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Thank you for the opportunity to potentially work with you on your estate plan. Before we 

can commence drafting your estate plan, you must determine whether you will use: (i) a revocable 

trust rather than a Will as your primary dispositive document and (ii) an outright bequest or simpler 

stage distribution of the remaining assets of your combined estates to your children or a 

“defective” generation skipping trust to provide additional asset protection to the assets left to your 

children or a combination of both.  The following is intended to give you a brief summary of the 

advantages and disadvantages of these two planning vehicles. Additionally, this memorandum 

gives you a summary of the difference between estate taxes and income taxes, including the 

exclusion of gain on the sale of a personal residence.   

 

Summary of US and DC, Maryland, & Virginia Estate Taxes 

 
 The 2017 Tax Cut and Jobs Act (the “Act”) raised the unified credit from $5,000,000 to 

$10,000,000 until base for the unified credit against estate and gift taxes for taxpayers who die 

prior to December 31, 2025, as described below (“unified credit”).   The Act also required that 

this $10,000,000 unified credit also be index for inflation after 2011, therefore, the federal 

exemption from estate taxes is $12,060,000 for 2022.  However, the Act maintained the estate 

tax rate above the unified credit at 40%. In other words, for 2022 an individual is allowed to 

make gifts or bequests without the imposition of an estate or gift tax to any person up to 

$12,060,000 with any excess being subject to estate and gift taxes at a 40% rate. When a person 

dies his or her total taxable lifetime gifts (excluding any use of the annual gift exclusion 

described below) are added to his or her gross estate to compute the estate tax.  The same gift tax 

rates apply to estate taxes; however, a tax credit is given based on prior gift taxes paid.  This is 

why estate and gift taxes are referred to as a unified tax regime. For taxpayer’s who die after 

January 1, 2026, the unified credit will revert back to $5,000,000 but adjusted for inflation from 

2011.  As described further below, gift tax planning is a significant part of estate planning 

because gifts that do not trigger gift taxes reduce the size of a person’s estate, thereby reducing 

future estate taxes. 

 

 All gifts and bequests to U.S. citizen spouses are exempt from federal estate and gift tax 

by virtue of an unlimited marital deduction. The Act left unchanged the provisions that allow 

each taxpayer an annual gift exclusion of $16,000 for gifts of a present interest to any person 

without the imposition of gift taxes and by gift splitting, you can gift up to $32,000.  Note that 

the annual exclusion is indexed for inflation in 2023, but the indexing will only apply in $1,000 

increments. Additionally, gift taxes do not apply to amounts paid directly to qualified 

educational organizations for tuition on behalf of another individual or directly to a provider of 

medical care for another’s medical care. 
 

 

To: Clients From: Stuart H. Sorkin, Esq. 

Re: Estate Planning Date: 11/20/2022 
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DC Estate Taxes. 

 

The District of Columbia just reduced its exemption from estate taxes for persons dying 

after January 1, 2021 to $4,000,000, which, in effect, means that each of your estates may be 

required to pay a District of Columbia estate tax at a flat 16% above $4,000,000, even if you are 

not subject to U.S. estate taxes.  An outright gift or bequest of one’s entire estate (no matter 

how large) to a surviving U.S. citizen spouse qualifies for the marital deduction and incurs no 

federal estate tax.  Furthermore, a Bypass Trust, as explained below, is no longer required to 

preserve the 1st to die unified credit because under current estate tax law and subject to 

certain requirements the surviving spouse can claim any of the 1st to die’s unused unified 

credit against estate tax liability imposed on the death of the surviving spouse.  The District 

of Columbia has not adopted portability of its exemption, and therefore, a Bypass Trust is 

required for District of Columbia residents to preserve the D.C. estate tax exemption for the 

1st to die. 

 

Maryland Estate Taxes 

 
Maryland estate taxes are imposed on any estate larger than $5,000,000 for deaths in 

2022, which, in effect, means that each of your estates may be required to pay a Maryland estate 

tax at a flat 16%, even if you are not subject to U.S. estate taxes.  An outright gift or bequest of 

one’s entire estate (no matter how large) to a surviving U.S. citizen spouse qualifies for the 

marital deduction and incurs no federal estate tax.  Furthermore, a Bypass Trust, as 

explained below, is no longer required to preserve the 1st to die unified credit because under 

current estate tax law and subject to certain requirements the surviving spouse can claim any 

of the 1st to die’s unused unified credit against estate tax liability imposed on the death of the 

surviving spouse.  Maryland has now adopted portability of its exemption as well.    

 

Virginia Estate Taxes 

 
 Unlike the U.S. estate tax, Virginia does not currently impose an estate tax or an 

inheritance tax on its residents.   State and District of Columbia inheritance or estate taxes, 

including non-sponge type taxes, are imposed only to the extent property exists that can be 

considered held within each particular state.  Where the domicile of an asset is at issue, there are 

generally ways, beyond the scope of this letter, to allocate tax liability, pro rata, between states 

with competing claims so that double taxation is avoided.    

