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Course Summary

After completing this Course, the Student will have achieved an understanding of
the issues and considerations involved in the review of the client's estate plan. This is
achieved through the presentation of materials and interactive exercises. The Course
will prepare the Student to review the estate plans of their clients to determine if the
estate plan is complete, and meets the objectives of the client.

Your Instructor
Edward L. Perkins, BA, JD, LLM (TAX), CPA

Course Content

The Practice Units are as follows:

UNIT ONE - Introduction

UNIT TWO - Getting the Proper Information

UNIT THREE - Reviewing the Will and the Disposition of Assets
UNIT FOUR - Taking Care of Minors

UNIT FIVE - Reducing the Cost of Dying

UNIT SIX - Living Probate

UNIT SEVEN - Summary

Learning Objective

This Course consists of Seven Practice Units and several Interactive Exercises. You
must complete the Interactive Exercises before going on to the next Practice Unit. The
Exercises are not an examination to be graded, but rather are designed to allow you to
both test your understanding of the material and to give you interactive feedback as a
learning tool as you progress through the Course.

Obtaining Course Credit

At the end of Unit Seven, after you will have completed the Course Material, you
will be given an opportunity to take the Quizzer. If your score is less than 70%, you may
retake the Quizzer as many times as you like until you answer at least 70% of the
Questions correctly. In order to receive your Certificate of Completion and your Credit,
you must complete the Quizzer and answer 70% of the Questions correctly.
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l. Overview

This program outlines a basic approach that a tax planning professional can
use to review and evaluate a client’s estate planning.

I. Objectives of a Complete Estate Plan
Before you can evaluate a client’s estate plan you must first understand the
issues that should be addressed by a complete estate plan. These issues include the

following:

1. The Proper Disposition of the Client’'s Assets.

Fundamentally, an estate plan should fulfill the client’s wishes as to how he or
she wishes to dispose of their property at death. A review of the estate plan should
include a review of not only of how property is disposed of
under the Last Will, but also the disposition of property not
controlled by the Will, such as life insurance, IRAs, qualified
retirement plans, and annuities. Just as important as the
issue of who is to inherit the client’s property is the question
of the manner in which they are to inherit that property.
Some people are not equipped to receive money or property
outright whether by reason of physical or mental disability or
just the plain inability to handle money, so for them, receiving the property in trust rather
than outright may be appropriate.

2. The Costs of Dying.

An estate plan should also be designed to reduce the cost
_— of dying such as death taxes (i.e., the federal estate tax and
Objectives

of a Complete the Pennsylvania Inheritance Tax) and probate costs, to the
» lowest possible level.

3. Living Probate.

NQ f th
=
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Finally, the estate plan must effectively deal with the
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question of what happens when a client is unable to handle his or her financial affairs
during his or her lifetime because of a mental or physical disability. This issue is
sometimes termed "Living Probate".

Il Your Objectives As the Reviewer

After your review of the estate plan you should be able to make the following
determinations:

1. Whether the estate plan disposes of the client’s assets, both probate and
non- probate, in a manner consistent with the client’s intent with regard to both who is to
receive those assets and the way in which they are to be received.

2. Whether the estate plan includes the planning needed to reduce taxes and
probate fees to their lowest level.

3. Whether the estate plan adequately addresses the issue of Living
Probate.
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Proper Information

l. Introduction.

As stated at the end of Unit One, one of the primary
objectives of your estate planning review should be to

— determine whether the current estate plan disposes of the
S Complete Family client’s assets in a manner consistent with the client’s

Information

S Complete Financial ’ wishes. In order to make this determination, it is first

Information

- R necessary to determine just what the client wants to do
| © Exsing Document with his or her property at death (we will refer to this as

the “Plan of Disposition”), and then assess whether the

planning currently in place effectuates that plan. In order

to adequately review a client’s estate plan you should have the proper information.

This should include disclosure of the following:
1. Complete financial information;

2. Complete family information; and

3. The “Plan of Disposition”.

Also, you should have at your disposal the client’s existing estate planning
documents.

Although in many cases you may already be aware of some, or all, of this
information, a comprehensive estate-planning questionnaire
completed by the client will help to ensure that the
information is complete and up to date. A sample
guestionnaire, is attached as an exhibit to this Unit. This
guestionnaire is only the starting point, however. It can serve
as a basis for a more thorough discussion and is a good way
to organize the information necessary to conduct a review of
the estate plan. A meeting with the client is also necessary in
order to more fully discuss the information requested and the issues raised by the
guestionnaire.
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Il. Complete Financial Information.

A good estate planning review requires that you have a complete picture of the
client’s financial profile. The objective of obtaining this information is: (1) to identify the
assets of the estate, (2) to estimate the relative value of those assets; and (3) to
determine the manner in which the assets are owned. Again a questionnaire like to one
attached to this Unit is a good first step in gathering and organizing this information.

The financial information requested should include:

1. A list of assets by property type. It is important to
nit Two have a clear picture of not only the type of property owned
% by the client, but also the current fair market value of each
Information asset group. One exception, life insurance, should be stated
; at the face value of the policy, not its cash surrender value.
The aggregate value of each general asset category will
suffice in most cases. For example, it is not necessary that
you identify each and every stock owned. Instead, just the
total stock investment can be noted. The general asset

categorles should include the following:

Cash and Bank Accounts

Notes, Accounts Receivable, Mortgages

Bonds

Listed Stocks

Closely-Held Business Interests

Real Estate

Insurance

Employee Benefits

Miscellaneous property (e.g., personal effects, collections, patents,
trademarks, copy- rights, etc.)

2. The information gathered should include a list of the client’s liabilities,
such as the following:

Real Estate Mortgages

Notes to financial institutions

Loans on Insurance Policies

Other obligations, such as charitable pledges, and tax
liabilities.



Finally, it is also important to know how the property is titled, particularly for a
married couple. Whether it is held in one party’s name alone or whether it is titled in
joint names plays an important role in estate planning.

[I. Complete Family Information

A request for family information should be designed to identify the natural heirs of
the client. It is therefore important that the client provide the identity and age of each of
the members of his or her immediate family including adopted step children and
grandchildren. The client should also provide the identity of any potential non-familial
heirs such as friends or charitable institutions.

In addition certain information may provide facts which may affect the plan of
disposition. The following information may be helpful in this regard and should also be
requested with the questionnaire:

1. What is the client’s (and their spouse’s) current occupation

2. In the case of a married couple - whether this

is first or subsequent marriage? Complete Family
Information includes:

3. Whether there a pre-nuptial agreement which

affects the disposition of assets of either spouse?

4, Whether there is a property settlement
agreement with a former spouse which imposes any
financial obligations on either spouse?

5. Whether the children are natural or adopted?

6. Whether any of the identified heirs have special needs or have other
issues which would prevent them from inheriting property outright?

7. Whether the client, and the client’s spouse — are US citizens?

8. Whether the client or the client’s spouse had residence reside in a
community property state?

| — - IV.  The Existing Estate Planning Documents

—v-‘ -
The Existing Estate \ P
Planning Documents L ¢ -

Copies of the client’s current estate planning documents
should also be requested. These should include the
following:




1. A copy of the client’s Last Will and Testament

2. A copy of any Trust documents executed by the client or documents in
which the client is a named beneficiary.

3. A copy of any financial or Medical Powers of Attorney adopted by the
client.

4. A copy of the current designation of beneficiary forms in regard to any
life insurance, 401ks, IRAs, or other qualified retirement plans.

5. If the client owns annuities the designation of beneficiary as well as the
settlement option chosen.

In Unit Three we will provide some guidance as to how to review these
documents and what to look for when you do.

V. The Plan of Disposition

In order to determine whether a current estate plan truly meets the client’s
objectives, you must of course gain an understanding what the client wishes to do with
his or her property at death — the Plan of Disposition. An initial impression of the client’s
objectives should be apparent from the completed estate-planning questionnaire. In
addition, a review of the current estate planning documents will provide additional
insight as to the client’s wishes. However, nothing can substitute for a direct and candid
face to face discussion with the client.

In order to prepare for that discussion you should first obtain
The Planct . and review the information outlined above. You should also

Disposition”

obtain copies of any current estate planning documents. It
may also be helpful for you to prepare a diagram of how the
assets will pass upon the client’s death. (See the Exhibit | to
this Unit for an example of such a diagram). This exercise will
help you develop an understanding of the client’s Plan of
Disposition and also can be used as a basis for formulating
the discussion with the client as to whether the plan accurately reflects his or her current
thoughts.

Here are some questions that should help your discussion with your client:

1. Is there any reason to treat children in a manner other than on an
equal basis?



In the case of a married couple with children, clients will often express the thought that
upon the death of the first of the couple to die, the entire estate should pass to the
survivor and then, upon the death of the survivor, to their children. Most often this
second disposition will be to the children in equal shares, but in some cases there may
be good reasons why an unequal distribution may be appropriate. This may be true if
children have different economic circumstances or where either the client, or his or her
spouse, have children from a prior marriage.

2. Is there anyone you wish to benefit from your estate beside your
immediate family?

Often the client may wish to have individuals outside of their immediate family or
institutions such as school or charities benefit from their estate in some way.

3. What happens if one of the designated heirs does not survive you?

Another question to be discussed is what happens should a named heir fail to
survive the client? As a general rule of law, with exceptions discussed below, a giftin a
will to an individual who has predeceased the testator is null and void. However, in
some cases the client may wish for the gifted property to pass to the deceased
individual’s children or some other party. This is a very important question when it
applies to the family of a client when children and grandchildren may be involved. More
precisely stated, “If a child of yours does not survive you, should their share of your
estate pass to their children or is it to be added to the shares provided for your surviving
children?”

4. Whether any of the identified heirs have special needs or have other
issues which would prevent them from inheriting property outright?

In some cases there may be concern as to the manner in which the property will
pass to the chosen heirs. Often it may not be appropriate for certain heirs to receive
their inheritance outright and a trust may be appropriate. This will true in every case
where the children are minors or have special needs

5. What Happens if No One Survives?

The final question of should be “what happens if none of the designated heirs
survives.” This is known as the “wipe out” and should be addressed. If there is no
provision for this situation, the estate will pass under the intestacy laws, normally to the
closest living relatives determined by degree of relationship. Sometimes these are the
last individuals a client may wish to benefit from his or her estate.



