daughter, but if it hadn’t, the property would likely have
been foreclosed on and Elvis’ estate would have been worth nothing. The IRS
has made changes in recent years that make those taxes applicable to far fewer
people. So it’s important to understand how taxes affect you during your lifetime, and also how they impact your family after your death.
In its simplest form, the federal gift and estate tax system is a transfer tax
levied when individuals transfer assets to others during their lifetime or at their
death. It is rare that individuals pay gift taxes during their lifetime. Therefore,
it is much more common for the transfer tax to be imposed on the transfer of
assets at their death.

Assets that you transfer to a spouse are treated differently than assets you
transfer to a non-spouse. If married, you are allowed to transfer an unlimited
amount of property to your U.S. citizen spouse, during his or her lifetime or at
death, free of transfer taxes. This is called the Unlimited Marital Deduction.
If your spouse is not a U.S. citizen, the situation is more complicated and is
beyond the scope of this book.

With respect to transfers to non-spouse beneﬁciaries, the IRS sets the
upper limit on how much money individuals are allowed to transfer to others
each year and during their lifetime before they incur a transfer tax. In 2015, you
are allowed to give gifts of up to $14,000 each year to one individual and a total
of $5.43 million over your lifetime. If you gift more than the annual amount
allowed, you are required to file a gift tax return, and the excess gift reduces the
amount of your estate that will be taxable at your death. The American Taxpayer
Relief Act of 2012 (ATRA) provided that the annual gift limit will be increased
for inflation. ATRA also provided that the lifetime limit, formally called the
Lifetime Gifting Exclusion, will equal the federal estate tax exemption. In 2015,
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there is a $5.43 million federal estate tax exemption. So in 2015, the Lifetime Gifting Exclusion amount that an individual can use, which allows him
to transfer to non-spouse beneﬁciaries during his lifetime without incurring a
federal gift tax is also $5.43 million. Sometimes the terms are used interchangeably, but they’re really two different things. It’s just important to understand
that if you gift more than the annual limit, the amount of your estate that can
be excluded from federal estate tax is reduced by the amount of the excess gift.
Please see additional discussion under Gift Taxes later in this chapter.

The amount that you are allowed to transfer at death without incurring
a federal estate tax to non-spouse beneﬁciaries is referred to as the Applicable
Exclusion Amount. The Applicable Credit Amount (formerly, and now often
incorrectly, referred to as the Uniﬁed Credit Amount) is the amount of federal
estate tax that would be due on the Applicable Exclusion Amount but for
the existence of the credit. In 2015, the Applicable Exclusion Amount equals
$5.43 million. The Applicable Credit Amount (the amount of federal estate
tax that would be due on $5.43 million but for the credit) equals $2,117,800.
Married individuals may each transfer an amount equal to the Applicable
Exclusion Amount to non-spouse beneﬁciaries. Any reduction of the Lifetime
Gifting Exclusion due to excess gifts in years prior to your death will also have
the effect of reducing your Applicable Exclusion Amount for estate tax purposes. (We include the historical data as well as current data to highlight the
fluctuations in the amount).
Applicable Exclusion Amounts
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015

$675,000
$1 million
$1 million
$1.5 million
$1.5 million
$2 million
$2 million
$2 million
$3.5 million
Estate tax is repealed
$5 million
$5.12 million
$5.25 million
$5.34 million
$5.43 million
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George Steinbrenner, the owner of the famed New York Yankees franchise, died on July 13, 2010 – the only year in which the federal estate tax was
repealed. If he had died one year earlier or later, his widow and children would
have paid an estimated $500 million to $600 million in estate taxes.

The limits in 2011 and beyond are significantly higher than the limits
allowed up to 2001, which never exceeded $675,000. This means that estate
plans that were drafted prior to 2002, especially those that included Marital
(or A/B) Trusts, are more than likely outdated and perhaps counterproductive.
We will explore this idea further a little later in this chapter. With the inherent
flexibility of the estate plans our law office drafts, we are less concerned about
redrafting issues than other estate firms might be.
If our office did not draft your wills and trusts, or if you have not had your
estate planning documents reviewed in more than ten years, you should put
that on your “to do” list. It is quite possible that your old plan won’t provide
for your heirs in the way you intended, and worse, it is very likely that you will
seriously constrain your spouse’s access to the family money. Furthermore, you
could dramatically increase income taxes for the next two generations. Please
read on, this is very important.
As you have seen, the Applicable Exclusion Amount has changed frequently over the years, and it is likely there will be further changes in the
exemption amounts during our lifetime. Fortunately for our clients, the estate
plans that we draft will survive intact in the face of most changes to the exemption amount. Let me show you how to build a ﬂexible estate plan that accommodates scheduled changes and adapts for changes about which we can only
speculate.
Please note, this book does not address the potential impact of estate
taxes assessed by individual states because they are far too varied.
Prediction is very difficult, especially if it’s about the future.
— Niels Bohr