 

Use of a Will verses a Revocable Trust 

 

A Will is the traditional form of documenting the disposition of a deceased person’s assets.  

A Will is required to be probated.  Probate is the legal process of administering of a deceased 

person by resolving all claims and distributing the deceased person's assets under the valid Will. 

A probate proceeding interprets the instructions of the deceased, decides the Personal 

Representative of the estate, and adjudicates the interests of heirs and other parties who may 
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have claims against the estate.  In order to comply with the rules relating to probate, the court 

requires that the decedent’s assets be inventoried and there must be periodic accountings of the 

deceased’s assets.  Probate is a time consuming and potentially costly action and the decedent’s 

assets are now a part of the public record.  Assets conveyed to a revocable trust during your 

lifetime are not subject to probate. Preparation of a Will is less costly than the preparation of the 

revocable trust, and there are costs associated with transferring assets to a revocable trust, such as 

preparation and recording of a deed to transfer real estate to a revocable trust.   Nevertheless, 

probate costs (payable after death from the estate being probated) are almost always substantially 

greater than the costs of creating a revocable trust.  Further, the probate process may take longer 

than 1 year to complete, therefore, delaying your heirs’ access to your estate.  Finally, if you 

become disabled it is easier for the person who is responsible for your care to access funds for your 

benefit that are held in a revocable trust verses your individual name.   

 

A revocable trust would name both of you, as initial trustees, with both of you having full 

and equal common benefit in the revocable trust assets while both of you are alive.  Both of you 

are each given full power to revoke (i.e., nullify) the revocable trust or to amend it.  While you are 

alive and competent, the assets you place in revocable trust are, for all practical purposes, yours, 

and your lifestyles will experience no change whatsoever.  The IRS and the states regard a 

revocable trust as your alter ego, so you will simply go on filing income tax returns using your 

existing social security numbers as if no trust exists; the revocable trust requires no separate tax 

identification number as long as it remains revocable.  The revocable trust provides that upon a 

spouse’s death or disability, the survivor becomes the sole successor trustee.  If either of you is 

merely incapacitated, the other acts as trustee, but must use the revocable trust assets for yourself 

and the disabled spouse’s benefit, subject to usual spousal support obligations.  

 

The revocable trust also provides an easy method for ensuring that jointly held assets can 

be utilized to fund the bypass trust (see description below) upon the 1st to die of both of you.  The 

federal exemption from estate taxes is currently $12,060,000 per person (2022) and an estate tax is 

imposed above the exemption at 40%.   

 

When you and your spouse, if applicable, have both died, the successor trustee will take the 

following actions specified in the revocable trust, with the need for probate eliminated: 

 

 A. The revocable trust allows each of you to designate certain property 

transferred to the revocable trust prior to your death as yours and to distribute it as you want, 

without interference from the other.  Any personal property not so designated will be divided 

among your children as they may agree and if there is a disagreement as to the distribution of the 

personal property, they may designate their selection of the personal property through a round 

robin selection process; and  

 

 B. After the distribution of personal property and the payment of estate taxes, the 

remaining assets of revocable trust will be distributed to your beneficiaries as you have determined.   
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 C. JRLT also gives you the option to forgive any loans between yourselves and 

your children and then makes a specific bequest to your other children in an amount equal to the 

loans that are forgiven.   

 

 D. After the above  distributions set forth in Article 5 and the payment of estate 

taxes, the remaining assets of the JRLT shall be distributed to your children as you may determine in 

one of the following ways: 

 1. Outright and free of any trusts; 

 2. A staged distribution trust, as described below; and 

 3. A “defective” generation skipping trust, as described below. 

 

A necessary accompaniment to the revocable trust is a “pour-over will”.  The idea behind 

the pour-over Will is to make sure that any assets that do not find their way into the revocable trust 

will be distributed in accordance with the revocable trust.  Two examples will illustrate the purpose 

of the pour-over will.  It is necessary to re-title your real property in the name of the revocable trust 

in order to make the revocable trust effective.  If, for some reason, the deed you signed had an error 

in it, the pour-over Will serves as a “fail safe” mechanism to make sure the real estate is disposed 

of in the way you want.  As another example, if you execute a revocable trust and a pour-over Will 

and you do not place all your individual assets into a revocable trust, the pour-over Will assures 

that those assets, following probate, will be distributed in accordance with the provisions of the 

revocable trust.  

 

Bypass Trust  

 

While we believe based upon our conversations that a Bypass Trust is not necessary in your 

estate planning documents, we believe that you need to at least have a basic understanding of a 

Bypass Trust in order to make an informed decision regarding its applicability in your particular 

situation. A bypass trust (also known as a credit shelter trust) is created under a will or revocable 

living trust as the vehicle for causing assets bequeathed or given away on the death of the 

testator(trix) or grantor.  However, the bypass trust, as a practical matter, is completely available to 

the surviving spouse but it is treated for federal gift and estate tax purposes as having used the 

deceased spouse’s unified credit rather than passing to the surviving spouse as a gift or bequest 

qualifying for the unlimited marital deduction (but then becoming part of the surviving spouse’s 

taxable estate).  As described above, an outright bequest to a surviving spouse effectively wastes 

the applicable state estate tax credit but does not affect the federal unified credit since the surviving 

spouse can use any unused unified credit of the first to die.  However, a bypass trust can be an 

excellent means of removing assets from the surviving spouse’s or a beneficiary’s taxable estate 

for gift and estate tax purposes.  The surviving spouse may receive all the income and principal 

from the bypass trust, if necessary.  However, to the extent that the assets of the bypass trust are 

not used by the surviving spouse, they will pass estate tax free to your named beneficiaries.  