Unit 2 Appendix

ESTATE PLANNING DATA QUESTIONNAIRE

Basic Information

NAME DATE OF BIRTH  SOC. SEC. #

Husband

Wife

PERMANENT HOME ADDRESS:

County School District

BUSINESS ADDRESS:

Husband

Wife

TELEPHONE NUMBER:

Home Work, Husband

Work, Wife

OTHER TEMPORARY RESIDENCES:

PRIOR RESIDENCES:

CITIZENSHIP Husband: U.S. Other
Wife: U.S. Other

CHILDREN: (For additional listings, attach an extra page)
If not a child of both spouses, please indicate

CHILD 1: NAME
ADDRESS
BIRTH DATE
SPOUSE'S NAME
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GRANDCHILDREN:
NAME:

BIRTH DATE

NAME:

BIRTH DATE

NAME:

BIRTH DATE

CHILD 2: NAME

ADDRESS

BIRTH DATE

SPOUSE'S NAME

GRANDCHILDREN:
NAME:

BIRTH DATE

NAME:

BIRTH DATE

NAME:

BIRTH DATE

CHILD 1: NAME

ADDRESS

BIRTH DATE

SPOUSE'S NAME

GRANDCHILDREN:
NAME:

BIRTH DATE

NAME:

BIRTH DATE

NAME:

BIRTH DATE

CHILD 1: NAME

ADDRESS

BIRTH DATE

SPOUSE'S NAME

GRANDCHILDREN:
NAME:

BIRTH DATE

NAME:

BIRTH DATE

NAME:

BIRTH DATE

GREATGRANDCHILDREN:

PARENTS: (indicate if deceased)
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FORMER SPOUSE:

ADDRESS:

CHILDREN FROM PRIOR MARRIAGE:

CHILD 1: NAME
ADDRESS
BIRTH DATE

CHILD 2: NAME
ADDRESS
BIRTH DATE

CHILD 3: NAME
ADDRESS
BIRTH DATE

SIBLINGS:

(PEASE NOTE IF ANY PERSON NAMED ABOVE IS SUBJECT TO A SUBSTANTIAL DISABILITY)

G. MILITARY SERIVCE: (if applicable)
Husband: Branch: Rank: Service Number:
Wife:  Branch: Rank: Service Number:
H. Are you interested in the donation of Usable Organs:
(Yes/No)_____
l. Are you interested in a Medical Power of Attorney and Living Will?: (Yes/No)____

If yes, who is to be appointed your Attorney, and who is to
succeed them?(if married, spouse is usually appointed first)

J. Are you interested in a Power of Attorney?:  (Yes/No)

If yes, who is to be appointed your Attorney, and who is to succeed them?(if married, spouse is usually appointed first)

K. Specific Gifts of Money
1. Persons :
2, Charity :
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Executors: (if married, spouse is usually appointed)

Successor Executors:

Guardians of Minor Children:

Successor Guardians of Minor Children:

Trustees:
Successor Trustees:

Checklist of Documents and Family Advisors
Safe Deposit Box, Husband's Name Wife's Name Joint
Location

Present Documents (please attach copies)
Will(s) dated
Trust(s) dated
Power(s) of Attorney dated

Living Will(s) dated

Advisors (names and addresses)

Accountant Phone
Stockbroker Phone
Life Insurance Agent hone
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Summary of Assets and Liabilities

Assets Husband Wife
Cash and Bank Accounts

Joint

Notes, Accounts Receivable,
Mortgages

Bonds

Listed Stocks

Closely-Held Business
Interests

Real Estate

Insurance

Employee Benefits

Miscellaneous (e.g.,
personal effects, collec-
tions, patents, trademarks,
copy-rights, etc.)

TOTAL

Liabilities
Real Estate Mortgages

Notes to Financial
Institutions

Loans on Insurance Policies

Other Obligations

Charitable Pledges

Tax Liabilities

TOTAL

Net Worth
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Life Insurance Policies

Policy #1: No.

1. Owner

2. Insured

3. Face Value

4. Premium & Due Dates

5. Cash Surrender Value

6. Company/Agent

Policy #2 No.
1. Owner

2. Insured

3. Face Value

4. Premium & Due Dates

5. Cash Surrender Value

6. Company/Agent

Policy #3 No.
1. Owner

2. Insured

3. Face Value

4. Premium & Due Dates

5. Cash Surrender Value

6. Company/Agent

Policy #4: No.
1. Owner

2. Insured

3. Face Value

4. Premium & Due Dates

5. Cash Surrender Value

6. Company/Agent
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Executive Compensation and Employee Benefits (Husband/Wife)

A Employer's name and address
Husband
Wife
B. Group Life Insurance
1. Owner
2. Company
3. Company Pays Policy?______Yes _____ No
4, Beneficiary
5. Face Value
6. Death Benefit
C. Group Life Insurance
1. Owner
2. Company
3. Company Pays Policy? _ Yes _ No
4, Beneficiary
5. Face Value
6. Death Benefit

| hereby acknowledge and understand that the law firm of Gibson & Perkins, PC will rely upon the data
furnished herein by me in order to design an appropriate estate plan. If the data presented herein by
me is not complete and accurate in all significant respects, | understand that the recommendations of
Gibson&Perkins, P.C. may not be appropriate and | accept full responsibility for the consequences
resulting therefrom.

Signature of Client
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l. The Overview.
A. The Issue To be Addressed.

At this point in your review you should have obtained
a fair idea of the client’s Plan of Disposition and the
nature of the estate. The next issue to address is
whether the client’s estate plan actually effectuates
that plan. Put another way, “Is the right property
going to the right people in the right way?”

B. Probate v. Non Probate Assets

A review of the Will is a good place to start, but it should be pointed out that a
Will in some cases is not determinative of the disposition of all or even most of the
assets of an estate. A will can only controls the disposition of what are termed
‘probate assets.” “Probate assets” can be generally defined as the property that the
client owns solely in his or her own name.

Assets which are disposed of through the
designation of a beneficiary such as IRAs, 401ks,
gualified retirement plans, annuities and life
insurance do not fall within the definition of
probate property. Unsurprisingly, these assets are
termed “non-probate property.” Probate property
also does not include property that the client owns
jointly with the right of survivorship another party.
Joint property does not pass according to the
terms of a will, but will pass to the surviving joint owner automatically upon death by
operation of law. In most cases joint property will be designated as such with the
names of the owners and the phrase following their names “Joint Tenants with Right
of Survivorship”, or “JTWROS”.

-
>
-
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Joint property which passes by right of survivorship should be distinguished
from property held by two or more owners as “tenants in common.” If the property is
held by a husband and wife, the property is presumed to be held jointly with the right
of survivorship even without that joint designation (i.e., ‘joint with right of
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survivorship” or “JTWOS?”). If the property is held by joint owners other than husband
and wife without the right of survivorship designation, the property is presumed to be
held as “tenants in common”. Property held as tenants in common is deemed to be
owned by one-half by each owner and will pass as a probate asset under their
respective Wills or by Intestacy.

The client should be questioned as to whether
he or she has named a beneficiary of an investment
account, or added a co-signatory to a bank account.
In either case, the Will does not control the
disposition of these types of accounts. Instead, the
account will pass either in whole or in part to the
named beneficiary or co-signatory. Finally, property
that has been placed in Trust is not probate property.
Such property will be disposed of by the terms of the
Trust and not the client’s Will.

The next several sections of this Unit will guide your review of the Will and
any trusts which may be part of the estate plan, as well as the disposition of the non-
probate property. Remember the primary objective of this part of the review is to
determine to whom an in what manner the current estate plan disposes of the
client’s estate and whether it is consistent with the client’s Plan of Disposition.

Il. Reviewing the Will

A. General Review.

Before you examine the dispositional or gift provisions of the Will it is a good
idea to perform a general review of the document itself. Here are some initial points
to look for:

1. How old is the Will?

Check the date of execution at the T
end of the document. As a general rule, __ Genersi Reiew
the older the document, the more likely it
is in need of an update.

2. Was it drafted by an
Attorney?

Generally, if an attorney drafted the will, the attorney’s name or law
firm will be printed or typed on a colored backer stapled to the document.
However, the fact that an attorney was involved in the Will preparation does
not guarantee that the Will was drafted properly. Many attorneys believe they
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possess the competence to draft a will even if they do not normally practice in
the area of Wills and Estates.

On the other hand, a Will that was self prepared or prepared with the
aid of a program, preprinted form, or on the internet should automatically
raise suspicions. It is rare that Wills prepared in this fashion do not contain
certain fundamental errors in their preparation. Also, look out for documents
that are only one or two pages in length — a well prepared Will that contains
all the necessary administrative provisions discussed below should never be
that short.

3. Does the Will Appear to be Carefully Drafted?

As with many other things, you cannot always judge a Will by its
appearance. However, a well presented document that looks professionally
prepared is a good sign that the drafter took care in the preparation of the
document. The opposite is also true. If the document looks sloppily prepared
it probably was.

4. Are there One or More Codicils to the Will?

A Codicil is an amendment to a Will made in a separate document
after the original will was executed. If the Will has one or more Codicils this is
a sign that the client has changed his or her mind about significant matters
contained in the original document. This may indicate that such matter should
be reviewed again to insure the document reflects the client’s current wishes.

Codicils are sometimes an indication of an attorney practicing outside
his or her area of expertise. In this day and age of word processing, an
experienced estate attorney will simply redraft the entire Will rather than
attach a Codicil. This is better practice, particularly when the Codicil changes
the dispositive provisions to the benefit of one heir over another. A
disappointed heir may harbor feelings of disappointment unnecessarily and
may even be motivated to contest the Codicil in court.

5. Is the Will Properly Executed?

In order to be a properly executed will, Pennsylvania law only requires
that it be signed at the end by the the testator. While no witnesses are
required by law, good practice dictates that at least two people witness the
execution of the Will. Otherwise two people familiar with the the signature will
be required to attest to the signature’s validity.

6. Is the Will Notarized?
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If the will is notarized it is known as a self proven will and may be
admitted to probate without independent verification of the signature by the
subscribing witnesses.

B. Will Provisions.
1. Overview.

A well drafted will normally contains certain provisions that follow one
another in a logical sequence. In reviewing a Will, it is a good idea to be
familiar with how the will is laid out, the reason why certain provisions are
included and what those provisions are trying to accomplish. A typical layout
of a will appears in a manner similar to the following:

The Introductory Clause
Gift Provisions -

(1) Personal effects | z
(2)  Specific Gifts “Generareven
3) Gift of the Residue 4

Administrative Provisions
Appointment of Personal
Representative.

2. Introductory Clause.

The Introductory Clause of the will serves several purposes. It will (i)
identify the person who is executing the document (referred to as the
“testator”), (ii) declare the document to be the testator’s “Last Will and
Testament”, and (iii) state the intention to revoke “all prior wills and codicils”.

Here’s an example of a well drafted Introductory Clause:

“l, JOSEPH E. SMITH, aka BUCK SMITH, of Montgomery County, Pennsylvania,
declare this to be my Will and revoke all prior Wills and Codicils.”
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3. Gift Provisions.

The introductory provisions will generally
be followed by the dispositional or gift provisions
which set out the distribution of the estate
property. The gift provisions will generally occur
in the following order: (i) gifts of personal effects,
(i) specific gifts, and (iii) gift of the residue.
These provisions will be discussed in more
detail in section Il. D. below.

4. Administrative Provisions.

Administrative provisions generally
follow the gift provisions. These provisions
include extensive provisions designed to
empower the Executor to act in a certain
manner on the behalf of the estate.
Administrative provisions can cover matters
such as empowering the Executor to make
certain types of investments, to borrow
money on behalf of the estate, and to sell or
lease estate property. Generally the administrative provisions are designed to
give the Executor the ability to act in a certain way without having to obtain
court approval. Here are some of the Administrative Provisions a well drafted
Will should contain:

a. The Power to apportion receipts between income and
principal.

In the absence of a testamentary provision, the statutory rules
contained in the Principal and Income Act, PEF Code 88101, et seq.,

will apply.
b. The Power to borrow.
Absent a provision in the Will, the fiduciary must obtain

court approval to borrow money when necessary to carry out their
fiduciary duties (such as the payment of taxes).

C. The Power to carry on business.
(2) It is advisable to give the executor the power to deal with a
business interest as freely as the testator could have done during life.

