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IN GENERAL

A common estate planning tool is the A-B trust scenario. This method is frequently used where there is the possibility for estate tax liability. Under the current Internal Revenue Code (IRC) there are some amounts deducted/credited in the calculation of estate tax. Those amounts include any bequest to the decedent’s spouse, the marital deduction, and the applicable credit amount, formerly known as the unified credit amount. A simple explanation of the A-B trust planning method is the allocation to one trust of an amount to completely utilize the applicable credit amount with the balance of the estate going to the decedent’s spouse and utilizing the marital deduction thereby completely eliminating any estate tax upon the death of the first spouse to die.

However, as with all simplified explanations much is lost in the simplification of the finer points of planning. A little background and explanation of estate tax and these two deductions/credits will help in describing how the estate planning method works.
ESTATE TAX
Estate tax is transfer tax. It is a tax on the transfer of the wealth comprised of the taxable estate of the decedent
. Estate tax is not the same as income tax, it is a completely separate tax. The reason I mention this is it is helpful to understand that while the income tax system taxes the gross income, less statutory exclusions, of an individual, business, or trust less some deductions, the estate tax system taxes the assets of the decedent at either one of two possible dates less statutory deductions. Put in a simpler manner, in general; income tax taxes your income, estate tax taxes what you own at your death.

The Gross Estate

The computation of any potential estate tax liability begins with the “gross estate.” The gross estate is everything the decedent owns, has an interest in, or has the ability to say who gets something (this is called a “power of appointment” and must be a “general power of appointment: which means the power is exercisable in favor of the decedent, his estate, his creditors, or the creditors of his estate) at the date of their death.
  An alternative valuation date of six months after death is also available if that would result in a lower total tax
. 

The inclusion of items in the gross estate can be much more extensive than most people think. Included in the gross estate are:

A. The adjusted value of certain farm, etc., real property. The property is included however if the property meets certain criteria the value can be reduced by up to $750,000.00.
 

B. Property in which the decedent had an interest.

C. Dower or Curtesy Interests.
 In most states a spouse can not be completely disinherited but is statutorily entitled to some amount. That is the modern day equivalent of the old common law concepts of “dower” and “curtesy.” These amounts must be included in the gross estate.

D. Adjustments made for certain gifts made within 3 years of decedent’s death.
 Congress quickly discovered that if gifts people made in anticipation of their death were not included in the gross estate most people would simply gift everything away on their death beds.

E. Transfers with a retained life estate.
 If a gift is made but the grantor retains the right to use the gift for the rest of their life, that gift will be included in their estate.

F. Transfers taking effect at death.
 One of the major concepts included in this rule is the inclusion of the property whereby the decedent has sold the right to take the property upon the decedent’s death.

G. Revocable Transfers.

H. Annuities.

I. Joint Interests.

J. Powers of Appointment.
 A power of appointment is the ability to designate who shall enjoy the benefit of some right or property. In this case the power must be a “general power of appointment”, meaning the decedent had the power, whether they exercised it or not, to give the benefit to themselves, their estate, their creditors, or the creditors of their estate.

K. Proceeds of life Insurance.
 The proceeds of any life insurance policy over which the decedent is the owner of the policy, can designate who would receive the proceeds or has certain powers.
L. Transfers for Insufficient Consideration.
 This does include gifts made at any time in excess of the Gift Tax Annual exclusion amount.
M. Certain Property for Which Marital Deduction was Previously Allowed.
 If the decedent had an income interest for life on some property for which a marital deduction was allowed on decedent’s spouse previously, then all of the property will be included in the decedent’s estate.

As the reader can see, the gross estate is very inclusive. 
The Taxable Estate

From the gross estate certain amounts are deducted to arrive at the “taxable estate.” The deductions from the gross estate in arriving at the taxable estate include:

A. Expenses, indebtedness, and taxes of the decedent and the decedent’s estate

B. Losses
 (losses incurred during the administration of the estate caused by fire, storms, shipwrecks, or other casualties not covered by insurance)

C. Transfers for Public, Charitable, and Religious Uses

D. Bequests, etc., to Surviving Spouse

E. Qualified Domestic Trust
 (this is similar in some respects to the bequest to a spouse above but has to do with where the surviving spouse is not a U.S. citizen)

F. Family Owned Business Interests
 (there are some limits as to the amount)

G. State Death Taxes

 The Tax
The Tax itself is calculated on a graduated rate table very similar to the income tax. The greater the taxable estate, the greater the tax rate is on each individual bracket or level of assets. On the following page is the tax table.
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	$0
	$10,000
	$0
	18%