 

The increase of the unified credit under the Act and the Act’s permanent adoption 

of the portability of the unified gift and estate tax credit between husbands and wives has 

greatly reduced the need for individuals to utilize a Bypass Trust.  However, the 
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establishment of a Bypass Trust may still be a good planning vehicle in the following two 

situations: (1) where there are children from a prior marriage and the couple wants to 

ensure that after the death of the survivor that the survivor cannot change the ultimate 

distribution of the asset after the death of the 1st to die or (2) where there are assets which 

could substantially appreciate after the death of the 1st spouse and the couple wants to 

remove that appreciation from the surviving spouse’s estate. 

 

A Bypass Trust will be included in the surviving spouse’s taxable estate, unless both 

foregoing requirements are met.  An example of the language required for an “ascertainable 

standard” is the “reasonable health, education and support of the surviving spouse.”  Accordingly, 

the surviving spouse should not be the trustee or have any rights in a Bypass trust, other than, at 

most, to have a limited right to select or replace a trustee, see next paragraph regarding Trust 

Committee.   Furthermore, unless the Bypass Trust contains certain limits on the discretion of the 

Bypass Trustee to distribute income and/or principal to a beneficiary, the assets of the trust are 

likely to be included in the estate of the surviving spouse should he/she die prior to the complete 

distribution of the trust assets.   

 

In order to retain significant control over the assets transferred to a Bypass Trust, you as the 

grantors of the Bypass Trust will be named as the Trust Committee.  If your named Bypass Trustee 

or Financial Advisor cannot serve, and in the event, none of the named successors are able to serve, 

the Trust Committee will select a successor Trustee or Financial Advisor.  If Trust Committee de-

sires that a Bypass Trustee or Financial Advisor be replaced, the Trust Committee can fire the 

Bypass Trustee or Financial Advisor and, if none of the named successors are able to serve, the 

Trust Committee will name the successor.  

 

QTIP Trust and Other Marital Trusts that Qualify for Unlimited Marital Gift 

Exclusion.   

 

A QTIP (Qualified Terminal Interest Provision) trust is often used when a spouse desires 

to utilize the unlimited marital gift and estate tax exclusion but does not want to make an outright 

gift or wants to ensure that the surviving spouse cannot alter the disposition of the deceased 

spouse’s assets.  Examples where a QTIP trust is commonly used are (i) where a spouse desires 

to provide for a current spouse while assuring that children from a previous marriage are also 

provided for, (ii) a spouse with inherited wealth desires that the principal balance of the inherited 

wealth pass to blood relatives (descendants) rather than the spouse’s, or (iii) situations where it is 

not advantageous to provide a surviving spouse with unrestricted use of assets.  The minimum 

requirements for QTIP qualification are that all the income of the QTIP Trust be distributed not 

less than annually to the surviving spouse, and that only the surviving spouse may obtain 

distributions during his or her lifetime.  It is possible to make more liberal (but still restrictive) 

provisions for the surviving spouse, for example, the Trustee can be given discretion to invade 

principal for the surviving spouse, and a spouse can even be given a limited right of appointment 

(to say in a will who among certain beneficiaries will take the trust). Note that there are certain 

requirements, beyond the scope of this introductory letter, that property passed into a QTIP trust 

be income producing.   
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Stage Distributions of Assets verses “Defective” Generation Skipping Trusts  

 

A stage distribution of assets means that the terms of a Will or a trust provide that your 

children will receive a fixed percentage of your assets based upon either a specified date certain 

(i.e., 2 years after a death) or when your children attain a certain age (i.e., 30 years old).  We 

recommend that even if a child attains a significant age, that distributions be tied to a combination 

of dates certain and attaining certain ages.   

 

Where a large estate is involved, or where there is a substantial problem with leaving assets 

outright to a child, such as the potential for divorce, a need for creditor protection or other personal 

difficulties, it often makes a lot of sense to establish a generation skipping trust (“GST”) trust 

because it allows the child access to the inheritance but reduces the Federal estate tax 

consequences that would accrue to the estates of the next generation on passing assets to their 

descendants. A GST provides for mandatory distribution of assets to a remote level of descendants 

(i.e., grandchildren), thus skipping over an immediate level (i.e., children).  A “defective” GST 

provides that children, grandchildren or other beneficiaries are afforded limited beneficial rights in 

the income and principal of the GST, according to a broad or narrow ascertainable standard.  The 

reason we refer to this as a “defective” GST Trust is because, while your beneficiaries have a right 

to the income and principal of the GST Trust to the complete exhaustion of the GST Trust, the 

beneficiaries do not receive mandatory distributions of principal from a GST Trust.  Furthermore, 

our proposed GST Trust will contain provisions for an automatic conversion to a Special Needs 

Trust, if any beneficiary becomes disabled (see discussion below).   