(2)  This provides a fiduciary with the power to continue a business
in which the testator had an interest. This is particularly important
when the decedent was a controlling shareholder or was the sole
proprietor of a business entity. Without express authorization, the
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fiduciary must obtain court approval to continue the decedent’s
business.

d. Power to compromise claims.

This power allows the fiduciary to settle claims without court approval.
In the absence of such provision, court approval must be obtained.

e. Power to distribute assets in kind.

In order to make a distribution in kind rather than cash, an executor
must show cause. Providing the fiduciary with this power by Will obviates this
need.

f. Power to expend or apply funds.

This provision gives the fiduciary the power to pay bills on behalf of a
beneficiary, rather than distribute the funds directly to a beneficiary who may
not be able to use the funds. The use of this power is generally premised on
the beneficiary’s incapacity.

g. Power to purchase all forms of property.

Under Pennsylvania law, by default an Executor is limited by statute to
the following types of investment:

(1) Certain interest-bearing accounts;
(2) Savings accounts insured by FDIC; and

3) Money market mutual fund affiliated with a corporate personal
representative.

Authorizing the Executor to make investments in addition to those
authorized by statute will overcome this limitation.

h. Other Powers.

Other powers, which should be considered to be given to a fiduciary,
are:

(1) The power to retain real and personal property in the form in

which it was received.

(2) The power to sell, lease or give options upon any real or
personal property.
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(3) The power to exercise any option or join in any recapitalization,
merger, etc. affecting any investment.

(4)  The power to hold property unregistered or in the name of a
nominee.

(5)  The power to exercise all rights of real estate ownership.

(6) The power to buy real and personal property from the estate
and to lend money to the estate.

(7)  The power to join in making gifts with decedent’s spouse.

(8 To apply expenses permitted as income and estate tax
deductions.

(9)  To terminate a small trust.
(10) To pool assets of separate trusts.

(11) To merge trusts if trusts are primarily for the benefit of the same
persons and are similar in terms.

(12) To employ accountants, brokers, etc. to provide services to the
estate/trust.

5. The Tax Clause

An important administrative provision is the Tax Clause. This provision
dictates which gifts bear the burden of the death taxes, i.e., the federal estate
tax and the Pennsylvania Inheritance Tax incurred by the estate.

In the absence of a contrary tax clause in the Will, Pennsylvania law
provides that the Federal Estate Taxes will be “apportioned equitably”, subject
to certain exceptions:

(2) No apportionment to pre-residuary gifts.

(2) The tax s allocated to the residue as an administration
expense.

3) However, if a gift of a portion of the residue gives rise to a
charitable or marital deduction, under PEF Code 83702(c) the taxes
are not paid out of this gift unless the remaining assets are insufficient
to pay the taxes.
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For Pennsylvania Inheritance Tax, absent a contrary intent in the Will,
the tax on outright pre-residuary gifts falls on the residue. Liability for the tax
on non-probate assets rests with the recipient of the property.

The law allows the statutory presumptions to be overridden by a tax
provision in the Will. Often, the tax provision will state that all such taxes on
probate assets are to be paid from the residue of the estate. Sometimes the
provision will also allocate the taxes generated by non-probate assets such
as IRA accounts to the residue as well. This means that the residuary gift will
be reduced by the death taxes generated by the entire estate, and that other
gifts will pass free of tax. This might not be the
intent of the client; therefore, the effect of the tax
provision on the various probate and non-
probate dispositions made by the estate should
be reviewed with the client. The question to be
answered is how much is the net after tax gift
each heir will receive after the allocation of the
estate and inheritance taxes

Here are some examples of Tax Clauses. The first tax clause provides
all taxes on both property passing under the will and property which does not
pass under the will be paid out of the residue of the estate.

“(a)  All death taxes (and interest and penalties thereon) imposed as a result
of my death upon property regardless of whether passing under my Will, shall
be paid out of the principal of my residuary estate, each share thereof, whether
outright or in trust, to bear a pro rata portion of such taxes.”

This second Tax Clause provides that each legatee and each non-
probate heir bears his or her won share of the death
taxes:

“All death taxes (and interest and penalties thereon) imposed
as a result of my death shall be paid by the person receiving
the property to which such taxes are attributable.”

6. Appointment of Personal Representative.

Generally, the provisions which appoint the
personal representative or executor will come last. The
personal representative is the individual or individuals
who will be responsible for settling the estate. This
involves initially taking control of the estate assets,
satisfying the decedent’s liabilities (including death
taxes), and finally distributing the assets of the estate
according to the terms of the will. The Executor also has
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a fiduciary responsibility to the heirs of the estate to properly maintain the
estate assets during the period of administration. This may involve making
sure real estate is properly maintained and insured and the assets of the
estate are properly invested.

If the Executor is an individual, they must be at least 18 years old. A
corporation may serve as an executor, but must have fiduciary power in the
state of Pennsylvania. There is no requirement that the Executor be a
resident of Pennsylvania, but in order to serve, a non-resident Executor must
post a bond with the Orphan’s Court unless the Will waives this requirement.
Most married people appoint their spouse as the Executor of their Will with
one or more of their children named as an alternate. It is important that in
addition to the original Executor that there be one or more successors
appointed.

A few thoughts on Executors:

1. If children are appointed as successors in an order different
from their age, you should advise the Testator to provide an explanation to
the older children why this decision was made. Remember the Will may be
the last document that speaks from the parent to the children. Even adult
children are sensitive to this type of deviation from what might be perceived
by them as the proper order of things. Often a letter or a provision in the Will
itself with will go far to soften the blow for a child who feels slighted.

2. Generally it is a good idea to appoint individuals rather than
banks and trust companies. This is not because institutional executors charge
fees. As arule they provide a valuable service in administrating the estate,
have the expertise and earn the fees that they are paid. The reason is that if
the institution is not doing its job, it is difficult to remove them without court
intervention unless they are negligent. On the other hand, an individual
executor can hire the institution to perform the same administrative services it
would perform as executor and easily fire the institution should it not perform
its duties.

3. There is no real problem with appointing a child who lives out of
state as Executor. In this day and age of instantaneous communication, few
problems created by distance cannot be addressed. However, as already
discussed, the Will should contain a clause like the following to insure that a
bond is not required by the Orphans Court to permit the appointment of the
non-resident individual as Executor.

“My Executor and Trustee shall not be required to post security in any
jurisdiction.”

C. Terms
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The following are some of the terms which you may encounter in a
Last Will and Testament:

‘Bequeath” — The term refers to the z
disposition of personal property as :
opposed to real property; as in ‘I
bequeath the sum of $10,000, to my
son, Bill.

“Children” — the term includes both the
natural and adopted children of the
parent, unless otherwise qualified; it does not include step children.

“Descendants” or “issue” — the terms are synonymous and refer to
lineal descendants of any degree, including children.

“Executor” “Executrix”— the individual or institution that is appointed to
administer an estate.

“Devise” -The term refers to the disposition of real property; as in “/
devise the real property located at 100 E. Main Street to my daughter,
Joanne..

“Per stirpes” — see the discussion below

“Personal effects” — personal effects generally refers to items of
personal property such as watches, rings, collections, etc

“personal property” — usually includes everything but real estate.

“real property” - land and the attachments to the land,

‘residue” — the residue of the estate is the value which remains after all
liabilities of the estate, including death taxes, have been paid and all

specific and general bequests have been provided for.

“Testator” — the person who is executing the will.

D. Reviewing Gift Provisions

1. Overview.

If you have properly performed your review,
at this point you should have a clear picture of the
client’s Plan of Disposition. Your review of the will’s
gift provisions should have the purpose of
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determining whether they dispose of the probate assets owned by the client in
a way which is consistent with that Plan. Keep in mind that the will is
interpreted “within its four corners.” This means extrinsic evidence is only
admissible to explain a latent ambiguity, i.e., an ambiguity which is not
apparent on its face — such as ‘I give one thousand ($1,000.00) dollars to my uncle,
Fred”, when the testator has two uncles named Fred. The existence of a
“patent” ambiguity creates a nullity — for example “ I give one thousand
($1,000.00) dollars to the University of Pennsylvania, also known as Penn State”.
Therefore, it is important that the intentions of the testator are made clear
within the four corners of the document

As you review the gift provisions some other items which you might
look for are:

(1) Is the gifted property
described in a way that it can be
easily and correctly identified without
difficulty by the Executor?

(2)  Are the heir or heirs
sufficiently described in a way that it
they can be identified without
difficulty by the Executor?

(3) Do the provisions specify what happens if the named
beneficiary does not survive the testator?

2. The Disposition of Personal Effects.

It is important that the Will specifically
address the disposition of the client’s personal
property or “personal effects.” Personal effects
include items such as watches, rings, collections,
etc. Even though this type of property may not
have great economic value, the disposition of this
S0 M type of property has potential to create conflict

.4 and bad feelings between the clients heirs due to
< sentimental value. Therefore, the Will should
provide for a specific distribution of this type of property or a predetermined
method of dividing this type of property in a way which avoids conflict among
the heirs.

Look out for a provision like the following:
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“My personal effects to my children in substantially equal
shares as they shall agree”.

Equally problematic could be a provision like this one:

“My personal effects to my children in substantially equal
shares as my Executor may decide.”

This type of language is a poor way to avoid future conflicts, especially if
one of the heirs is also serving as Executor. One possible solution is that the
Will provide that personal effect be disposed of in a memorandum created by
the client outside the Will. The language in the will addressing the
Memorandum may look something like the following:

“I give all household goods and personal effects owned by me at my death and
all insurance policies on such property as follows:

a. Memorandum Clause.

To those individuals who survive me by thirty days who are designated on a
memorandum, list or letter signed by me which refers to this Will or is found
with a copy thereof, the items listed beside their names. A gift to any such
individual made pursuant to such memorandum, list or letter to an individual
who does not survive me shall lapse and such property be disposed of under
subparagraph b., below.”

b. The Balance of Said Property.

The balance (including any item under subparagraph (a) the bequest of which
has lapsed) to my wife, MARY W. SMITH, if she survives me by thirty days; and if
not, in as nearly equal shares as is practicable to such of my children, PHYLISS
and ROBERT, as survive me by thirty days.”

The Memorandum provision allows the testator to delineate the
disposition of specific items of personal property to specific heirs without
having to provide for a lengthy disposition in the Will. An added advantage of
a memorandum clause is that a memorandum can be changed by the client
without involving the attorney.

Another alternative might be a “lottery provision”, which allows each
heir to choose an item of personal property in turn, until the property is totally
divided. In any case, a provision dealing specifically with personal effects
goes a long way to avoid family conflict.

3. Specific Gifts.
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This type of gift makes a disposition of a specific item of property to a
named person or perhaps a group of people. Usually a specific gift will be
identified by the adjective “my”. An example of this type of bequest might be:

“I give my five carat diamond ring to my Aunt Molly.”

A specific gift will lapse if the property is not owned by the estate at the
time of death. This is known as ademption. As with all gifts, it is important
that the gifted property be described in a way that allows for easy
identification of the property by the Executor. This may becomes more of an
issue if the property consists of a group or collection of property, such as
stamp collection. It is sometimes recommended that the testator create an
external list, catalog, or other external reference to make the identification of
the collection or property group easier.

“I give my gun collection to my friend, Joseph Smith, such collection shall be
identified by a list to be kept with this will.”

