Trusts – Spring ‘07
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CLASS 1

What is a Trust?

A trust is a written document that allows a person to transfer wealth, to dictate how the wealth is to be transferred to, and to whom the wealth is to be transferred.

Intervivos trusts

Testamentary trusts

p.461-463

461: Government disguised desire to collect taxes on wealth by stating that the tax was necessary to keep inheriting children from becoming lazy or spendthrifts. 

Carnegie/Roosevelt proffered a need for the tax.
The E&T tax was once as high as 70%!

The wealthiest (Rockefeller, Carnegie, Kennedy) people of that era took advantage of trusts to pass that wealth tax-free.

26 U.S.C. 2001

(a) Imposition. A tax is hereby imposed on the transfer of the taxable estate of every decedent who is a citizen or resident of the United States.
(b) Computation of tax. The tax imposed by this secition shall be the amount equal to the ecess (if any) of – 

(1) a tentative tax computed under subsection (c) on the sum of – 

(A) the amount of the taxable estate, and

(B) the amount of the adjusted taxable gifts over

(2) the aggregate amount of tax which would have been payable 

under Ch.12 with respect to gifts made by the decedent after Dec. 31, 1976, if the provisions of subsection © (as in effect at the decendent’s death) had been applicable at the time of such gifts.

SEE RATE SCHEDULE ON 461-463
Sub Paragraph 2 of 26 USC 2001 sets out a “PHASEDOWN” of the tax:

26 U.S.C. 2001(2) Phasedown of maximum rate of tax.

(A) In general. In the case of estates of decedents dying, and gifts made, in calendar years after 2002 and before 2010, the tentative tax under this subsection shall be determined by using a table prescribed by the Sec. (in lieu of using para. 1 table, which is the same; except that-

i. The maximum rate of tax for any calendar year shall be determined in the table under subpara. (B), and

ii. The brackets and the amounts setting forth the tax shall be adjusted to the etent necessary to reflect the adjustments under subpara. (A).

(B) Maximum rate.

In calendar year:


The maximum rate is:

2003, 





49%

2004,





48%

2005,





47%

2006,





46%

2007,2008,2009



45%

26 U.S.C. 2010 Unified credit against estate tax


Decedents dying during:


The applicable exclusion is:



2002 & 2003




$1,000,000



2004 & 2005




$1,500,000



2006 -- 2008




$2,000,000



2009





$3,500,000

For convenience (problems):

Year of Death


Unified Credit

1998 $202,050

1999 $211,300

2000 & 2001


      $220,550

2002 & 2003


      $345,800

2004 & 2005


      $555,800

2006 – 2008                                  $780,800

2009



      $1,455,800
Example 1: Decedent dies in 2004 with a taxable estate of $2,100,000 and has made no gifts during his lifetime. What is the estate tax due on that estate?
Solution:
We start with the $2,100,000 base (see rate schedule 461) and look to the table. The table tells us that the tax on $2,100,000 is $780,800 (the tax on $2,000,000), plus 49% of the balance over $2,000,000 ($100,000). Section 2001(c)(2)(B) however, tells us that the maximum rate for 2004 should be adjusted to 48%. As a result we add 48% of the balance over $2,000,000 ($100,000). That amount is $48,000. 

The total tax, then is equal to $780,800 + $48,000 or $828,000. 

Now subtract the 2004 Unified Tax Credit of $555,800. The total tax due is now $273,000.
PROBLEM:

In 2004, Dana Donor, age 75, has assets valued at $2,200,000. At her death she wants her assets to pass to her two children and four grandchildren. Assuming her assets do not appreciate (they always will, just easier to calculate if they don’t for a problem!), devise a strategy which would permit Dana’s estate to pass free of tax. What if Dana is concerned about her own financial needs in the meantime?

Solution: Advise Dana to give her estate to her family in the form of gifts. One may make a gift to anyone they choose every year in an amount not to exceed $12,000 tax free. That is a gift of $72,000 a year tax free. At that rate it is highly unlikely that Dana will survive to give all of the estate away as a gift. The BEST advice is to create an intervivos trust in which she is named the trustee. In this way the money will pass to the children at her death with minimal tax consequences, and she will be able to reap the interest off the trusts appreciation to live her last years on. Plus if she ever needs more money, as trustee she is allowed to tap into the trust at any time.

CLASS 2

WHAT IS A TRUST?
TRUST – A RELATIONSHIP IN WHICH OWNERSHIP OF PROPERTY IS 

DIVIDED BETWEEN A LEGAL OWNER AND A BENEFICIAL OWNER.

ELEMENTS

1. TRUSTEE – the legal owner of the trust and its administrator. A trust will 

NEVER FAIL for lack of a trustee, the Court will simply appoint another one. Has right to enforce the trust. MUST GIVE TRUSTEE IDENTIFIABLE DUTIES as to how to handle trust. If not a trust will usually fail for indefiniteness! This is a safeguard against kids getting screwed by trustee of estate.
2. CORPUS – the thing to be entrusted (money, property, etc.) A trust will 

ALWAYS FAIL for lack of Corpus! No money to entrust, no trust!