  

  Federal generation skipping tax (“GST”) applies when a donor conveys in excess of a 

stated dollar limitation (“GST Limitation”) to a generation beyond the next living generation, for 

example, skipping over living children in favor of grandchildren, etc. (known as a “generation 

skip”).  The GST exemption is the same dollar amount as the unified credit ($12,060,000 per 

person in 2022).  In effect, this means that fully utilizing the GST Limitation transfers by means of 

a generation skip (e.g., to grandchildren, etc.) passes without the estate(s) of the skipped generation 

(e.g., children) ever being exposed to imposition of any estate or gift tax on such a transfer. As to 

amounts above the GST Limitation, the GST essentially recaptures these prospective savings 

immediately.  

  

   The major requirements a GST Trust must satisfy are (i) the named trustee is independent 

of the beneficiary(ies), and (ii) the independent trustee’s ability to make distributions is limited to 

an “ascertainable standard.”  A purported GST Trust may be included in the child's taxable estate, 

unless both foregoing requirements are met.  An example of the language required for an 

“ascertainable standard” is the “reasonable health, education and support of the beneficiary.”  

Accordingly, a beneficiary should not be the trustee or have any rights in a GST Trust, other than, 

at most, to have a limited right to select or replace a trustee, see next paragraph regarding Trust 

Committee.   Finally, if a beneficiary has a general right to appoint the assets of a GST Trust in the 

beneficiary’s Will, the GST Trust may be included in the estate of the beneficiary. 
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   In order to retain significant control over the assets transferred to a "defective" GST, you 

as the grantor, your spouse, and if you desire upon your death, your children will be named the 

Trust Committee.  If your GST Trustee cannot serve, and in the event, none of the named 

successors are able to serve, the Trust Committee will select a successor Trustee.  If Trust 

Committee desires that a GST Trustee be replaced, the Trust Committee can fire the GST Trustee 

and, if none of the named successors are able to serve, the Trust Committee will name the 

successor.  

  

Special Needs Trusts 

 

A Special Needs Trust provides, in summary, that no payments from this type of trust 

will be made if any person other than the Trustee shall have the right to direct payment on behalf of 

the disabled child.  If a disabled child receives any portion of a Special Needs Trust, such 

disbursement shall be made solely by the Trustee, and not by any other person, agency or public 

authority, administrative or judicial, regardless of the capacity in which any other such person or 

entity is asked or seeks to act.  The Trustee is required to consider the disabled child’s present and 

future general welfare, other income or resources available to him, or which may be applied for his 

benefit, including public or private programs and benefits for which he may be eligible, and the 

effect of payments from a Special Needs Trust on the disabled child’s eligibility for public or 

private programs and benefits.   Furthermore, the Trustee shall first inquire into the availability of 

other public or private resources and funds.  It is intended that this type of trust supplement, rather 

than substitute for or supplant, benefits available to a disabled child from public or private programs 

available to her/him.  The term "supplement" refers to services that shall be deemed qualitatively or 

quantitatively superior to services to which such disabled might be limited under public or private 

programs for which she/he is eligible.   

 

 Special Considerations Relating to Life Insurance Policies.   

 

 Most people understand the basic income tax implications of purchasing life insurance:  

The benefits payable under the policy are subject to income taxation if the policy premiums were 

deducted as a business expense (e.g., a key employee policy or an employer provided policy) and 

are not subject to income tax where the premiums were paid using after tax income (e.g., an 

individual’s personal insurance policy not paid for by the employer).  However, many people are 

unpleasantly surprised to learn that the death benefit payable under a life insurance policy, whether 

or not subject to income taxation, is included in the taxable estate of the policy owner.  For Federal 

estate or gift tax purposes, the party able to name the beneficiaries and otherwise direct disposition 

or assignment of the death benefit payable under an insurance policy is regarded as its owner.  A 

common planning tool to avoid estate taxation of life insurance is to have the life insurance owned 

by an irrevocable trust.    

 

 The fundamental estate planning value of an irrevocable life insurance trust is to provide a 

vehicle for owning a life insurance policy, thereby moving the policy’s death benefit out of the 

donor’s taxable estate.  Generally, the donor makes periodic gifts, equal to the periodic premium 

costs, into the insurance trust utilizing the annual gift exclusion described above to cover the 
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premiums.  The primary tax driven characteristics of a life insurance trust are (i) that it is 

irrevocable (not subject to change by the grantor); (ii) that the trustee be “independent” of the 

grantor and be subject to an “ascertainable standard” for making distributions to beneficiaries; (iii) 

that the trust be structured to receive completed gifts actually allocable to one or more particular 

beneficiaries, this is usually accomplished by giving beneficiaries what is commonly referred to as 

a “Crummey” power; and (iv) if the grantor assigns an insurance policy on his life into the trust 

and does not live for at least three (3) years thereafter, the gift of the insurance policy will be 

deemed in contemplation of death and the policy proceeds will revert to being included in the 

grantor’s taxable estate (this problem does not arise in the more favored scenario of gifting the 

funds necessary to pay annual premiums into an irrevocable trust, which then purchases the 

insurance policy directly in its own name rather than accepting an assignment).  
 