Given that the Applicable Exclusion Amount is a moving target, I think
the safest way to plan is to recognize that your family may or may not be subject to the federal estate tax in the future. Whether your estate will be subject to
federal tax will be determined by the combination of what your estate happens
to be worth at the time of your death, what the Applicable Exclusion Amount
equals in the year of your death, and how well you plan. That said, unless the
Applicable Exclusion Amount drops precipitously, for most readers, it will not
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be a significant issue—the greater challenge will be minimizing income taxes
on IRAs and retirement plans.

Avoiding Estate and Gift Taxes
In the United States there are several common ways to avoid federal gift and
estate taxes. The ﬁrst is simply to die with less than the Applicable Exclusion Amount (subject to exceptions) in your estate. That sounds obvious, but
with the shifting Applicable Exclusion Amount, it becomes problematic, and
planning for individuals with total estates over $5.43 million, or estates that
have the potential to grow greater than $5.43 million, becomes more challenging. Alternatively, if Congress in its infinite wisdom decides that it needs to
collect even more tax revenue from its citizens, we could see lower exemption
amounts again in the future. If that happens, retirees who thought they did not
have enough money to worry about estate taxes may find themselves with an
enormous tax problem—and they didn’t even have to hit the lottery to do it.
Another way to minimize estate taxes is to make sure that you take
advantage of the unlimited marital deduction. The unlimited marital deduction allows you to transfer, tax-free, an unrestricted amount of assets to your
spouse at any time, even after your death. At a minimum, the unlimited marital
deduction leads to a deferral of federal gift and estate taxes, and may even lead
to avoiding the taxes entirely depending on y o u r spouse’s spending and the
federal estate tax exemption at the time of your spouse’s death. As long as your
spouse is a U.S. citizen, he or she is entitled to inherit an unlimited amount
of money from you, without paying any federal estate taxes. This applies to
retirement plans, IRAs, and every other type of asset. As mentioned above,
the state rules vary.
I will discuss additional ways to minimize and perhaps avoid federal gift
and estate taxes (and state inheritance taxes) later in this chapter.

How You Can Save Millions without Spending a Nickel
on Attorney Fees: The Importance of Annual Gifting
A lawyer is a learned gentleman who rescues your estate
from your enemies and keeps it himself.
— Henry Peter Brougham
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I had an uncle who planned to take his money with him. Why else wouldn’t he
make annual gifts to his deserving children and grandchildren? Why would he
allow that money to be taxed at 50 percent and make his family wait until after
he died to enjoy what was left?

If your estate could possibly approach the Applicable Exclusion Amount
(in 2015, $5.43 million or $10.86 million if you are married), or if you are
afraid that Congress will lower the exemption amount, gifting can be an excellent strategy. Control is nice, staving off the fear of running out of money is
important, but saving what could be hundreds of thousands of dollars in estate
taxes for your children is also important. Of course you have to consider your
own individual circumstances. If you are in a position where gifting is advisable,
I offer a short description of the most basic types of gifts.

Different Types of Gifts
I like to focus on three important forms of gifts:
The most important estate
planning tool for many
people is simple gifting.

1. The classic maximum allowed per year
per beneﬁciary ($14,000 in 2015),
usually given to children
2. Gifts of education

3. Gifts of Second-to-Die insurance
The most important estate planning tool for many people is simple gifting. Before you even look at all the more sophisticated gifting models, seriously
consider plain old, non-sexy gifts of the maximum allowed per year per beneficiary (or more, if you buy my argument below).

MINI CASE STUDY 11.1

The Measurable Benefits of Simple Gifting
Tom and Judy, both 60 years old, have two children and four grandchildren. Even though they have grown their estate to $4 million, they
are relatively frugal. They live comfortably on their pensions and Social Security and they don’t want Uncle Sam to get any of their hardearned money at their deaths. At the very least, they want to drastically reduce the taxes their children will owe upon their death. Let’s
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assume they reject all of the more sophisticated gifting techniques.
They opt for simple gifts of $14,000 per year per beneficiary (with
adjustments for inflation). They have six beneficiaries and each parent may give $14,000 per year per beneficiary. Thus they give away
$168,000 (6 x $28,000 per donee) per year. Their plan is to continue
making these gifts as long as they are comfortable with their own
finances. They know that if they do nothing, they run the risk of
growing too old and too rich, and may have no options left to reduce
taxes.