Other examples may be an account number in the case of a bank
account or registration number in the case of an automobile for example.

4. General Gifts

A general gift is a gift that intends to confer upon someone a general
benefit rather than a particular item. Examples may include:

“I give the sum of One Thousand ($1,000.00) Dollars to my friend, Joseph
Smith.”

The typical pecuniary legacy (i.e., a gift of money like the preceding) is
classified as a general bequest so long as it does not provide that the
payment be made from a specific fund, this is known as a “demonstrative
gift.” An interesting characteristic of a general gift is that unlike a specific gift
it will be funded even if the property doesn't exist at the time of death. Here’s
an example:

“I give 100 shares of ABC, Inc common stock to my sister, Sally.”
as compared to:
“I give 100 shares of my ABC, Inc common stock to my sister, Sally.”
The first gift is a general gift and would require executor to acquire the
100 shares of ABC stock in order to fund the gift should the shares not

already exist in the estate. This is because it is not identifiying particular units
or shares of stock to distribute. However, the language of the second gift
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creates a specific gift which would lapse if the shares did not exist in the
estate at the time of death.

5. The Residual Gift.

A residual gift from the estate will dispose of all property not otherwise
disposed of by other provisions of the will. In other words, what is left after the
payment of all debts, taxes, expenses and the distribution of all specific,
general and demonstrative gifts. In addition, any gift that fails because the
beneficiary predeceased the decedent (unless captured under the anti-lapse
statute) or fails for any other reason, falls into the residue and passes in
accordance with the residuary clause.

An example of a residual gift:

“I give the residue of my estate of whatever nature and wherever situate to my
wife, Susan, if she survives me by thirty (30) days , otherwise to my then living
descendants in equal shares per stirpes.”

Often the residue is the largest and most significant bequest in the Will
and more often than not, the beneficiaries of the residue are the heirs that the
testator wants to inherit the bulk of his or her estate. One thing to watch for is
that a specific gift to an entity or individual outside the heirs named in the
residual gift will deplete the residue. Here’s an example: Assume at the time
he writes his will testator has an estate of $1,000,000, and his Will provides
as follows:

“l give the sum of One Hundred Thousand ($100,000.00) Dollars to my friend,
Sally Johnson.

The residue of my estate I give to my son, Bill.”

Assume further, that at death his estate is only worth $100,000. Under
Pennsylvania law, the gift to Sally Johnson would be funded before the gift of
the residue.

This means that the estate would be distributed as follows: $100,000
to Sally; nothing to son, Bill.

If the will was drafted in the following way:
“l give One Hundred Thousand ($100,000.00) Dollars, but not to exceed ten

(10%) per cent of the residue of my estate determined without taking this gift
into account, to my friend, Sally Johnson.

The residue of my estate I give to my son, Bill.”
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The disposition would be as follows: $10,000 to Sally - $90,000 to son,
Bill.

6. Class gifts

A bequest or devise to a class may be used when the decedent wishes
to give a certain amount or item of property to a particular group of persons.
The amount of each share is dependent on the ultimate number of members
in the class.

Who is in the class? A class may include parties who otherwise would
not be entitled to receive property under the will. If a person qualifies under
the exact language describing a class, he or she will be held to be a member
of the class, unless other language clearly expresses a contrary intent. Where
the beneficiaries are named, it is important to make clear in the drafting of the
testamentary instrument whether the gift is a stated sum for each member
(not a class gift) or an aggregate amount to be divided (a class gift).

In gifts to a class, the time when such class is to be ascertained shall
be the time when the devise or bequest is to take effect in enjoyment. The
class is said to close at the date of death, in which case the class will consist
of those members alive when the will was written plus those born subsequent
thereto but prior to the testator’s death. In such cases, persons who die
within the testator’s lifetime are excluded.

7. Gifts “per stirpes”.
Often you will notice that a particular gift might be stated as follows:

“I give the residue of my estate to my then living issue, in equal shares, per
stirpes.”

The terms ‘“issue” and
“descendants” refer to the children,
grandchildren, great-grandchildren etc. of
the person making the Will. The term “in
equal shares, per stirpes” means there
are equal shares provided for the
children of the person making the will,
and if a child does not survive, their
share is to be equally divided among oy
their children, and so-forth. Here is an i o
example:
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Joe has three children, Mary, Susan, and Thomas. In his Will he leaves
his entire estate to “...my then living issue, in equal shares, per stirpes.”
When Joe dies, Mary and Susan are then living but Thomas is deceased,
but survived by two children. The estate will be distributed one-third to
Mary, one-third to Susan, and the one-third share that Thomas would
have taken if he had survived will pass in equal shares to his two
children. As a result, each of Thomas’s children will inherit a one-sixth
share of Joe’s estate.

8. Does the Will make the appropriate provision in the event a
named beneficiary does not survive the client?

As a general rule, property cannot pass to a named heir who
predeceases the maker of a Will. In certain cases, the property gifted will then
pass automatically to the then living descendants of the deceased heir, per
stirpes, under what is known as an “Anti-lapse Statute.” This would occur if
the gifted property passes to the maker’s lineal descendants, and in limited
cases a brother or sister of the testator. In those instances, absent a contrary
intent expressed in the document, the property which otherwise would have
passed to the deceased heir will pass instead to the deceased heir’s then
living descendants, per stirpes.

For example, assume the will of Joe Smith, provides the following:

“I give my brother, Bill, Ten Thousand ($10,000) Dollars.” Bill predeceases Joe.
By reason of the application of the Anti Lapse Statute the $10,000, gift would
pass to Bill’s then living descendants, per stirpes.

As a general rule, the intent of the maker of the Will, whether
consistent or contrary to the result created by the Anti-Lapse Statute, should
be expressed in the document. In our example, the gift could be reworded in
either of the following ways”

“I give my brother, Bill, Ten Thousand ($10,000) Dollars, provided he is then
living, otherwise this gift shall lapse.”

Alternatively:
“I give my brother, Bill, Ten Thousand ($10,000) Dollars, provided he is then
living, otherwise this amount shall be divided equally between his then living

children.”

In the first case, the gift will lapse and the gifted amount will be added
to the residue of the estate. In the second case, the gift will pass to Bill's
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children. In either case, the intent of the maker is clearly expressed and
fulfilled.

This may be very important should the client express a desire that the
estate should be distributed equally among the testator’s children. Often left
unaddressed is what happens if one or more of the children do not survive the
client. A question arises as to whether the estate is to be split among the
then-surviving children of the client or is the share of the deceased child to
pass to the deceased child’s issue? The Will should clearly state what should
happen in such a situation.

As already discussed, a “wipe out” clause which determines how the
estate is to be distributed in the event all named beneficiaries do not survive
should be part of the Will.

E. What if the Client Does Not Have a Will?

Our discussion so far assumes that the client has a Will. If a client
does not have a Will, the disposition of the
estate property is determined under the
“laws of intestacy” for the state in which he
or she is domiciled at the time of their
death. A person who dies without a Will is
said to die "intestate". Sometimes the
intestacy laws will produce an unexpected
result. For example, in Pennsylvania the
property of someone who dies intestate, 1/3+$30,000 the Balance
with a surviving spouse, no children, but ML
surviving parents will be distributed as follows: one-half of the estate plus
$30,000 to the surviving spouse and the balance to the surviving parents. In
order to avoid odd outcomes, a client should be made aware of the effect of
not having a Will on the disposition of his or her estate.

Reviewing Trusts

A. What is A Trust?

A trust is a document that creates a
fiduciary relationship with respect to property
arising from an intention to create a trust
relationship between a trustee and a beneficiary.
The person who creates the trust is sometimes
termed the “grantor” or “settler.” The trustee is the
person who holds legal title to the property but is
subject to a fiduciary duty to deal with it for the
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benefit of one or more “beneficiaries” of the trust.

B. When is a Trust Appropriate?

In estate planning, a trust may serve a number of objectives, including:

1. Preserving the property for beneficiaries by allowing the trustee
to control the use and enjoyment of the property as dictated by the trust
document;

2. Allowing the settler to control the future disposition of the

property again as dictated by the trust document;
3. Controlling the investment of the trust property;

4. Avoiding guardianship
requirements applicable to property transfers

to minors and other legally incapacitated z

. HEN is A TRuST

perSOHS, “\;-pmr;nell\n?
5. Minimizing probate costs

through lifetime transfers;

6. Achieving estate tax planning
objectives;

7. Acting as a Will substitute.

C. Reviewing Trust Documents.

1. Overview.

In the context of reviewing trusts which are
T part of the client’s estate plan, trusts may be
™ & divided into two general categories. Trusts which

Documents

the client has established for the benefit of
someone else and trusts which have been
established for the benefit of the client by
someone else. In either case, the specific
objective of your review is to determine whether
trusts are consistent with the client’s Plan of
Disposition. In addition be aware of those
situations in which a trust may be appropriate but not present in the estate
plan.

In general, answer the following questions in your review:
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a. Is the trust a testamentary or inter vivos trust?

b. Is the trust “revocable” or “irrevocable”?

C. What property is funding the trust?

d. Who are the trust beneficiaries?
e. How is the trust property disposed of?
f. When does the trust end?

g. Who Are the Trustees?

Another important question that will be discussed below is whether the
trust property will be included in the client’s taxable estate for estate tax
purposes.

2. Is the trust a testamentary or inter vivos trust?

A “testamentary trust” is a trust created by terms provided in the Last
Will and Testament. A testamentary trust will be normally funded exclusively
from the probate estate.

An “inter vivos trust” is a trust created during the lifetime of the settler.
The actual funding of the trust may occur upon creation, by later gift, or even
by a transfer at death. An inter vivos trust will be created by a trust document
that is separate and apart from the Will.

3. What property is funding the trust?

The Trust property, the subject matter of the trust, must be sufficiently
defined. While the subject matter of a trust must be lawful, definite property,
a trust may exist as to any real or personal, or legal or equitable, property
which is in existence, and which, in the eye of a court of equity, is of value.

In your review, keep track of the property which is held by the trust. A
testamentary trust will normally be funded exclusively from the probate estate.
An inter vivos trust on the other hand may be funded in a number of different
ways. First, by lifetime gift at the time the trust is created or at a point after the
trust has been established. Second, the trust may be funded by a
testamentary gift provided for in the Will. In many cases the entire residue of
the estate will be gifted by the Will to an inter vivos trust which then serves as
the primary dispositive instrument of the estate assets. Finally, the trust may
be the designated beneficiary of one or more life insurance policies. In those
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cases upon death of the insured the life insurance will be paid to the trust and
held for the beneficiaries.

4. Who are the trust beneficiaries?

It is important that the intended benéeficiaries, the “objects” of the trust,
must be sufficiently described so as to be ascertainable by the Trustee. Trust
beneficiaries can generally be separated in terms of the nature of their
interest in the trust. There are trust beneficiaries who have a current interest
in the trust and ones that have a future interest that arises once the current
interest ends.

Here’s an example:

X, the settler, places $10,000, in trust for the benefit of Z. During Z’s lifetime the
income earned by the trust is to be distributed annually to Z. Principal is also
made available in the trustee’s discretion if needed to provide for Z’ s “health,
education, maintenance, and support. Upon Z’s death the balance remaining in
the trust will be distributed to W, if he is then living otherwise to his then living
issue, in equal shares, per stirpes”

In this example Z is a lifetime beneficiary with a current interest in the
trust. W is a “remainderman” with a remainder interest in the trust, and W’s
issue have a remainder interest in the trust contingent on W predeceasing Z,
they are considered “contingent remaindermen”.