 An insurance trust may also be a vehicle for second to die life insurance.   A second to die 

policy pays off only after both spouses die, thus making proceeds available for the precise purpose 

of providing a large, illiquid projected estate of the second spouse to die with available funds to 

defray estate tax liability, without those funds themselves being subject to estate tax.  Second to die 

policies are, in many instances, substantially cheaper than policies on one life, especially where 

one spouse is uninsurable or there is a large age difference between spouses.  This type of 

insurance policy can be a great vehicle to create a guaranteed amount for your children on the 

death of the survivor.   

 

Charitable Remainder Trust 

 

In the simplest of terms, a person who establishes a Charitable Remainder Trust (“CRT”) 

contributes property to a trust, the trust pays the income from the trust for either a fixed number of 

years (no more than 20 years) or the life of one or more individuals, typically for the lives of a 

husband and wife.  At the end of the period, the charities designated in the trust receive the trust 

corpus.  The person who creates the CRT will receive an income tax deduction for the present 

value of the remainder interest that will ultimately pass to the qualified charity. Government 

regulations determine this amount, which is essentially calculated by subtracting the present 

value of the annuity from the fair market value of the property and/or cash placed in the trust. 

The balance is the amount that the grantor can deduct when the grantor contributes the property 

to the trust.  

 

 There are two types of CRTs an annuity trust or a unitrust.  In summary, an annuity trust 

effectively provides a fixed annuity to its income beneficiaries, while the unitrust provides a 

variable annuity.  Under both types of CRTs, income payments must be made at least annually and 

principal of the trust cannot be used unless it is to satisfy a specific payout of income.  The rate of 

return for both types of trust must be at least 5%.  The following is a more detailed description of 

each type of CRT. 

 

Charitable Remainder Unitrust 

 

When a charitable remainder unitrust is established, a donor transfers cash and/or 
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property to an irrevocable trust but retains (either for himself or for one or more non-charitable 

beneficiaries) a variable annuity (payments that can vary in amount, but are a fixed percentage) 

from that trust. At the end of a specified term, or upon the death of the beneficiary (or 

beneficiaries, and the donor and the donor's spouse can be the beneficiaries), the remainder 

interest in the property passes to the charity the donor has specified. 

 

For calculations involving a term, the length of the economic schedule is limited to that 

term. Otherwise, the economic schedule illustrates the trust for life expectancy. If the number of 

lives is greater than one, then the length of the economic schedule will be determined by the joint 

life expectancy of the first two ages provided by the user. Single life cases will use the single life 

expectancy. The economic schedule will end if the trust is depleted of funds prior to the end of 

the schedule. 

 

The principal difference between a charitable remainder unitrust and a charitable 

remainder annuity trust is that a unitrust pays a varying annuity. In other words, the amount paid 

is likely to change each year. The payable amount is based on annual fluctuations in the value of 

the trust's property. As it goes up, so does the amount of the annual annuity payment can rise 

each year. If it drops in value, so will the annuity. 

 

A gift to a charitable remainder unitrust will qualify for income and gift tax charitable 

deductions (or an estate tax charitable deduction) only if the following conditions are met: 

• A fixed percentage (not less than 5% nor more than 50%) of the net fair 

market value of the assets is paid to one or more non-charitable beneficiaries who are living 

when the unitrust is established. The charity's actuarial interest must be at least 10% of any assets 

transferred to the trust. (See 26 U.S.C. §664(d)(2)(A).)  

• The unitrust assets must be revalued each year, and the fixed percentage 

amount must be paid at least once a year for the term of the trust, which must be a fixed period of 

20 years or less, or must be until the death of the noncharitable beneficiaries, all of whom must 

be living at the beginning of the trust.  

• No sum can be paid except the fixed percentage during the term of the 

trust and at the end of the term of the trust, the entire balance of the trust's assets must be paid to 

one or more qualified charities.  

 

The donor receives an immediate income tax deduction for the present value of the 

remainder interest that will pass to the charity at the end of the term.  

 

Because a charitable remainder unitrust is exempt from federal income tax (the income 

and gains of the trust are only taxed when they are distributed to the noncharitable beneficiaries 

as part of the fixed percentage of trust assets distributed each year), they are frequently used to 

defer income tax on gains about to be realized. For example, if a donor has an appreciated asset 

that is about to be sold, the donor can give the asset to a charitable remainder unitrust, reserving 

the right to receive a fixed percentage of the value of the trust for life, and for the life of the 

donor's spouse as well, and the asset can then be sold by the trust and the proceeds of sale 

reinvested without payment of any federal income tax on capital gains. The capital gains will be 
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taxable to the donor (or the donor's spouse) only as they are distributed to the donor as part of the 

annual distributions from the trust. 