	$10,000
	$20,000
	$1,800
	20%

	$20,000
	$40,000
	$3,800
	22%

	$40,000
	$60,000
	$8,200
	24%

	$60,000
	$80,000
	$13,000
	26%

	$80,000
	$100,000
	$18,200
	28%

	$100,000
	$150,000
	$23,800
	30%

	$150,000
	$250,000
	$38,800
	32%

	$250,000
	$500,000
	$70,800
	34%

	$500,000
	$750,000
	$155,800
	37%

	$750,000
	$1,000,000
	$248,300
	39%

	$1,000,000
	$1,250,000
	$345,800
	41%

	$1,250,000
	$1,500,000
	$448,300
	43%

	$1,500,000
	$2,000,000
	$555,800
	45%

	$2,000,000
	$2,500,000
	$780,800
	49%

	$2,500,000
	$3,000,000
	$1,025,800
	53%

	$3,000,000
	---------------
	$1,290,800
	55%


However, in 2001 Congress passed the Economic Growth and Tax Relief Reconciliation Act (EGTRRA). One of the provisions of the act was a limitation on the maximum tax brackets (for those dying in 2006, the maximum bracket amount is 46%, for 2007, 2008, and 2009 the maximum bracket is 45%
.)  
The Applicable Credit Amount also known as the Unified Credit Amount

An even greater point of note is what is currently called “the applicable credit amount” (this was formerly known as the “unified credit amount” prior to EGTRRA and the term is frequently used interchangeably). The applicable credit amount is the amount of taxable estate not taxed due to the equivalent amount of a statutory credit under Internal Revenue Code § 2010. The amount of the credit for 2006, 2007, and 2008 is $780,800 which shelters $2,000,000 in the taxable estate.
To put all of this in simpler terms; the estate tax for those dying in 2006 is 46% of the taxable estate exceeding $2,000,000.

The Basic A-B Trust Plan

As I said before, the basic A-B trust plan will allocate as much of the decedent’s estate to a trust as possible to completely utilize the applicable credit amount with any remaining amount passing to the spouse utilizing the unlimited marital credit. Why not simply allocate everything to the surviving spouse and use the unlimited marital credit? Because then when the spouse dies there would be that much more subject to the estate tax.

The Marital Deduction
An understanding of the marital deduction is helpful in understanding A-B Trust planning. The marital deduction is the amount passing to the decedent’s spouse. The deduction is mandatory. This is an area where many plans can fall apart. That is, where there is an amount passing to the spouse that does qualify for the marital deduction, the deduction must be taken. 
A reason the surviving spouse may wish to limit the amount received from the decedent for which the marital deduction is taken is that any amount not consumed during the surviving spouse’s life could wind up in the surviving spouse’s taxable estate creating a tax at their death.

A disclaimer is the voluntary denial or repudiation of a right or claim to a thing, in this case the gift. A gift to the surviving spouse may be disclaimed and the marital deduction thereby avoided but then the surviving spouse would not receive the disclaimed gift. This may not be a bad thing if the disclaimer would not create a taxable estate and the disclaimer would have the gift going to someone the surviving spouse would want the gift to pass to such as their children. Specifically, to be a qualified disclaimer, a disclaimer must meet all of the following requirements: 

(1) It must be an irrevocable and unqualified refusal by a person to accept an interest in property,  

(2) The refusal must be in writing,  

(3) The written refusal must be given to the transferor, etc., of the interest, within 9 months of the death of the decedent or the day the disclaimant reaches their twenty-first birthday,
(4) The disclaiming person hasn't accepted the interest or any of its benefits, (5) As a result of the disclaiming person's refusal, and without any direction from that person, the interest passes to either (a) the decedent's spouse or (b) some person other than the disclaiming person, 

The gift must be absolute in that there cannot be any provision that on the lapse of time, or the occurrence of an event or the failure of an event to occur the gift will fail. There can be some protections established. One such protection is a trust established to provide for the surviving spouse. These are called Qualifying Terminable Interest Property trusts ( a QTIP trust for short). 
A QTIP trust may be very appropriate where a decedent is worried the surviving spouse may not be able to manage the assets themselves or may be taken advantage of by unscrupulous people or relatives. The requirements for a QTIP to qualify for the marital deduction are:
(1) the property passes from the decedent,

(2) the surviving spouse has an income interest for life payable at least annually, and

(3) the surviving spouse has the power to appoint the property at their death.