5. How is the trust property disposed of?

The disposition of the trust property
will be determined by the provisions of the
trust. Generally you can break those B e
provisions down in terms of : (i) disposition | fobuEAes
of the trust income; (ii) disposition of trust
principal, and (iii) disposition of the
remaining balance of the trust at the end
of the trust term.

In trust accounting the terms
‘income” and “principal” are important because they help define the relative
interests of the trust. An individual may be said to hold an “income interest” in
a trust when they have a right to receive income distribution from the trust.
For example, as stated above a trust may provide:

“‘During Z’s lifetime the income earned by the trust is to be distributed annually
toZ 7
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In this case Z is an income beneficiary of the trust. Z may also have
an interest in principal — as stated above:

“Principal is also made available in the trustee’s discretion if needed to provide
for Z’s “health, education, maintenance, and support.”

The term "income" is defined as money or property which a trustee
receives as a current return from a principal asset. The term does not include
gain from the sale of principal, this is considered principal.

The trust document will normally delineate how the trustee must deal
with both income and principal in relation to the trust beneficiaries - generally
the distributions will either be : mandatory (the trustee must distribute) or
discretionary (the trustee may distribute).

“To pay the net income at least quarterly to my wife, for life.”
or discretionary (the trustee may distribute)..

“To pay as much of the net income of the trust as may trustee deem
appropriate in its sole discretion.”

“..to pay to or apply for the benefit of my said wife as much of the principal as
my Trustee deems advisable in her sole discretion...”

or discretionary but subject to a standard within which the discretion
may be exercised...

“..to pay to or apply for the benefit of my said wife as much of the principal as
my Trustee deems advisable for her maintenance, education, health and
support...”

In some cases the distributions will be to a single trust beneficiary, but
often they may be made to a group of beneficiaries...

“To pay or apply for the benefit of any one or more of my children as much of
the net income in such amounts and at such times as my Trustee deems
advisable in my Trustee’s sole discretion.”

6. When does the trust end?

When the trust terminates, this will trigger a distribution to the
remaindermen of the trust. This may occur on the death of one or more trust
beneficiaries (“... for the lifetime of my son, William...”) after a terms years
(“..for a term of ten years beginning on my death...) or upon the
occurrence of an event (“...until my son attains age 25...”). At the point of
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termination, the trust will generally direct that the remaining trust balance will
be distributed to the specified remaindermen.

7. Who Are the Trustees?

Choosing a trustee is a choice based on the particular facts and
circumstances of each case. Obviously whoever is chosen should be a
responsible individual who is sensitive to the needs of the beneficiaries but
willing to adhere to the purposes for which the trust was created.

It is also important that the document appointment a successor trustee,
and that the document provide a mechanism for the appointment of a trustee
if there is an unfilled vacancy.

D. Is the Trust Property Taxable in the Client& Estate?

The creation and funding of a trust, either
during lifetime or at death, may have federal
estate tax ramifications.  Therefore, an
understanding of the various estate tax provisions
which may impact an inter vivos or testamentary
trust is essential.

1. Sec. 2036 -- Retained Life Estate.
a. Overview.

Sec. 2036 requires the inclusion in the gross estate of property
once owned by the decedent and gifted during lifetime if the decedent
retained a life interest in the property. Therefore, if the client has gifted
property to a trust and retained the prohibited life interest, the trust
property will be included in his or her estate for federal estate tax
purposes.

b. The Elements of Sec. 2036.

Sec. 2036 provides that a decedent's gross estate includes the
value of any interest in property transferred by the decedent, whether
in trust or otherwise, if the following elements of sec. 2036 are present:

Q) Transfer Requirement. The decedent must have made a
transfer of property during their lifetime in exchange for less than
adequate consideration in money or money's worth.
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(2) Retention Requirement. The decedent must have
retained either: (i) the right to the income, (ii) the right to use or enjoy
the property transferred, or (iii) the right to control the income, use or
enjoyment of the property.

(3) The Period Requirement. The retention of the right or
control must be either: (i) for the decedent’s lifetime, (ii) a period which
does not end before the decedent's death, or (iii) for a period which
cannot be ascertained without reference to the decedent's death.

C. Examples.

(1) W transfers $100,000 into trust retaining the right to the
income from the property for life. W's retention of the income from the
transferred property for life requires inclusion of the full value of the
property transferred in W's gross estate under sec. 2036.

(2)  Ztransfers ownership of his house to R, but retains the
right to live in the house for ten years. Z dies within 5 years of the
transfer. Z's retention of the enjoyment from the transferred property
for a period, which did, not in fact end prior to Z's death requires
inclusion of the full value of the property transferred in his gross estate
under sec. 2036.

3) Q transfers $100,000 in trust retaining the right to
allocate the income between R and S, until death. Q's retention of
control over the income from the transferred property for life requires
inclusion of the property transferred in her gross estate under sec.
2036.

2. Sec. 2037 -- Transfers Taking Effect at Death.
a. Overview.

Sec. 2037 includes in the gross estate certain property interests
which are contingent upon surviving the decedent, and over which the
decedent retained a reversionary interest in the property. As a result, if
the client has transferred the property in trust by gift and retained the
prohibited reversionary interest the full value of the property held by
the trust will be included in the client’s gross estate for federal estate
tax purposes.

b. The Elements of Sec. 2037.
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Sec. 2037 provides, in part, that the value of the gross estate
shall include interests in property transferred by the decedent during
his or her lifetime, provided four elements are met:

(1) Transfer Requirement. The decedent must have made a
transfer of property during lifetime in exchange for less than adequate
consideration in money or money's worth.

(2) The "Survivorship" Requirement. The possession or
enjoyment of the property interest must be conditional on surviving the
decedent, and

(3) The "Reversionary Interest” Requirement. The decedent
must have retained an interest in the property that may bring the
property back to him or his estate or back under his or her power of
disposition, and

(4) The 5% Rule. The value of the reversionary interest
retained must exceed at the time of the decedent's death 5% of the
value of the transferred property.

C. Example:

X transfers property in trust, income to W for life. Upon W's
death, the property will revert to X, if living; if not to Z or Z's estate.
The value of Z's interest in the trust property will be included in X's
estate under sec. 2037.

3. Revocable Transfers; Sec. 2038.

a. Overview.

Sec. 2038 requires inclusion of the property or property interest,
when the decedent has made a gratuitous lifetime transfer, but
retained the right to revoke the transfer entirely or alter the nature of
the transfer until death. If the client has transferred property in trust
and retained the right to revoke the trust the full value the property held
by the trust will be included in the clients gross estate for tax purposes.

b. The Elements of Sec. 2038.

In order for sec. 2038 to apply the following elements must be
present:
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(1) Transfer Requirement. The decedent made a transfer of
property in exchange for less than adequate consideration in money or
money's worth.

(2) Right to Alter or Revoke. The decedent retained the right
to revoke or alter the transfer.

3) Power Exists at Death. Such power must exist at the time
of death.

C. Example:

E transfers property into trust for the benefit of F, but retains the
right to revoke the trust for life. Sec. 2038 will require inclusion of the
trust property in E's estate, whether or not the property would be
returned to E or E's estate upon revocation.

4, Sec. 2041 - Powers of Appointment; Sec. 2041.
a. Overview.

Sec. 2041 requires property to be included in the decedent's
gross estate if the decedent held a "general power of appointment”
over the property at the time of death. As a result, if the client holds a
“general power of appointment” over a trust not even created or funded
by the decedent, the property held by the trust will be includible and
taxable estate for federal estate tax purposes.

b. The Elements of Sec. 2041.
(2) General Rule. Sec. 2041 provides that all property over

which a decedent possessed a "general power of appointment” at his
or her death, is includible in his or her gross estate.

(2)  Possession of the Power at Death. It is the possession of
the general power of appointment by the decedent, not its exercise,
which triggers inclusion under sec. 2041.

(@ A general power, created after October 21, 1942 and
held by the donee, will result in taxability of the subject property in his
or her estate, if he or she merely holds the power until his or her death.

(b)  Also, it is not required that the decedent ever actually

own the property which is the subject of the power, for inclusion to
result.
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3) Only "General Powers of Appointment" Covered.

Only powers defined as "general powers of appointment” can result in
includability under sec. 2041.

(@) A "general power of appointment” is one which can be
exercised by the person to whom it was given in favor of himself, his or
her estate, or the creditors of himself or his or her estate

(b)  The term includes all powers, which are in substance and
effect powers of appointment, regardless of the nomenclature used in
creating the power. The power to consume or appropriate trust
principal exercisable without restriction in favor of the person holding
the power is a general power of appointment.

(c) A power exercisable for the purpose of discharging a
legal obligation of the decedent or for his pecuniary benefit is
considered a power exercisable in favor of the decedent or his or her
creditors and is therefore considered a taxable general power of
appointment.

5. The Right to Remove Trustees.

The settlor’s right to remove a trustee and replace the trustee without
restriction will impute the powers held by the trustees to the settlor. Therefore,
if the trustee holds powers over the trust that if held by the setllor would
trigger inclusion under secs. 2036, 2038, or 2041, those powers will be
imputed to the settler, and inclusion of the trust balance will result. If the right
to appoint a successor is restricted to trustees who are not related or
subordinate to the settler, the powers held by the trustee will not be imputed
to the settler.

V. Reviewing the Disposition of Non-Probate
Assets.

In reviewing the disposition of non-probate assets,
the following should be considered:

Disposiri Of Non-
PRODATE AssErs

A. Designation of Beneficiary Forms

The client should be asked to produce current
designation of beneficiary forms for all life insurance
policies, IRAs, 401ks, and other retirement accounts. In reviewing these documents,
pay attention not only to who has been named as the primary beneficiary (i.e., the
person first in line to receive the disposition if the owner dies) but also who is named
as the contingent beneficiary, and the manner in which they are named.
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Typically a client’s Will provides that in the event that their spouse does not
survive them, their estate should be divided equally among their children. The Will
may provide further that if one of the children does not survive the client, the share
of the deceased child is to pass in equal shares to the children of the deceased
child. The Will provision would be worded as follows:

“..to my wife, MOLLY, if she is then living, otherwise to my children, THOMAS, MARY,
and WILLIAM, in equal shares, provided that if a child of mine does not survive me, the
share that would have otherwise passed to such child shall pass to his or her then living
descendants in equals shares, per stirpes.”

On the other hand, the designation of beneficiary forms for the life insurance
of that same client may provide that if the spouse does not survive, then the life
insurance proceeds are to pass to children individually named. The wording of the
designation of beneficiary would have the following wording:

“Primary Beneficiary: my wife, MOLLY.
Contingent Beneficiary: my children, THOMAS, MARY, and WILLIAM”

In this case if one of the children does not survive, only the surviving children
will likely receive the proceeds of the insurance policy. The children of the deceased
child would receive nothing. This may not be what the client wants. The dispositions
of the estate and the non-probate asset are inconsistent, and should be reviewed
with the client.