 

A variation of the CRUT (which pays a fixed percentage of the value of the trust assets, 

regardless of income) is the net-income CRUT, or "NICRUT," which pays either the fixed 

percentage or the income actually received by the trust, whichever is less. A variation of the 

'NICRUT' is the net-income-with-makeup CRUT, or "NIMCRUT." This can be used if the 

income is less than the fixed percentage, which creates a deficiency that can be paid in a future 

year, as soon as the trust has income, which exceeds the fixed percentage. An additional 

variation is a "flip" unitrust, which is a trust that changes from a NIMCRUT to a regular CRUT 

upon the occurrence of a specific event, such as the sale of a specific asset that was contributed 

to the trust and was not expected to produce much income. However, NICRUTs, NIMCRUTs 

and "flip" CRUTs are valued in the same way as a regular CRUT for the purpose of determining 

the income, estate, and gift tax charitable deduction. 

 

Charitable Remainder Annuity Trust 
 

When a charitable remainder annuity trust is established, a gift of cash or property is 

made to an irrevocable trust, and the donor (and/or another non-charitable beneficiary) retains an 

annuity interest in the property for a specified number of years or for the life or lives of the non-

charitable beneficiaries. At the end of the term, the qualified charity specified in the trust 

document receives the property in the trust. 

 

For calculations involving a term, the length of the economic schedule is limited to that 

term. Otherwise, the economic schedule illustrates the trust for life expectancy. If the number of 

lives is greater than one, then the length of the economic schedule will be determined by the joint 

life expectancy of the first two ages provided by the user. Single life cases will use the single life 

expectancy. The economic schedule will end if the trust is depleted of funds prior to the end of 

the schedule. 

 

Most gifts made to a charitable remainder annuity trust qualify for income and gift tax 

charitable deductions (or in some cases an estate tax charitable deduction). A charitable 

deduction is permitted for the remainder interest gift only if the trust meets certain criteria.  

 

A trust qualifies as a charitable remainder annuity trust if the following conditions are 

met: 

• The trust pays a specified sum to at least one non-charitable beneficiary 

who is living when the trust is created. Sums are paid annually, semiannually, quarterly, 

monthly, or weekly.  

• The sum paid annually must also be at least 5%, but less than 50% of the 

initial net fair market value of the property placed in the trust. The charity's interest at inception 

also must be worth at least 10% of the value transferred to the trust. (See 26 U.S.C. 

664(d)(1)(A).)  
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• The sum is payable each year for a specified number of years (no more 

than 20) or for the life or lives of the noncharitable beneficiaries.  

• No sum is paid to anyone other than the specified non-charitable 

beneficiary and a qualified charitable organization.  

• When the specified term ends, the remainder interest is transferred to a 

qualified charity or is retained by the trust for the use of the qualified charity.  

• The Internal Revenue Service has also ruled that a trust is not a charitable 

remainder annuity trust if there is a greater than 5% chance that the trust fund will be exhausted 

before the trust ends.  

 

The annuity paid must be a specified amount expressed in terms of a dollar amount (e.g., 

each non-charitable beneficiary receives $500 a month) or in terms of a fraction or percentage of 

the initial fair market value of the property contributed to the trust (e.g., beneficiary receives 5% 

each year for the rest of his life). 

 

The grantor will receive an income tax deduction which is permitted immediately for the 

present value of the remainder interest that will ultimately transfer to the qualified charity. 

Government regulations determine this amount which is essentially calculated by subtracting the 

present value of the annuity from the fair market value of the property and/or cash placed in the 

trust. The balance is the amount that the grantor can deduct when the grantor contributes the 

property to the trust. 

 

 As a planning point, the best assets to contribute to a CRT are assets that have a low basis 

and do not generate substantial income. The reason for using these types of assets is the CRT can 

sell the    assets at no taxable gain and purchase assets, which generate higher income to the non-

charitable beneficiary.   

 

 An example is a person close to retirement who over the years has accumulated a substantial 

stock portfolio and he has a low cost basis in the stock portfolio.  These stocks have a low dividend 

yield and he would like to increase his current income from his investments since he is close to 

retirement.  However, if he sells the stock he will generate a substantial capital gain tax, which will 

reduce the amount of cash he may reinvest in the higher yielding investments.  If he establishes a 

CRT and contributes the stock to the CRT, the CRT can sell the stock and pay no income taxes.  

The trust then purchases investments that yield a higher current rate of return.  The CRT pays the 

income to the person who establishes the CRT and this same person also receives a tax deduction 

for his charitable contribution.   

 

 Formation of a Family Limited Liability Company (“LLC”).  