The Applicable Credit Amount

As we examined earlier, the applicable credit amount shelters a portion of the decedent’s estate from estate tax. A trust formed to take advantage of this is frequently called a “credit shelter” trust. Any money or asset in the credit shelter trust will not be subject to estate tax now or in the future if formed correctly.
A common credit shelter trust may provide for income to be distributed to the surviving spouse as the trustee may deem appropriate to provide for the surviving spouse’s health, education, maintenance, and support. Upon the death of the surviving spouse the principal of the trust would be distributed to the children.

Once anything is distributed from the credit shelter trust the amount distributed would be in the estate of the person receiving the distribution and if not consumed prior to their death could become taxable.

A Sample A-B Trust Plan

Harry and Wilma are married. Harry owns (1) a rental property with a fair market value of $2,000,000, (2) a home in joint tenancy with Wilma worth $1,000,000, (3) a joint bank account with Wilma with $100,000 in it, and a life insurance policy for $1,000,000 payable to Wilma.
If Harry were to die and leave everything outright to Wilma, his estate tax calculation would be:

 

$2,000,000
rental property



$   500,000
50% of home owned jointly with Wilma



$     50,000
50% of joint bank account



$1,000,000
life insurance policy



=======



$3,550,000
Gross estate

Less     ($3,550,000)
marital deduction



=======



$      0     
taxable estate


$      0

estate tax

The most noticeable thing is there is no applicable credit amount shown. That is because there was no tax. The marital deduction completely excluded everything from estate tax.

Now, if Wilma were to die everything would be in her name and the tax would look like:

 

$2,000,000
rental property



$1,000,000
100% of home 



$   100,000
100% of bank account



$1,000,000
life insurance policy



=======



$4,100,000
Gross estate

Less     ($     0        )
marital deduction



=======



$4,100,000     
taxable estate


$1,746,800
estate tax before applicable credit amount

Less
$   780,800
applicable credit amount (shelters $2,000,000)


=======



$   966,000
Estate Tax due upon Wilma’s death
A very simple A-B trust plan would look like:

Harry and Wilma are married. Harry owns (1) a rental property with a fair market value of $2,000,000, (2) a home in joint tenancy with Wilma worth $1,000,000, (3) a joint bank account with Wilma with $100,000 in it, and a life insurance policy for $1,000,000 payable to Wilma.

If Harry were to die leave the $2,000,000 rental property in a trust designed to pay income to Wilma as long as she lives with the remainder going to their children when Wilma dies and everything else outright to Wilma, his estate tax calculation would be:

 

$2,000,000
rental property



$   500,000
50% of home owned jointly with Wilma



$     50,000
50% of joint bank account



$1,000,000
life insurance policy



=======



$3,550,000
Gross estate

Less     ($1,550,000)
marital deduction



=======



$2,000,000     
taxable estate


$   780,800
estate tax


Less
$   780,800
applicable credit amount (shelters $2,000,000)



=======



$       0

Estate Tax due upon Harry’s death
The most noticeable thing is the applicable credit amount shown. The applicable credit amount was utilized to shelter $2,000,000.

Now, if Wilma were to die the tax would look like:



$1,000,000
100% of home 



$   100,000
100% of bank account



$1,000,000
life insurance policy



=======



$2,100,000
Gross estate

Less     ($     0        )
marital deduction



=======



$2,100,000     
taxable estate


$   826,800
estate tax before applicable credit amount


Less
$   780,800
applicable credit amount (shelters $2,000,000)



=======



$      46,000
Estate Tax due upon Wilma’s death
This is the simplest of A-B trust planning and yet the results can be as dramatic as the savings of $920,000 ($966,000 less $46,000) in estate tax in this example. 

There are many variations and pitfalls to A-B trust estate tax planning. Always work with a qualified tax attorney or CPA in developing your own plan.

� Internal Revenue Code § 2001(a).


� Internal Revenue Code § 2031


� Internal Revenue Code § 2032


� Internal Revenue Code § 2032A


� Internal Revenue Code § 2033


� Internal Revenue Code § 2034


� Internal Revenue Code § 2035


� Internal Revenue Code § 2036


� Internal Revenue Code § 2037


� Internal Revenue Code § 2038


� Internal Revenue Code § 2039


� Internal Revenue Code § 2040


� Internal Revenue Code § 2041
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� Internal Revenue Code § 2043
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� Internal Revenue Code § 2053


� Internal Revenue Code § 2054


� Internal Revenue Code § 2055


� Internal Revenue Code § 2056


� Internal Revenue Code § 2056A


� Internal Revenue Code § 2057


� Internal Revenue Code § 2058


� Internal Revenue Code § 2001(c)(2)