B. Has a trust been named as a beneficiary of an IRA, 401k, or other
qgualified retirement plan?

Because distributions from such plans are income taxable to the recipient,
making a Trust the beneficiary of an IRA, 401k, or other qualified retirement plan is a
step which should be taken only if the income tax issues have been closely
examined. First, a Trust is taxable at the highest marginal income tax rate of 35%
after income of $9,500. Therefore, if the plan distributions are to the Trust and not
distributed to beneficiaries, the highest level of income taxation will be incurred. This
is not to say that distribution of the plan to a Trust is not appropriate in every case,
often there are sound reasons for naming a trust which out-weigh the tax
disadvantages. In certain cases estate tax can be saved, and in other cases control
of the funds through the Trust is an overriding concern. In any event, the client
should be made aware of the income tax consequence of naming a Trust as the
beneficiary of such a plan.

Another consideration is the effect that naming a Trust may have in terms of
the so-called “minimum distribution rules.” The minimum distribution rules require
that qualified retirement plans and IRAs make distributions of minimum amounts to
plan beneficiaries every year. After the death of the owner, the amount of the
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minimum distributions may depend upon the identity of the plan beneficiaries. As a
general rule, the balance of the plan is divided by the beneficiary’s or beneficiaries’
life expectancy to determine the required minimum distribution. When the
distributions are made directly to individuals, their individual life expectancy
generally can be used to determine the amount of such distributions. When a Trust
is named, however, certain requirements must be met in order to insure that the life
expectancy of the Trust beneficiaries can be used to determine the minimum
distribution. If the requirements are not met, the full balance of the plan may have to
be distributed within an accelerated time period after the owner’s death.

C. Has aminor child been named as a beneficiary of an IRA, 401k, or
other qualified retirement plan?

As discussed below, a minor child cannot receive property in excess of
$25,000, without the necessity of having a guardian appointed on their behalf. There
are certain disadvantages to a guardianship — one of which is that it terminates at
age 18, at which time the funds will be distributed outright to the child. An alternative
to naming the minor, is to name a Custodian under the Uniform Transfers to Minors
Act to hold the distributions on behalf of the child. This will allow supervision of the
funds until the recipient reaches the age of 21.
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l. Overview.

The estate plan should adequately provide for minor and disabled family
members both in terms of who is responsible for their care and also the manner in
which property should be left to them. Minor children and those with certain
disabilities should not be gifted significant amounts of property outright. In fact, in
Pennsylvania a child under 18 cannot inherit
property valued in excess of $25,000, without a
formal guardian being appointed by the court.
For these individuals, the Will should create a
trust to hold and administer their bequest. This
Unit will discuss the possibilities related to such a
trust. The question for you to answer in your
review is whether the estate planning has made
adequate provision for minors and disabled
beneficiaries of the client’s estate.

Il. Taking Care of the Person

Under Pennsylvania law any person who
is competent to create a will and is the sole
! surviving parent of child under the age of 18
may appoint a guardian of the person of such
child. The guardian once appointed serves as in
loco parentis of the child until they reach the
age of majority. If the will is silent the Orphan’s
Court will appoint guardian for the minor.

Taking Care of THE PERSON ’

If there are minor children, check to see
if there is a guardian provision. If a married
couple is appointed, the clients might consider whether the named couple should be
replaced by a second married couple in the event of a divorce.
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1. Dispositions to Minors.

A. Overview.

A second important question is how a minor should inherit property — whether
probate or non-probate. In Pennsylvania a child under 18 cannot inherit property
valued in excess of $25,000, without a formal guardian of the property being
appointed by the court.

Note: The guardian of the property may or
may not be the same person who is
appointed guardian of the person — they are
two separate jobs with two separate different
sets of responsibility — one appointed to take Dispositions T
care of the minor’s person and one to take hos
care of the minor’s property.

There are several alternatives to having the
court appoint a guardian of the property. First, just as the testator may appoint a
guardian of the minor’s property — the testator may also appoint a guardian of the
minor’s property left to thenm under the testator’s will. Alternatively, a client may
appoint a custodian over his or her property left to the minor as provided under the
Uniform Gifts to Minors Act. Alternatively, the client could place the property in trust.
The following paragraphs will discuss these alternatives.

B. Guardianship

Outright transfer of property to minors is prohibited by Pennsylvania law. If the
amount of the transfer is under $25,000, the parent of the child must hold the
property. If the amount of the property is over $25,000, a guardian of the property
must be appointed.

There are a number of reasons why a guardianship is not recommended:
First, a sole surviving parent cannot be the person with sole responsibility for
management of the funds. Second, expenditure of the funds requires court approval,
and finally the guardianship ends at age 18.

C. Custodianship

One alternative is a Custodianship under the Uniform Transfers to Minors Act.
Generally a custodian under the UTMA will enjoy greater freedom of action than
someone who is appointed to a Guardianship. Additionally, the Custodianship
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terminates at age 21, giving additional time during which the property may be
controlled.

D. Trusts

A trust is the recommended alternative
o over both the Guardianship and the

st o Mivors Custodianship for several reasons. First the
trust maybe designed specifically to meet the
needs of the individuals involved both in terms of
how the funds are expended and how they are
invested during the trust term. Secondly, the
trust can continue until whatever age the testator
feels appropriate even far into adulthood.

In order to provide disposition of property to a minor in trust, the testator will
either create the trust in his or her will (a “testamentary trust”) or as a separate trust
document created during lifetime ( an “inter vivos trust”). In either case the will be
generally add probate assets to the trust at the time of death. Non-probate property
could also be added by designation of beneficiary naming the trust.

In any case, a typical minors trust might provide the funds be held in trust for
the benefit of the minor until age 25, with distributions available for perhaps “health,
education, support and maintenance” before that age. Another form of minor’s trust
might have the trust make outright distributions at certain ages such one third at age
25, one half of the remaining balance at age 30, and the remaining principal at age
35.

V. Disabled Beneficiaries

Careful planning is often required if a family member is disabled. One issue is
whether there should be a disproportionate allocation of assets to insure the care of
the disabled individual. Sometimes the purchase of
insurance policy is purchased specifically for this
purpose. Also, care should be taken that the portion
of the estate that passes to the disabled person
passes in such a way so that it dose not disqualify
the individual from qualifying for public assistance.
This generally means the implementation of a so-
called “Special Needs Trust”.

Care should also be taken in who is selected to
serve as Trustee of the trust. Professionals who are well versed in the care of
disabled individuals should be considered.
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l. Introduction

Like everything else in life, dying isn’t free. The cost of dying generally
includes probate fees and death taxes. A complete estate plan takes steps to reduce
these costs to the lowest level possible.

I. Probate and Reducing Probate Fees

The "probate process" is the process through
which a person's financial affairs are settled upon g
his or her death. This includes the payment of any [ TheCostof Dying

liabilities, including death taxes, which may be due
and then distributing the person's probate property ;

according to the terms of their Last Will and ||
Testament. 4

Living Trust

5

Generally, the cost of probate involves the s
i

fees paid to the executor and the attorney for
completing the probate process. Sometimes the
state in which the person dies may also extract probate fees. Reviewing the estate
plan periodically during lifetime, highlighting and then addressing potential problem
areas can reduce these costs. For many people, simply organizing the estate prior to
death can significantly reduce the cost of probate.

Further, the manner in which the client titles their property can also expedite
the probate process. For married couples assets titled in joint names will avoid the
probate process entirely on the death of the first spouse. Of course, such a strategy
would do little to facilitate the settlement of the estate of the second spouse to die
since all the estate property would at that time be held by the survivor outright.

A second alternative is to create and fund a Living Trust during lifetime. If a
Living Trust is adopted, the client will transfer property to a Trust that is established
during his or her lifetime. After they make such transfers, the assets in the Trust will
be held for the client’s sole benefit during their lifetime. This may prove useful if they
feel that they would like to have someone else manage their property for them
during their lifetime. In addition, property transferred to the Trust is not subject to the
probate process when they die. This can be especially important if the client owns
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real property in more than one state. If the property is owned outright, probate of the
Will would be required in each state where such real property is located. On the
other hand if such property is held in a Trust, probate is only necessary in the state
in which the individual is domiciled at the time of death.

. Death Taxes

Two types of death taxes may impact an estate: the Pennsylvania Inheritance
Tax and the federal estate tax.

A. The Pennsylvania Inheritance Tax
1. Estimating the Pennsylvania Inheritance Tax.
The Pennsylvania inheritance tax is a tax
_ upon the privilege of inheriting property.
Generally, all property owned by a decedent at

death, which passes by Will, intestacy or by
operation of law, is subject to the inheritance tax.

Taxable
Assets

L /"-'/u; There are notable exceptions. Transfers
- [ -~ | {0 a surviving spouse or to a qualified charity are
. not taxed. In addition, certain assets are exempt
from the tax. These include life insurance proceeds (but not annuities), lump
sum social security death benefits, and retirement benefits when owned by a
decedent over age 59 %2 at the date of death

For those transfers of property which are subject to inheritance tax,
several different rates may apply. A 4.5% rate applies to transfers to a
decedent's children, grandchildren, parents, grandparents, other lineal
ancestors and descendants, and the spouse of a decedent's child. A 12% rate
applies to transfers to the decedent's brothers and sisters, and 15% rate
generally applies to transfers to all other persons. Jointly held property is
taxed based on the pro rata ownership of the decedent, i.e., if there are two
joint tenants 50% is taxable, if there are three 1/3. The inheritance tax return,
together with payment of the tax, is due no later than nine months after the
decedent's date of death.

Use the Estimator provided in Exhibit A to estimate a client’s
Pennsylvania Inheritance Tax liability. For a married couple you should
perform the calculation two ways. First calculate an estimated tax for the
husband assuming that he died first and then for the wife assuming she
survived; then reverse the order and then perform the calculation assuming
that the wife died first followed by her husband.

2. Planning to Reduce the Pennsylvania Inheritance Tax.
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One way to avoid the Pennsylvania Inheritance Tax is to transfer
assets by gift more than one year prior to the
client’s death. Pennsylvania does not have a gift
tax, but property transferred without adequate
consideration within one year of death is added el it
back into the taxable estate and taxed accordingly.
Therefore, if the client owns assets that have value
but do not help sustain his or her lifestyle (such as
non-income producing real estate), consideration
should be given to transferring those assets during
one’s lifetime.

B. Planning to Reduce the Federal Estate Tax
1. Overview of the Unified Transfer Tax System.

The estate tax is, together with the federal gift tax and the federal
generation skipping transfer tax, a part of the federal unified transfer tax and
credit system. Before someone can fully appreciate the tax planning involved
in reducing the impact of the federal estate tax
and the federal gift tax they must first have an
understanding of how the federal estate tax
e Pl EsTae \ and gift tax are calculated. The two taxes

\ work in tandem in what is termed the “unified
sl transfer tax system.” In calculating each tax,
the tax rates are the same and the taxable
amount is “grossed up” by the amount of prior
taxable gifts. This essentially makes it a tax
neutral choice as to whether an individual
transfers his or her estate by lifetime gift or by testamentary transfer at death.
Therefore the transfer of an estate worth $5,000,000 at death will generally
generate an estate tax liability equal to the gift tax on the transfer of an estate
of the same amount all by lifetime gift, and the same aggregate estate and gift
tax liability as the transfer of one-half the estate (i.e., $2,500,000) during
lifetime and the other half ($2,500,000) at death.