 

  The purpose of an LLC is to hold all or a portion of your investment property.  Initially, 

you will own all ownership interests of the LLC.  Ideally, you will be the operating manager of 

the LLC.  The operating manager will be given complete authority to manage and control the 

LLC.  An LLC offers the following advantages for estate tax purposes: 
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1. Holding real estate or other investment property by an LLC affords more 

protection from liabilities than owning it individually because liability as a member is limited to 

the member’s investment in the LLC.  In your case, by establishing an LLC which holds your 

various real estate interests, you will also simplify your reporting for income tax purposes; 

 

2. It allows your personal representative or trustee an easy way to distribute 

the value of real estate or other investment property to the beneficiaries of your estate; 

 

3. It avoids the possibility that your personal representative could be required 

to sell the real estate at a bad time (i.e., recession, etc.) in order to pay estate taxes or to make 

required distributions to beneficiaries; 

 

4. It eliminates expenses that would be incurred upon a subsequent sale in 

the event your personal representative or trustee was required to transfer the real estate to the 

beneficiaries and to pay the applicable transfer taxes and other costs. The expenses associated 

with any subsequent sale of the real estate could be substantial, so a transfer to an LLC prior to 

death is preferred; 

 

5. LLC ownership of real estate and other investment property affords 

beneficiaries the opportunity to transfer their interests in the LLC more easily than transferring a 

fractional interest in jointly held real estate.  Also, such transfers may avoid real estate transfer 

taxes.  Additionally, LLC Operating Agreements can provide for a right of first refusal to 

purchase any member's interest, which would minimize the possible involvement of third parties; 

 

6. The LLC’s Operating Agreement controls the extent to which members 

and the Operating Manager participate in decisions affecting LLC property, including, but not 

limited to, the disposition of LLC property.  The Operating Agreement can also provide for 

resolution of disputes between members, including the right to purchase the LLC interests of a 

dissenting family member, to avoid any complications caused by the objections of a dissenting 

family member; 

 

7. The LLC’s Operating Agreement can also provide for a mandatory or an 

optional buy-out of a member's interest at death. Alternatively, you can bequest the LLC 

interests to your children or grandchildren.  Such a buy-out procedure provides: (i) increased 

liquidity in the estate; and (ii) a method to remove all real estate and investment assets of the 

LLC from the reach of creditors and beneficiaries of the estate.  Funding of the buy-out can be 

accomplished in the following ways: 

 

A.   The LLC can sell additional LLC interests to related or unrelated 

parties, which sale of additional LLC interests would raise additional capital without 

necessarily affecting control of the LLC; 

 

B. The LLC can borrow funds, using the underlying real property or 

investment property as collateral, necessary to fund the buy-out.  The ability to borrow 
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against the real estate and/or investment property is enhanced when all of the assets are 

held or controlled in a single entity which is basically unaffected by your death, and any 

debt can be cross collateralized within the LLC; and 

 

C. If you decide to establish an irrevocable trust for gifting to your 

children and/or grandchildren, then the Trustee of this trust can use prior gifts of cash to 

purchase your interests in the LLC. 

 

8. If you charge the LLC a management fee, you can maintain a larger 

percentage of the cash flow from the LLC while reducing the size of your equity ownership in 

the LLC; and 

 

9. By establishing LLCs for ownership of real estate and investment 

property, you can reduce the size of your respective estates by allowing your children and 

grandchildren, either directly or indirectly through an irrevocable trust to acquire, through gifts 

or purchases, LLC interests during your lifetime; thereby, over a period of time, potentially 

reducing the value of the LLC interest included in your estate, while allowing you to maintain 

complete control over the LLC and its assets.  Additionally, if you reduce your ownership of the 

LLC interests below 50% prior to your death, your estate can further reduce the value of the LLC 

being included in your estate for estate tax purposes by claiming a minority interest discount.  A 

minority interest discount, depending on various factors and the client’s tolerance of increased 

risk of IRS review, could range from fifteen percent to thirty-five percent (15% - 35%) of the fair 

market value of the LLC.     

 

The main disadvantage of using an LLC to own real estate or other investment property is 

that the significantly increased use of LLCs has caused the IRS to review these transactions very 

carefully. To date, the IRS has been successful in challenging deathbed transfers to family 

partnerships, situations where the senior generation has used the LLC as a personal piggy bank 

or the size of minority discounts.  Accordingly, if a family LLC has several years of operation 

before the death of the creator, the senior generation does not use the LLC to pay personal 

expenses or the family is not overly aggressive on the minority or lack of control discounts, the 

chances of a successful IRS challenge are minimized.  We understand from certain sources at the 

IRS that the Chief Judge of the Tax Court recently informed the IRS that it will not look 

favorably on IRS challenges to minority discounts of under twenty-five percent (25%).   

 

Differences between Federal Estate Tax and Federal Income Tax.   

 

Upon your death, your assets will receive a stepped-up basis. This means that the assets of 

an estate receive a new income tax basis equal to the fair market value of such assets on the date 

of the decedent’s death, or on an alternate valuation date (an estate may elect to utilize the fair 

market value of the assets on the six-month anniversary date of a decedent’s death).  This means 

that the beneficiaries of an estate will receive the assets from the estate with an income tax basis 

as of date of the decedent’s death value (unless an alternate valuation date has been chosen by 

the estate).  Accordingly, the beneficiaries of an estate will only be required to pay income taxes 
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on any inherited assets sold based upon the difference between the date of death value and the 

sales price.  