Of course, one of the reasons this example can be debated is because we
really have no way of predicting what future estate taxes are going to be. This
lack of predictability is a terrible problem for estate planners, and they have
different methods of handling it.

Let’s consider another aspect of simple gifts. If you are married and you
have sufficient assets to do so, you and your spouse can give $28,000 in 2015 to
your child without eating into your combined Applicable Exclusion Amount
($10.86 million in 2015). If your child is in a committed relationship, you and
your spouse can also give an equal gift to your child’s partner or spouse. In 2015,
that means you can give a total of $56,000 to that couple without triggering
the federal gift tax currently, or affecting your Applicable Exclusion amount.
But suppose that, for whatever reason, you want to give your child $100,000.
Assuming that you can afford to, go ahead and give it to him.
But wait, you cry, if I give $100,000 to my child, I will eat in to my Applicable Exclusion Amount. So what? If you give a $100,000 gift to your child
and only $28,000 is exempted, it is true that $72,000 of your credit will be
used. If your taxable estate is not likely to reach the Exclusion Amount, does
it matter if the credit is used during your lifetime or after your death? Yes, you
will be required to file a separate gift tax return when you make the gift, but
that is not a big deal. The significance of this is
The significance of this is
that, assuming that you can afford it, you can
that, assuming that you
now give as much money as you want to your
can afford it, you can now
children, grandchildren, or any other person.
give as much money as
Notice that I said “assuming that you can
you want to your children,
afford it” when saying that it is okay to give your
grandchildren, or any
child a large gift. If you’re the child who receives
other person.
such a gift, it’s a good idea to first make sure that
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your parent can afford to give it to you. Some people might think that it’s okay
to use an aggressive gifting strategy in order to prevent their assets from being
seized to pay for nursing home care. That’s a really bad idea. If your parent does
not have nursing home insurance, they are required to use their own assets to
pay for their care. Nursing home stays are very, very expensive. If your parent
does not have sufficient assets to pay for their care, Medicaid will “look back” at
any gifts or transfers they have made within the past five years. If any gifts were
made during that period, the value is used to calculate an equivalent period of
time for which your parent will be ineligible for Medicaid. If you want your
parent to continue to have nursing home care, that means you’ll be paying their
bill out of your own pocket.

I still see a lot of parents who give gifts that are limited to the annual
maximum, and I don’t know why because they have more than enough money
to comfortably make larger gifts. If you exceed the annual gift maximum, you
have to file a gift tax return, but I don’t think that’s a big deal. Some people
choose to limit their gifts to the annual maximum because they are afraid that
the government will lower the federal exemption amount, and they’ll have
used up more of their lifetime limit than they planned. That’s possible, but it
would have to be a huge reduction in order to affect most people. I would still
rather take that chance and get the money to the kids when they need it most
rather than at your death. They might be too old and rich to really appreciate
it like they would now.
I don’t want to get into the psychology of whether it harms a child or
grandchild to receive too much money too early in their development. I think
that is actually a critical issue, and I have had several experts who discussed
these issues on my radio show. (Please see www.paytaxeslater.com and click on
“Listen on Demand” and scroll down to the shows that feature Roy Williams
and Neale Godfrey). In my example above, I have assumed that isn’t an issue
for the purposes of the gift. To make it clear, I would feel better about large
gifts if your children are old enough that their financial values are well formed,
and you don’t feel that making significant gifts would harm their personal
development or motivation.

Whether your estate will be subject to federal estate will depend on the
year of your death, and the taxable balance of your estate. I do not like to
assume there will be a tax, nor do I want to ignore the possibility that estates
that are well under the current Exclusion Amount may be subject to estate
tax in the future. I like to make wise choices that work out well for the family, whether there is an estate tax or not. For whatever it is worth, most of my
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clients hurt themselves and their families by not gifting more until they died,
or until their kids were really too old to appreciate the money. (This doesn’t
include the irrational parents who can’t afford to support their ne’er do well
children, but do anyway). On to another important type of gift.

The Gift of Education: A Favorite for Grandparents
Economists report that a college education adds many thousands of dollars
to a man’s lifetime income— which he then spends sending his son to college.
— Bill Vaughan

Most grandparents who can afford it (convincing them they can afford it is a
different matter) like the idea of at least partially funding their grandchildren’s
college education.

Grandparents as well as parents can pay tuition (as well as medical
expenses) directly for their children or grandchildren, and, as long as they are
paid directly, these payments do not count against the $14,000 annual gift
exclusion. These direct payments for tuition as well as direct payment of medical expenses could almost be considered a fourth type of major gift.