THe Federal Gilr and

2. Calculating the Federal Gift Tax

Unlike the Pennsylvania Inheritance Tax, the
federal estate tax cannot be completely avoided by
lifetime gifts. This is because there is a federal gift
tax. The gift tax is based on the value of gifts made
during lifetime. The tax rates are the same as those
applied to the federal estate tax. In the case of the
gift tax, the first $1,000,000 is exempt from out of
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pocket tax by reason of the Applicable Credit, currently $345,800. The federal
gift tax is calculated using the following steps:

Step One.

The gift tax calculation begins with a determination of the fair market
value of the taxable gifts made by the donor during the current tax
year. Generally, for a transfer of property to be subject to the gift tax,
there must be a completed gratuitous lifetime transfer of property for
less than adequate consideration. As a general rule, transfers of
property (i) where inadequate consideration is received in the
exchange, and (ii) which are made in a non-business context are
considered taxable gifts.

The following transfers are not considered taxable gifts: (i) the
payment of medical or educational payments by an individual for
another; (ii) transfer of property to a spouse (the "marital deduction™),
unless the transfer is an "terminable interest"; and (iii) transfers of
property to qualifying charitable organizations. All taxable gifts are
taxed at the fair market value of the property transferred on the date
the gift is completed.

Step Two.

The next step in the calculation is to subtract an exclusion of $13,000,
per donee per year (this is called the "annual exclusion"). As a result
of the annual exclusion only gifts in excess of $13,000 to a particular
recipient in any year are subject to the gift tax. As will be discussed
below, the use of this exclusion can be a valuable planning device to
reduce an individual's federal estate tax. In order to qualify for the
annual exclusion the property interest transferred must constitute the
gift of a "present interest”. In order to qualify as a present interest the
donee must have the immediate right to use, possess, and enjoy the
gifted property. While an outright gift will constitute the gift of a
present interest, a transfer of property in trust may or may not
depending on the terms if the trust.

Note: The annual exclusion is currently $13,000. This exclusion
applies each year against the gifts made to a particular donee. As a
result, if the donor in a particular tax year makes a $50,00, gift to one
donee he or she would be entitled to one $13,000 exclusion; if the on
the other hand the donor made two gifts of $25,000 each to two
doness he or she would be entitled to two $13,000 exclusions.

Step Three.
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The next step in the calculation is to add: (i) the aggregate value of the
taxable gifts made by the donor during his or her lifetime for all prior
taxable periods (i.e., gifts made in prior tax periods in excess of any
annual exclusions which apply to such gifts), to (ii) the amount of the
taxable gifts made in the current period.

Step Four.

The next step is to determine the gift tax payable on the total amount
of taxable gifts made by the donor in previous years. This amount is
then subtracted from the tax payable on the aggregate taxable gifts
made by the donor, including gifts made during the current year.

Step Five.

The final step in the calculation is to determine the available
"applicable credit”, and offset that amount against the net amount
determined in Step Five, above. The net difference is the gift tax
actually due.

Note: The "applicable credit" is a credit allowed by the Code against
the federal gift and federal estate tax. The available applicable credit
is computed by determining the applicable credit available for the year
of the transfer according to the schedule below, and reducing that
figure by the applicable credit used against tax in all prior periods. The
aggregate available credit used to offset gift tax cannot exceed
$345,800.

Consider this example:

During the current tax year Joel
makes a gift to his daughter of $25,000,
and a gift to his son of $50,000. He has
also made taxable gifts of $1,000,000
during his life and already utilized his
applicable credit. The following

E demonstrates the calculation of the gift tax.

s:o 090

G LR

1. Gross Amount Gifted $ 75,000 StepOne
2. Less: Two annual exclusions@$13,000 - 26,000 Step Two
$ 49,000
3. Add: Taxable Gifts made
during lifetime 1,000,000 Step Three
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4. Total $1,049,000

5. Tentative Tax 365,890 Step Four
6. Less Gift Tax on Taxable Gifts - 345,800 Step Five
7. Less unused Applicable Credit -0 Step Six
8. Total Tax Due $ 20,090

3. Calculating the Federal Estate Tax

The federal estate tax is an excise tax imposed on the transfer
property at death. The tax is based on the fair market value of the property in
which the decedent had an interest at the date of death. The tax can reach a
top rate of 45%, and the property taxed includes all of the assets owned by a
decedent including personal effects,
investments, real property, life insurance, and
the value in retirement plans. Joint property
with the right of survivorship is taxed one-half
in the estate of the first of the joint tenants to
die. In determining the so-called “taxable
estate” certain deductions are allowed
including administration expenses of the

- estate, debts of the decedent, and charitable
bequests. In addition, a “marital deduction” is allowed for qualifying property
passing to a surviving spouse. Not all estates are subject to the Federal
Estate Tax. Under current law, estates valued up to $3,500,000 (the
“applicable exclusion amount”) are exempt from the federal estate tax by
reason of what is called the “applicable credit amount”, formerly termed the
“unified credit”.

The federal estate tax is calculated based on the following steps:

Step One.

Determine items includible in the “gross estate” and their fair market
value.

The “gross estate” includes all property in which the decedent had an
interest at the time of death. As stated above the gross estate includes
personal effects, investments, real property, life insurance, annuities
and the value in retirement plans. Joint property with the right of
survivorship is taxed one-half in the estate of the first of the joint
tenants to die. Also included is the value of certain property interests
transferred by the decedent during lifetime in which the decedent
retained an interest in or control over until death.
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Step Two.

Determine the deductions allowable to the estate, and subtract the
deductions from the amount determined in Step One. This net amount
is the "taxable estate". Deductions include expenses incurred by the
estate during the period of administration as well as losses sustained
by the estate during that period. In addition the so-called “marital
deduction” is allowed for the value of qualifying property passing to a
surviving spouse, and testamentary gifts to qualifying charities.

Note: The “marital deduction” is a deduction for qualifying property
passing to a surviving spouse. The term “marital deduction” is rather a
misnomer; it should perhaps be more properly termed the “marital
deferral”. This is because in order to qualify for the marital deduction
property not only must pass to a surviving spouse but it must pass in a
way which makes the property taxable in the surviving spouse’s estate
if owned when he or she dies, e.g. a gift outright or to a certain type of
trust called a “QTIP” trust.

Step Three.

Add the amount of the decedent's post - 1976 taxable gifts not included
in the gross estate.

Note: The inclusion of the donor's taxable gifts into the calculation is
not intended to tax such gifts a second time. This step in the
calculation merely serves to "gross up” the taxable estate into a higher
marginal tax bracket. The tax paid on these gift transfers included in
the calculation is then subtracted in Step Six, below.

Step Four.

Calculate the federal estate tax on this sum determined in Step Three,
using the tax rates provided in sec. 2001 (see rate schedule in the
Appendix to this Unit). This figure is the "tentative tax".

Step Five.

Determine the gift tax payable with respect to Post-1976 Adjusted
Taxable Gifts included under Step Two, above, using the rate
schedule in Appendix A. This figure is then subtracted from the
tentative tax. This amount is the "gross estate tax".

Step Six.
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Reduce the amount determined in Step Five by the “applicable credit
amount”’. The net difference is the estate tax due.

Note: The applicable credit amount is currently $1,455,800; this is the
tentative tax on a taxable estate of $3,500,000. The level of taxable
estate at which the applicable credit amount eliminates the federal
estate tax entirely is termed the “applicable exclusion amount”. The
credit must be used during lifetime to reduce gift tax due. However,
only $345,800 of the credit is available for this purpose. This effectively
exempts $1,000,000 from out of pocket gift tax. Only the remaining
unused applicable credit is available to offset estate tax at death.

Consider this example:

Bill has a gross estate of $6,000,000. He
has also made taxable gifts of $1,000,000 during
his life. His estate incurs $500,000, of
administration expenses. In his will he leaves
$2,000,000, to his wife, and the balance to his
children. This is calculation of the estate tax.

1. Gross Estate $ 6,000,000 Step One
2. Less:

Administration Expenses - 500,000 Step Two

Marital Deduction - 2,000,000

$3,500,000

3. Add: Taxable Gifts made

during lifetime 1,000,000 Step Three
4. Total $4,500,000
5. Tentative Tax 1,905,000 Step Four
6. Less Gift Tax on Taxable Gifts - 345,800 Step Five
7. Less unused Applicable Credit -1,110,000 Step Six
8. Total Tax Due $ 449,200
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2. Planning to Reduce the Federal Estate Tax.
a. The Credit Shelter Plan

If the estate is large enough to be exposed
to the federal estate tax, i.e. if the estate exceeds
the current federal estate tax exemption of
$3,500,000, the estate plan should be structured to
reduce or avoid the Federal Estate Tax. A married
couple can often reduce or eliminate the impact of
this tax entirely by the adoption of an estate plan

i = which includes a special trust, sometimes called a
“By Pass Trust” or “Credit Shelter Trust”. We will refer to the plan
incorporating the Credit Shelter Trust as the “Credit Shelter Plan”.

A Credit Shelter Trust is a trust either created in the Will of the first of
the married couple to die or as a separate trust document executed at the
same time as the Will. In either case, it is funded from the estate of the first to
die. The Credit Shelter Trust is held during the
surviving spouse’s lifetime for the benefit of the
surviving spouse or the benefit of the surviving
spouse and the surviving children. If properly drafted,
the assets held by the Trust will not be taxable in the
surviving spouse’s estate for Federal Estate Tax
purposes. By virtue of the Internal Revenue Code, the ‘
amount that may be placed in a Credit Shelter Trust tax-free by the estate will
be the amount of federal estate tax exemption not yet utilized. Upon the death
of the surviving spouse, the property held by the Credit Shelter Trust will pass
to heirs determined by the Trust (which, in most cases are the surviving
children), either outright or in further trust. As a result, the Credit Shelter Plan
allows a married couple the opportunity to shelter an amount equal to twice
the Exemption from Federal Estate Tax one exemption each for the husband
and the wife.

Example One:

Assume your clients are a married couple, Bill and Ruth. They have two children. Bill and Ruth
have a probate estate valued at $6,000,000. $4,500,000, is owned by Bill outright in his name
alone and $1,500,000, is owned by Ruth outright in her name alone. Lets assume Bill and Ruth
have an Estate Plan providing that on the death of the first of them to die every thing passes to
the survivor and then upon the death of the survivor to the children, in equal shares. Assume
further that Bill dies first. In this case Ruth would inherit the Bill's assets without federal estate
tax. This is because his estate passes to a surviving spouse, and by reason of the Marital
Deduction, the property in his estate is not taxed. On Ruth’s death, the entire estate of
$6,000,000, i.e., $4,500,000 received from Bill, and the $1,500,000, she owns in her own name
is fully taxable, and a federal estate tax of $1,225,000, is incurred.
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Under the Credit Shelter Plan, instead of providing that the entire
estate passes outright to the surviving spouse, the estate planning documents
provide that an amount equal to the remaining Estate Tax Exemption will
pass to the Credit Shelter Trust. Assets valued in excess of that amount will
pass under this Plan to the surviving spouse outright or in Trust.