3. BENEFICIARY – the beneficial owner of the trust (the one to be 
benefited.) Right to enforce trust. Trust MAY NOT FAIL for lack of a beneficiary so long as another one may be ascertained. Must have clear language as to who it is.

Why create a trust?

1. CAPACITY – Beneficiary may not be capable of managing trust property

-kids

-spendthrifts

-incompetents

2. DESIRE TO AVOID PROBATE SYSTEM – wills are much more technical 

in meaning/language. Any mistake in a will might deem it invalid and the property would pass intestate. A trust is more forgiving so long as the above 3 elements are met.

3. DESIRE TO PROVIDE FOR BENEFICIARY OVER TIME – trusts are excellent for making sure that a surviving spouse or loved one is taken care of for the long haul. See Class 1 notes about trusts. One can create a trust naming a person as trustee (surviving spouse) with power to tap into trust in case of emergency and draw dividends/interest off trust for their life.

Many people create life estates for their surviving spouses. 

LIFE ESTATES SUCK!!!

When you create a life estate you create a situation in which nobody really has any power to do anything. Ex:


Dad dies and deeds property ($400,000 house) to his kids with language creating a life estate for his surviving wife to live in it for the remainder of her life. She doesn’t own the house anymore, her kids do. She can’t borrow money on the house since she doesn’t own it. Her kids own the house, but they can’t borrow money on it without her consent, and they can’t sell it without her consent. Everybody’s stuck!
PRECATORY LANGUAGE

Precatory language is flowery, sweet language in a will/trust that will not hold up in court. Ex:


“I deed all of my property both real and otherwise to my dearest friend, John Smith, trustee that he may do with it as we discussed. I know that John will keep my best interests at heart as he did during my life.” = CRAP!!!


This would fail to be a trust as precatory because there is too much indefiniteness. The trustee may? What may he do? He can do whatever he wants to with her property according to this language. Her best interests? According to this language her best interests may be to give John everything and allow him to give the surviving heirs the finger!

A trust must say MUST: “John Smith MUST divide the property as follows…”

CLASS 3

AVOIDING PROBATE
6 REASONS FOR CREATING A TRUST

1. AVOIDING PROBATE

2. PROVIDE FOR MINOR CHILDREN

3. FLEXIBILITY IN ESTATE PLANNING

4. PROTECT BENEFICIARIES FROM CREDITORS

5. PLANNING FOR INSTITUTIONAL CARE

6. ESTATE TAX REDUCTION

*Income tax avoidance is legal. Income tax evasion is illegal!

Uncle John leaves you $100,000,000. Uncle Sam will get around $50,000,000. The administrator of the estate will cut you a check for what’s left and it is not income. As soon as you start collecting interest on it then it becomes taxable income.
If Uncle John set up a trust then died and you got $100,000,000 it would not be income and Uncle Sam could not touch it. Estate taxes have already been paid on it!

People hate probate court:

Takes nearly 9 months if everything goes well. 

Will probated – 5 days, plus notice to all known heirs/creditors

Hearing date in probate court

Order from probate court appointing executor

Executor appointed 

Tally all estate expenses

Publish notice of estate to creditors for 3 consecutive weeks in paper

Letters of executorship

Will admitted to probate

Notice given to creditors

6 months for the creditors to collect

All this can be avoided with trusts

3 simple trusts
1. “Totten Trusts” – not recognized in Alabama for a stupid reason.  Not really a trust at all, just resembles a trust. 

Creation: Go to bank and open a bank account with a “payable on death provision” in your name. When you die whatever is left will go to the payable on death beneficiary. This is the exact same thing as a Bank account with “POD” provision – Just a different name!!!

In 1905 when the Totten case was tried Alabama refused to recognize a Totten trust because for a trust to valid there must be:

1. A Fiduciary (you)

2. A corpus (your money)

3. A beneficiary (your kids)

Also, the fiduciary must have identifiable duties which he must perform. In a Totten trust all you have to do is open a checking account, then die! There are no identifiable duties – you don’t have to spend X dollars. You don’t have to invest X dollars. You just have to have money in the account so it will stay open. 

Alabama doesn’t like that the Court calls this a “trust” so they refuse to acknowledge it!

2. On the other hand if you want to do the EXACT SAME THING and open a bank account with a POD provision then that is perfectly valid in Alabama
SYMANTICS!!!

3. Joint bank accounts w/right of survivorship. If it doesn’t say “w/right of survivorship” it will pass into the estate when you die and your wife won’t get it all, and there will be tax consequences.
These trusts are great if you only have $$$ when you die, which is almost never the case. If you want to protect your property then you need an intervivos trust. You could put stocks, bonds, 401 accounts, etc. into the intervivos trust. 

“Pour over” will provision
“Whatever I don’t give away via trust, I hereby direct my executor to pour over the residuary of my estate, whatever it may contain, into my trust”

You could also set your life insurance to pour over into the trust naming it as the beneficiary to avoid taxes.

Only 2 kinds of trusts!!
1. Intervivos – must be funded DURING YOUR LIFE; totten trust the exception.

2. Testamentary – funded at your DEATH.