Section 529 College Savings Plans are really a variation of a gift. Section
529 plan contributions, which presumably will be used by the beneﬁciary for
college expenses, are unique in that when you die, the proceeds of the gift and
the appreciation of the gift are outside your estate. But while you are alive, you
retain the power to take the money back if you like. Though I have never seen
anyone take back a Section 529 plan contribution, the assurance that the donor
has that option appeals to practically every grandparent.
Section 529 plans accomplish the following:
•

provide income tax-free growth

•

give you the freedom to change beneﬁciaries within the family,
including ﬁrst cousins

•

allow you to divert the fund from the beneﬁciary back to the contributor and use the proceeds for non-qualifying purposes (subject
to a 10 percent penalty)

•

are excluded from the estate of the contributor
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These four factors make deciding to invest in a Section 529 plan compelling, particularly for wealthy grandparents who want to provide for their
grandchildren’s education. Joe Hurley’s web site, www.savingforcollege.com, is
one of the best web sites, if not the best, for Section 529 plans.

Gifts of Life Insurance Premiums
You don’t buy life insurance because you are going to die, but
because those you love are going to live.
— Unknown Author

Many planners used to recommend Second-to-Die life insurance to pay the
estate tax at the second death. I’ve always liked Second-to-Die life insurance
for a different reason – it’s so income-tax efficient. True, it was a very effective
way for my clients to save estate taxes, but saving income taxes is now the better
reason for most readers of this book to consider Second-to-Die life insurance.
I cover this topic in detail in Chapter 12. If you can afford the premiums and
are looking to pass money to the next generation, Second-to-Die insurance
is worthwhile whether there is an estate tax or not. In Chapter 15, we warn
of the potential death of the stretch IRA. Of course, there are many types of
insurance besides Second-to-Die that are worthwhile variations of a gift. I
emphasize Second-to-Die insurance because it is the classic solution, and because in general it has the lowest premium for the highest death benefit. Please
note, however, I would only recommend Second-to-Die life insurance if the
underlying investment in the insurance policy seemed like a reasonable investment even if it is not used to pay income or estate taxes. Usually it is. Please
refer to Chapter 12 for a more detailed discussion regarding Second-to-Die or
survivorship life insurance.

Variations on Gifts
There are a number of sophisticated estate planning techniques that are really
variations of making a gift. They include:
•

Gifts beyond Annual Exclusion gifts that consume the Lifetime
Gifting Exclusion (which we discussed above)

•

Family Limited Partnerships
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•

Grantor Retained Annuity Trusts

•

Grantor Retained Unitrusts

•

Intentionally Defective Grantor Trusts

•

Private Annuities

•

Qualified Personal Residence Trusts

•

Irrevocable Trusts, including Life Insurance Trusts

•

Life Insurance without trusts but owned by the heir, not the client

•

Generation-Skipping Trusts
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I leave discussions of most of these and other legitimate estate planning
techniques for another lawyer whose clients are worried about federal estate
tax because they have estates that are worth more than the Applicable Exclusion Amount.

Gift Taxes
This section could be skipped by most, but some people really want to understand the gift and estate tax and, frankly, it is tricky. If your gifts exceed the
$14,000 annual exclusion amount, the excess is subject to a graduated gift tax
with rates ranging up to 40 percent in 2015. To avoid owing gift tax, you may
elect to deduct the excess of the gift over and above the $14,000 from your
Lifetime Gifting Exclusion. For example, Daddy Donor chooses to give his
son a gift of $64,000. Of that money, $14,000 takes advantage of the annual
exclusion. The $50,000 is subject to the gift tax. Daddy elects to have the
$50,000 deducted from his Lifetime Gifting Exclusion rather than pay the gift
tax. In 2015, this leaves him with $5,380,000 that can be used for additional
tax-free gifts.

It is important to make this election by ﬁling a gift tax return, Form 709.
That tells the IRS that the gift consumed part of your Lifetime Gifting Exclusion. More importantly, ﬁling the gift tax return starts the statute of limitations
on the gift. This is particularly important in the event that the value of the gift
could be open to interpretation, such as a gift of an interest in a family-limited
partnership, a piece of land, a business, or any other asset that by its nature
is difficult to value. It is conceivable and common among proactive wealthy
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clients and readers to use up part or all of their Lifetime Gifting Exclusion
during their lifetime, depending on the nature of their lifetime gifts to nonspouse beneﬁciaries.
The best strategy for wealthy clients who could end up in a taxable estate
situation is to take advantage of the annual $14,000 per year per beneﬁciary
exclusion, assuming they can comfortably afford to make those gifts. If the
annual gifts of $14,000 per year are not sufficient because there is still too
much money left in the estate, further gifts that consume a portion of the
entire Lifetime Gifting Exclusion can still be a good idea. Though annual gifts
above $14,000 will eat into the Lifetime Gifting Exclusion and reduce what
may be inherited at death without tax, it also transfers out of the estate all the
appreciation that would have been in the estate had the gift not been made.