Example Two:

In Example One, above, we assumed that upon Bill's death, his entire estate of $4,500,000
would pass to Ruth outright, but under the Credit Shelter Plan,$3,500,000 of his estate (an
amount equal to the Federal Estate Tax Exemption), would instead pass to the Credit Shelter
Trust to be held for Ruth's benefit.  The balance of Bill's assets (now valued at only
$1,000,000) would pass to Ruth outside of the Credit Shelter Trust, and when Ruth dies, the
tax advantage of the Credit Shelter Trust would occur. In Example One, when Ruth died, the
entire aggregate estate was subject to the Federal Estate Tax. In Example Two, under the
Credit Shelter Trust, only the $2,500,000 dollars that she owns outside of the trust was taxable.
Therefore, the Federal Estate Tax of $1,225,000 in Example One was reduced to $0 through
the use of the Credit Shelter Trust.

The effectiveness of the Credit Shelter Trust in reducing the estate tax
liability of a married couple is limited by several
factors. First, as already mentioned, the maximum
amount that can be placed in the Trust under the
Internal Revenue Code without incurring federal
estate tax is an amount equal to the decedent’s
remaining Estate Tax Exemption. Second, the
documents creating the Credit Shelter Trust must
be in place prior to death. Since it is not possible
to determine with certainty which spouse will die T ;
first, both the husband and the wife should have the proper documents.

Another potentially limiting factor to the effectiveness of the Credit
Shelter Plan is the amount of property owned outright by the first of a married
couple to die. Even though the Credit Shelter Trust can shelter an amount
equal to the Exemption from Federal Estate Tax for both estates, the Code
requires that the Trust be funded by assets owned by the first spouse to die at
the time of their death. Therefore, part of the estate planning review should
be to check whether each spouse has sufficient assets in their name alone to
fund the Credit Shelter Trust. There is a simple rule of thumb: if the estate has
an aggregate value of twice the Estate Tax Exemption or more, then each
spouse should own assets with a value of at least the Exemption Amount. If
the value of the estate is less than that amount, then each spouse should own
one half of the combined estate in their name alone. For this purpose, you
should count one half the value of jointly held property as owned one-half by
each spouse.
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A complete estate plan for a married couple must include a Credit
Shelter Trust if their estate has a value in excess of the Estate Exemption
Amount. If there is still federal estate tax exposure after the implementation of
the Credit Shelter Trust, additional planning steps be considered as part of
the Estate Plan.

b. Lifetime Gifts
In spite of the tax neutral nature of the
_ unified transfer tax system there are tax
i advantages in making lifetime gifts. First, the
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i st st taxable amount of a lifetime gift is reduced by

$13000 por dones. J $13,000, per donee every year. As a result, a
Hosriaionn o | $50,000 gift from a parent to a child generates a
= taxable gift of only $37,000 (ie., $50,000 —

T 13,000). If the gift were made $25,000 to one

B s Child @nd $25,000 to another the taxable amount

would be reduced by two annual exclusion amounts of $13,000 each, making
the taxable gift $24,000. Because of the availability of the per donee
exclusion each year, the taxable estate can be significantly reduced by a gift
giving program which extends over a significant period of time.

Since the gift tax is based on the value of gifted property at the time of
the gift and the estate tax is based on the value of property at the date of
death, it is generally good estate tax planning to make lifetime gifts of assets
that have a good chance of appreciating in value. This removes appreciation
from the taxable estate.

C. The Irrevocable Life Insurance Trust

The irrevocable insurance trust or “ILIT” can prove a valuable estate
planning tool. If properly structured, the ILIT can effectively remove life
insurance form an insured’s taxable estate with very little or no gift tax
consequence.

If an individual dies owning the incidents of ownership on a life
insurance policy, the face value of the policy is fully includable in their federal
gross estate. As an alternative to naming one or more individuals or the
insured's estate as the beneficiary of the life insurance policy, consideration
should be given to having the policy owned by an irrevocable life insurance
trust. An individual who already owns a life insurance policy may transfer that
policy to an inter vivos trust or, if an individual has not already acquired a
policy, he or she could create a trust and have the trustee acquire one or
more policies on his or her life.
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Under either scenario, the life insurance policy will be the property of
the trust. The trust will be both the owner of the life insurance policy and the
beneficiary of the proceeds, and therefore it will not be taxed as part of the
insured person’s estate. In the case of an existing policy, this does require
that the transferor survives for three years after the transfer. From a gift tax
point of view, the transfer of the policy is generally a taxable gift, but its value
is based on the cash surrender value of the policy and not is face value.

The trust instrument then designates the intended beneficiaries
of the policy and the nature and extent of their interests in the proceeds. This
allows the insured to control the use and enjoyment of the funds through the
trust.
d. Planning for Larger Estates
For estate with a value large enough to be
subject to the federal estate tax additional planning _

may be required. This generally means the estate Poin

must have a value in excess of the federal estate LT E
tax exemption of $3,500,000, or twice that for 2 Gramr et S
. . . . . _ 3. Intentionally Defective Grantor Trusts
married couples with Credit Shelter Planning in 4. Private Annuites
w and Ch Lead Trusts

place. The nature of such planning is beyond the
scope of this Course but would generally include
estate planning techniques designed to take EED L L —
advantage of valuation discounts which may be available through various

lifetime gifting techniques. These could include some or all of the following:

6. Private Foundations

The Family Limited Partnership;
Grantor Retained Annuity or Unitrust;
Intentionally Defective Grantor Trusts
Private Annuities;

Charitable Remainder and Charitable Lead Trusts; and

o g M w N RE

Private Foundations.
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UNIT FIVE - Appendix A

Pennsylvania Inheritance Tax Estimator

Add the Value of the following Assets
based on Date of Death Values of the following Assets

1. Real Estate

2. Stocks and Bonds

3. Interests in closely-held
businesses

4. Notes Receivable

5. Cash and Bank Accounts

6. Personal Property

7. Subtotal

8. Jointly Owned Property*

9. Retirement Plans**

10. Total — Add lines 7,8, and 9

11. Subtract Estimated Administration
Expense subtract 5%
of line 11

12. Net Value Subject to Tax

13. Amount of Line 12 passing
to Surviving Spouse***

14. Line 13x.0

15. Amount of Line 12 passing
to lineal descendants
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16. Line 15 x .045%

17. Amount on Line 12 passing
to siblings

18. Line 17 x .12

19. Amount on Line 12 passing
to others

20. Line 18 x.15

21. Tax Due (total Lines 14, 16,
18 and 20)

* Jointly held property is taxed based on the pro rata ownership of the
decedent, i.e., if there are two joint tenants 50% is taxable, if there are three 1/3. For
this purpose “jointly held” property includes property held as joint tenants with the right
of survivorship and property held as tenants in common.

**Include the value of retirement plans only if the decedent is over age 59 7%.
***Property “passing” to a surviving spouse includes inherited property; the
value of the proceeds of retirement plans if the plan is included in taxable estate, and

property which passes by right of survivorship to the extent that property is included in
the taxable estate.
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UNIT FIVE - Appendix B

The federal estate tax rates are as follows:

Unified Rate Schedule

Taxable amount over Taxable amount not Tax in amount in Ratsvtzrt:;(ngﬂneiﬁess
over Column A Column A Percent

I $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 e | 780,000 45
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UNIT FIVE - Appendix C

Federal Estate Tax Estimator

Add the Value of the following Assets
based on Date of Death Values of the following Assets

1. Enter Line 7 from the PA
Inheritance Tax Estimator, above

2. Add 1/2 the Value of
Jointly Owned Property with
the right of Survivorship

3. Add the Value of any
Retirement Plans owned by the
Decedent regards less of the
decedent’s age

4, Add the face value of all
Life Insurance on the decedent’s
life

5. Add the Net Taxable Gifts Made

During Lifetime

6. Total — add lines 1,2,3, and 4

7. Subtract Estimated Administration -
Line 11 PA Inheritance Tax Estimator

8. Subtract Estimated PA Inheritance
Tax - Line 21 - PA InheriTax
Estimator above

9. Subtract Marital Deduction -
(value of property passing to
a Surviving Spouse*)

10. Net Taxable Estate

11. Tentative Tax (Line 9 x Rate)**

12. Subtract Applicable Credit - $1,455,800

13. Federal Estate Tax Due
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*As stated above in re: the Pennsylvania Inheritance Tax property “passing” to a surviving
spouse includes inherited property; the value of the proceeds of retirement plans if the plan is included in
taxable estate, and property which passes by right of survivorship to the extent that property is included in
the taxable estate; in the case of te federal estate tax its also includes the value of life insurance which is
payable to the surviving spouse..

**Add $780,800 + (.45 x the excess of line 9 over $2,000,000)
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l. Living Probate

Finally, the estate plan should address happens if the client is unable to
handle their own financial affairs due to mental or physical disability. The estate plan
should also address what might happen if the client is not able to participate in
decisions regarding their physical well being.

The law provides that in either of the above circumstances, absent planning
by the client, a legal guardian must be appointed. This process is sometimes called
“Living Probate”. The guardian is chosen not by the client but by an Orphan’s Court
judge. The guardianship proceeding can be expensive and potentially embarrassing
to those involved.

I. How to Avoid Living Probate

It is easy to avoid Living Probate. All the
client has to do is adopt a Durable Power of z
Attorney and a Medical Power of Attorney. A  Avoiding Living
Durable Power of Attorney is a document : FRobiE
appointing individuals the client chooses to
handle their financial affairs (if they cannot
handle them for themselves because of mental
or physical disability). A Medical Power of
Attorney appoints the individuals that the client
chooses to handle their medical decisions if they
are unable to make for themself.

If the client has executed a properly drafted Durable Power of Attorney and
Medical Power of Attorney, Living Probate is avoided and the people that they
select will be in charge of their affairs.

[I. Living Will
A Living Will is an invaluable part of an Estate Plan. The Living Will directs

that the client be allowed to die a natural death if they are incompetent and either in
a terminable condition or state of permanent unconsciousness. Those who have
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lived through this situation with a relative or friend appreciate the value of having a
legally enforceable Living Will.
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After your review of the estate plan you should now be able to make the following
determinations:

1. Does the estate plan dispose of the client’s assets, both probate and non-
probate, in a manner consistent with the client’s intent with regard to both who is to receive
those assets and the manner in which they are to be received?

Specifically “Does the right property pass to
the right people in the right way?”

Does the plan include trusts for minors and
planning for disabled heirs and others that may
not be equipped to receive their inheritance
outright?

2. Does the estate plan include the
planning needed to reduce taxes and probate fees
to their lowest level?

Specifically if the aggregate estate exceeds $3,500,000 (the federal estate tax
exemption for a married couple) does the plan include a Credit Shelter Trust? If the estate is
large enough does the plan include the additional planning needed to reduce or eliminate the
federal estate tax?

3. Does the estate plan adequately address the issue of Living Probate?

Specifically does the estate plan included current financial and medical
powers of attorney?

If the estate plan does not measure up it is your job to make the client aware
of the deficiencies and recommend a plan to take steps to correct them.
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CPE Qizzer

Congratulationg you have finished reviewing the Course Material'farBasic
Guide to Reviewing a Client's Estate Plan

YourOnlineProfessor.netvelcomes you to take the CPE Exam on our welsite
earn your CPE Credit.

You @an access the quiz through tleeurse presentation, available on our site via
our Course Library:

http://www.youronlineprofessa.net/yop/courselibrary

If you have any questions or comments regarding the Exam or the Course as a
gK2tSs LI SIaS FTSSt FTNBS G2 dasS GKS araidsSqa
at:

yop@youronlin@rofessor.net

YOURONUNEPRO[ESS&)EI%

Keep Growing & Learning
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