MINI CASE STUDY 11.2

Gifts That Use the Total Applicable Exclusion Amount
Jill, a widow with a pension and Social Security that covers her needs,
has $8 million and only one beneficiary, her daughter Lucky. Giving
away $14,000 per year to Lucky is fine, but it hardly makes a dent
in the potential estate tax at Jill’s death. Therefore, the annual gifts
of $14,000 to her daughter will not be part of this example. Instead,
let’s compare what happens if Jill gives Lucky $5 million this year vs.
making no gift. Also, assume Jill gets 7 percent on her remaining $3
million, and she lives 10 years.
To simplify the math, use the rule of 72s, which roughly holds
that Jill’s money will double in 10 years. Let’s also assume a flat
50 percent estate tax. If Jill gives her daughter $5 million and is
left with $3 million, her estate will double to $6 million at her death.
Unfortunately we cannot predict what the exclusion amount will be
at the time of her death, but let’s assume that it’s $6 million. If the
Applicable Exclusion is $6 million at the time of her mother’s death,
Lucky will have to pay estate tax on $5 million (total estate of $6
million plus $5 million—the amount of the Lifetime Gifting Exclusion
used—minus $6 million—the Applicable Exclusion Amount at Jill’s
death). Assume for this example that the estate tax rate at the time
of Jill’s death is 50 percent. Using the flat 50 percent estate tax
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rate, Lucky pays $2.5 million in taxes. In the meantime, Lucky also
earned 7 percent on her $5 million gift, which is worth $10 million at
the time of Jill’s death.
Because Jill made the gift before her death, Lucky will have
$13.5 million – $6 million inheritance less $2.5 million estate taxes,
plus her own $10 million.
If Jill did not make the gift, her estate would have grown to $16
million. Her exclusion amount at the time of her death is $6 million,
so Lucky would have to pay tax on $10 million, which would be $5
million in estate tax. Lucky would be left with $11 million. By using
the applicable Lifetime Gifting Exclusion in the prior example, Jill
managed to increase Lucky’s inheritance by $2.5 million.
In the real world, this concept will more likely apply to state
inheritance and estate taxes, and the savings will not be as great
as shown here. Jill would probably be well advised to make a leveraged gift such as a grantor retained annuity trust (GRAT), a family
limited partnership (FLP), a gift of life insurance, or one of the other
gifting techniques. Lawrence Katzenstein, an excellent estate attorney with a head for figures and a heart for charity, presented a
wonderful original analysis at the Heckerling Institute. He showed
that in many cases under the previous law, it was prudent to make a
gift so large that it triggered gift taxes while the donor was still alive.
The result of the gift and the gift tax paid was a reduction of the
overall tax burden at death. The problem with using that analysis
today hinges on the uncertainty of future investments and, perhaps
more importantly, future changes in the amount of the federal exemption. If a couple who had $6 million had taken that advice earlier,
they would have unnecessarily paid gift taxes when there is little
likelihood of them having to pay federal estate taxes. I would hate
to see you pay gift tax now and then later, through changes in the
law and/or in your portfolio, find out that you would not have been
subject to estate taxes anyway.

In prior years, the Lifetime Gifting Exclusion was less than the Applicable Exclusion amount. This meant that, if you gave away more than the Lifetime Giving amount, you would have triggered an immediate gift tax problem.
This changed with the American Taxpayer Relief Act, which made the Lifetime Giving Amount the same as the Applicable Exclusion amount. Unfortu-
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nately, that limit does change. Once your excess lifetime gifts are greater than
the Lifetime Gifting Exclusion, the excess cannot be applied to the Applicable
Exclusion Amount, but rather you must pay the gift tax.

The Importance of Having After-Tax Dollars to
Pay Taxes and Expenses
There is an entire world of literature just on gifting, both simple and sophisticated techniques. I include this brief summary because it is such an important
area. It is also particularly important for large estates that are IRA heavy. If
clients follow my advice and spend (or give away) their after-tax dollars before
their IRA dollars, they will be left with IRA dollars at the end of their lives.
Many readers have large IRAs and not much else. The current estate tax thresholds are high enough that few individuals have to worry about estate taxes, but
this is worth mentioning for wealthier individuals or if the threshold is reduced
in future years. If you die with nothing but IRA dollars, and your heirs need
money after you die for expenses, taxes, or even their own personal needs, they
will have to go into the inherited IRA. When they go into the inherited IRA,
the distribution triggers income tax. In addition to the immediate income tax
on the withdrawal from the inherited IRA, beneﬁciaries lose the opportunity
to stretch (defer taxes) on the inherited IRA to the maximum possible. Of
course, if the “Death of the Stretch IRA” legislation passes (see Chapter 15),
then this problem of accelerated income taxes will become a nightmare for
beneficiaries of IRAs and retirement plans.
Worse yet, if a beneﬁciary has to make withdrawals from the inherited
IRA to pay estate costs, he’ll end up in a horrendous situation where the
withdrawal from the IRA triggers federal and possibly state income tax, and
when the only source of paying the income tax is the IRA, then further withdrawals will trigger more taxes—withdrawals and taxes ad nauseam. This is
a circular calculation that makes me want to weep. If you know that your
estate will be subject to estate settlement
If you know that your
costs, it is particularly important to make
estate will be subject to
sure that there are after-tax dollars available
estate settlement costs, it
to pay them. Preferably, the money available
is particularly important to
to pay those costs will be in the hands of the
make sure that there are
heir no later than when the estate is settled.
after-tax dollars available
That is, during the life of the IRA owner, he
to pay them.
makes gifts (either simple, sophisticated, or
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through life insurance) to his beneﬁciary so that the beneficiary will have a
stack of after-tax money on hand to pay any estate costs. In the event the IRA
owner dies in a situation where, because of the increased Applicable Exclusion Amount, there is no tax, there is nothing lost; in the case of Second-toDie life insurance, it can be an excellent investment for the family with or
without the estate tax.

MINI CASE STUDY 11.3

Using Life Insurance to Pay Estate Taxes
Joe and Carol, both 70 and in good health, have an estate of $6
million consisting mainly of Joe’s IRA. In addition to their portfolio,
they have a pension and Social Security income. Depending on a
number of factors, there is a reasonable chance that their family will
never pay estate taxes when Joe and Carol die. On the other hand,
legislative changes may be enacted that make it a possibility.
They are interested in passing on a significant amount of money
to their heirs. They examine the benefits of a Second-to-Die life insurance policy. They decide they can safely afford the premiums for
$500,000 worth of coverage. They know that one of the benefits of
the coverage is that upon the second death, their beneficiaries will
receive $500,000 free of income and estate taxes. If they have a taxable estate, that $500,000 could go to pay the taxes and expenses,
and the beneficiaries would be able to preserve the stretch IRA. This
is a classic and effective planning strategy.
Suppose that at the second death, the amount of the survivor’s
estate is less than the Applicable Exclusion Amount so that the
only costs will be the expenses of administering the estate and the
state inheritance tax. The $500,000 purchase of the Second-to-Die
policy will still have been a good decision because, assuming a
good and appropriate choice of policy, it is a good way of passing
on wealth even in the absence of the estate tax.

The idea of buying life insurance may not be appealing to some readers,
but the fact remains that it can be a very effective way to pass wealth to the
next generation. If your estate is “IRA heavy,” and you don’t have a lot of assets
outside of your retirement plan, I encourage you to examine the numbers in the
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Second-to-Die analysis before rejecting the idea out of hand. If you can’t afford
to pay the premiums, your beneficiaries might want to consider doing it for you
since it will ultimately protect their inheritance.

Some ﬁnancial advisors have “pension rescue” programs. Under the right
circumstances, these programs are a good idea. They are variants of what is
recommended in the gifting section.

The pension rescue involves taking a portion of your IRA, paying tax on
the IRA distribution while you are still alive, and giving the proceeds to your
beneﬁciaries. This serves to reduce your estate and to provide your beneﬁciaries
with after-tax dollars to pay any estate taxes. This strategy is often combined
with the purchase of life insurance (often a Second-to-Die policy) where the
proceeds from the IRA distributions are given as gifts to children (usually
through a trust) to purchase life insurance on the parents. When the policy
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matures (in other words, when both parents die), the insurance proceeds are
distributed to the children who can then use the proceeds to pay any estate
taxes or other expenses.

Conceptually, pension rescue is similar to a Roth IRA conversion. In both
cases, the IRA owner is paying taxes sooner to move money into an environment,
either the Roth IRA or the insurance policy, where it will grow income tax-free.
The advantage of the Roth IRA conversion is that it will beneﬁt the IRA owner
as well as his heirs. The beneﬁt of the pension rescue is that unlike a Roth IRA,
the proceeds of the policy, if set up correctly, will be outside the estate.

Get Rid of Those Old A/B Trusts
One method of minimizing federal estate taxes in the past had been to draft
a trust where upon the death of the ﬁrst spouse, one Applicable Exclusion
Amount was moved into the trust so that the estate was protected from estate
taxes on that amount. This traditional estate plan used two separate trusts: the
A trust (Marital Trust) and the B trust (Uniﬁed Credit Trust). The surviving
spouse had the right to use any and all income and principal from the A trust.
Typically the spouse’s access to the B trust was limited; he or she received the
income from the trust, but could only invade the principal for health, education, maintenance, and support. Sometimes there was a “5 and 5” clause, meaning the surviving spouse could also invade the principal of the trust for the
greater of $5,000 or 5 percent of the corpus or principal of the trust. If, when
the second spouse died, his or her total assets, in combination with the A trust,
equaled more than the Applicable Exclusion Amount, the money would be
subject to federal estate taxes. On the other hand, because the B trust was
not owned by the surviving spouse, the B trust was not considered part of the
second spouse’s federal estate and was, therefore, not subject to estate tax at his
or her death.
This was high-tech planning ten years ago, but the American Taxpayer
Relief Act of 2012 introduced a concept called portability that makes it completely unnecessary. Portability means that if the first spouse dies and the value
of their estate does not require the use of the deceased spouse’s entire Applicable Exclusion Amount (which is $5.43 million in 2015), then the unused
amount of their exemption can be transferred to the surviving spouse. This is
called the Deceased Spouse’s Unused Exclusion Amount (DSUEA). So let’s
say that your spouse dies in 2015 and leaves $5 million to you, and $3.43 mil-
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lion to your children. There is no federal estate tax due at your spouse’s death,
because there is no limit to the amount of money that you can leave to your
spouse, and the amount that was left to your children is less than his Applicable Exclusion Amount. And, since your spouse didn’t use $2 million of the
$5.43 million exemption he was entitled to, it is transferred to you. If you also
die in 2015, you can leave an estate of up to $7.43 million (your own $5.43 million plus your spouse’s unused $2 million), and it will not be subject to federal
estate tax either.

Wow! This can be a confusing chapter but it is very important to complete your estate planning. Take your time and read this chapter twice
if you need to. Although it is not pleasant to think about your passing
on, it’s important to anticipate the needs of your heirs. After all, none
of us get out alive. You want to be sure your family will continue to be
taken care of after you are gone.

The Cruelest Trap of All
What follows is an analysis of how bad it can be if you have fairly standard
wills and trusts that you have not updated within the past five years. The quick
analysis: It is nasty. The quick conclusion for clients with traditional documents
and estates of less than $5.43 million: It is time to review your wills and trusts.
The problem lies in the use of confusing but commonly included language “the spouse shall receive an amount equal to the maximum marital
deduction amount available after taking into account the applicable credit
amount.” What a mouthful! But if your will and/or trust uses a formula indicating the maximum marital deduction with language like this, chances are
that, under current law, the document requires the dreaded mandatory funding
of the B (exemption equivalent) trust, even if funding it is no longer a good
idea. Unfortunately, many old wills and trusts do contain this language (or
similar language), and in light of the higher exemption amounts, it creates
a terrible trap for the surviving spouse. With the higher exemption amounts
now in place, you must take action and reevaluate your wills, trusts, beneﬁciary
designations, IRAs, etc. Don’t let your inertia compromise your spouse’s comfort after your death.
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The Details of the Nasty Provision

Let’s assume the will or revocable trust or beneﬁciary designation of the IRA
or retirement plan creates a trust (B trust, Uniﬁed Credit Amount Trust)
as described above. Upon the death of the ﬁrst spouse, the Applicable Exclusion Amount is automatically paid into this trust. Though this isn’t
mechanically accurate for the purpose of the IRAs or retirement plans, it
is conceptually accurate. The trust will pay income to the surviving spouse
for his or her life and provide the right to additional money for the health,
maintenance, and support of the spouse. The trust may even allow the spouse
to invade the principal for $5,000 or 5 percent of the trust, whichever is
greater, and may have additional provisions allowing invasion of principal for
children or grandchildren, if needed. At the death of the surviving spouse, the
trust is usually distributed to the children equally.
Under the old law, this type of trust helped save a lot of money on estate
taxes, but unfortunately, under the new law, it creates a trap for the surviving
spouse. Most of these trusts are structured so that:
1. The Applicable Exclusion Amount (it was $1 million in 2003,
and now is $5.43 million in 2015) is distributed to the trust.
2. The balance of the estate (if any) is distributed to the surviving
spouse.
The complication is that as the Applicable Exclusion Amount increased
and the concept of portability was introduced, fewer and fewer second estates
will be large enough to be subject to federal estate taxes. Thus, if the ﬁrst
spouse leaves everything to the second spouse, at the death of the second
spouse the combined estates may still be under the threshold of the amount
subject to federal estate tax. The raised exemption amounts mean fewer
estates will be subject to estate tax, which means fewer estates will beneﬁt
from this trust. The spouse or family may not beneﬁt from this trust, but the
trust may be activated anyway because of the language in the will.

If you have the type of documents that will force an amount equivalent
to (or less than) the Applicable Exclusion Amount into the B trust, this may
mean that your existing documents will put most—if not all—of your assets
into the trust, severely constraining the finances of your surviving spouse.
There are some circumstances where these old trusts are still preferable even
considering the higher exemption amount, but this is obviously a topic that
should be reviewed by an attorney who has expertise in this field.
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Unintentionally Disinheriting the Surviving Spouse
Let’s assume that we have a husband whose IRA is worth $1.43 million and
his wills and trusts haven’t been updated for years. The beneficiary of his IRA
is his exemption-equivalent-type trust. If he dies in 2015, and his will has
the confusing but common language I mentioned above, all of the money
would go into the trust at his death. This is because the Applicable Exclusion
Amount is $5.43 million in 2015. If the IRA is the couple’s main asset, we
have just created a ﬁnancial catastrophe, because all of the wife’s money is now
controlled by the trust.

Many surviving spouses will be unhappy to ﬁnd that as a result of the
increased exemption amounts, more money is going to a trust for their beneﬁt
and less money is going directly to them. There is a strong chance the surviving
spouse would prefer to have the money directly rather than in trust, particularly when there is no tax-savings beneﬁt of the trust. In this instance, a simple
“I love you” will or beneﬁciary designation of the IRA or retirement plan would
have been sufficient to avoid estate taxes at the second death.
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“I love you” wills are quite common and serve an important purpose. The
will says, “I leave everything to my spouse, and my spouse leaves everything
to me.” At the second death the money is divided equally among the children.
In the above example, having a simple “I love you” will would have been
sufficient to avoid estate tax. At the ﬁrst death, the surviving spouse would
have received the $1.3 million and used the unlimited marital deduction to
avoid estate taxes. At the second death, the surviving spouse’s total estate will
likely be less than the Applicable Exclusion Amount. Thus, there will be no
estate tax and no messing around with an unnecessary trust. Not only was the
entire complicated estate plan misguided and unnecessary, it also poses serious
problems for the surviving spouse and the rest of the family.

Though it is not overly costly to draft these trusts, living with them after
the death of the ﬁrst spouse until the second death is far more costly in terms
of fees (at a minimum, you have to prepare a special annual trust tax return),
aggravation, and restrictions on the surviving spouse. Most surviving spouses
want control of all the assets of the marriage and don’t want to deal with a
trustee to get access to their money. Although loss of control is less of an issue
when the surviving spouse or family member is the trustee of the B trust, the
trust can still pose unnecessary expenses depending on the surviving spouse’s
circumstances at the time of the ﬁrst spouse’s death. With the rapidly changing estate tax exemption amounts, the vagaries of the stock market, and the
big unknowns such as “When will you die?” and “How much money will be in
your estate?,” you could incur burdensome and unnecessary expenses and lose
control of your money. Worse yet, there is no beneﬁt at all from the estate plan
for that couple. Individuals who have plans similar to the one referenced above
are advised to consider the beneﬁts of revising their estate plans.

While there are advantages and disadvantages to the B trust, a good solution to the problem is provided in Chapter 15.

What If Retirement Assets Will Fund the Trust?
What if the assets that fund the trust are retirement assets (IRAs, 401(k)s,
403(b)s, etc.)? Then, after the IRA owner dies, the Required Minimum Distribution from the trust is based on the life expectancy of the surviving spouse.
At the death of the surviving spouse, the children are required to maintain
distributions at the rate established when the surviving spouse was alive. Under
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the old rules, the result was an enormous acceleration of distributions from the
retirement plan. Does this mean that a trust is a bad thing? Not necessarily, but
I’m going to refer you to Chapter 13 for more details about that.

A Key Lesson from This Chapter
Don’t get caught with an estate plan that automatically
transfers the Applicable Exclusion Amount into a B trust.
Sometimes that type of plan is just bad, other times disastrous, although admittedly in some circumstances, it
may be okay.