 

The issue of Federal income tax typically applies in cases of gifts of assets made during the 

lifetime of the donor.  There likely is a significant difference between Federal estate tax and 

Federal income tax consequences as to highly appreciated assets.  The recipient of a lifetime gift 

takes the gift at the cost basis of the donor as of the time of the gift.  On a sale of an asset, the 

beneficiary will pay income taxes on any gain, i.e., the difference between the donor’s basis and 

the value on the date of sale.  Gain is currently taxed at more favorable capital gains rates if an 

asset is held for at least one year. A good exception is in the case of selling a primary residence 

where the first $250,000 ($500,000 in the case of married couple) of gain is entirely excluded from 

tax.  In sharp contrast, the recipient of a legacy received after the donor’s death takes the legacy 

with a tax basis of its fair market value on the date of death (or on an alternate valuation date 

selected by the estate), known as a “stepped up basis,” and the donor’s estate is subject to estate tax 

with the legacy valued at this stepped-up basis.  In effect, the donor’s estate is subject to estate tax 

on the appreciated value between the donor’s basis and the date of death value, and the recipient 

pays no income tax on such pre-death appreciation.  Thus, once estate taxes, if any, are settled, if 

the recipient sells the legacy for its stepped-up basis amount, the recipient will pay no income 

taxes.   

 

These differences present some obvious tax planning opportunities in selecting how and 

when to pass particular assets. All things being equal, it is often worth considering passage of 

highly appreciated assets (as distinguished from unappreciated assets, such as money market 

funds) after death to take advantage of the stepped-up basis. However, a large estate (subject to a 

high marginal estate tax rate) of an individual who is elderly or is likely to die in the near future 

could well realize significant tax savings by selling highly appreciated property, even to the heirs, 

and paying the much lower capital gains tax rate.  In the case of a primary residence, the situation 

is not as clear, because the first $250,000 of gain ($500,000 in the case of a married couple) is 

entirely excluded from tax.  A surviving spouse qualified for exclusion other spouse’s death. If the 

sale occurs not less than two years after the death of the first spouse to die, then the sale will 

qualify for married couple exclusion.  CAUTION: While exploiting the differences between estate 

tax and income tax treatment of highly appreciated assets can save very significant taxes, a 

determination of the most beneficial scenario for gifting or bequeathing highly appreciated assets 

cannot be made without running projections and making assumptions as to the future market value 

of assets and as to how long the prospective donors are likely to live. 

 

Key Persons and Decisions. 

 

The following list is a reminder of the key persons you will need to identity for purposes of 

preparing your estate plan.  In many instances the same person may serve in several capacities, i.e., 

trustee, guardian and personal representative.  

 

1. Who will serve as Personal Representative(s) and Substitute(s) Personal 

Representatives?  The Personal Representative administers your respective estates.  You will name 
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each other but you do need to name a Substitute Personal Representative if you both are unable to 

serve or die. 

 

2. Who will serve as Substitute(s) Trustee for your revocable trust?  While you are 

alive and competent you will serve as the Trustee of your revocable trust but you need to name the 

person who will become the trustee upon your incompetence or death. 

 

3. Independent Trustee -- administers assets transferred to a trust.  We are assuming 

that upon the death of both of you that all your assets will be held in trust for your children.   The 

independent trustee should not be a beneficiary or an alternate beneficiary or the grantor of the 

trust. Additionally, I believe that it creates a potential conflict of interest to name the guardian of 

your children as trustee. 

 

4. Trust Committee – persons designated with power to hire and fire an independent 

trustee.  While one of you is alive, then the survivor of you and your wife would be the trust 

committee, upon the second to die you can consider naming the guardian of your children or 

someone else as the trust committee until your children attain a minimum of 21 years and at that 

point, they can become the trust committee. 

 

5. The ages which your children will receive principal distributions.  I recommend that 

principal distributions be made in at least 2 stages, i.e., age 30 & age 35.  Please note that the 

trustee will have the ability at any time to distribute principal and income from the trust for your 

children’s reasonable health, education and support.  These ages are when you children receive 

unbridle access to the principal of the trust. 

 

6. Guardians for minor children and alternatives -- you should name at least two 

alternatives in case one declines or is unable to serve.  Additionally, if you name a couple, please 

specify who will be the guardian, if the couple divorce. 

 

7. Attorney-in-Fact for Health Care Power of Attorney and Substitute -- makes health-

care decisions in cases of disabilities.  You will name each other but you need to name a substitute 

attorney-in-fact if you both are unable to serve or die. 

 

8. Attorney-in-Fact for Durable Power of Attorney and Substitute -- makes asset 

management decisions and has power to execute documents even following disability.  You will 

name each other but you need to name a substitute attorney-in-fact if you both are unable to serve 

or die. 

 

9. Beneficiaries -- the persons who will receive your respective estates; if there is no 

surviving spouse or surviving children.  This could be other relatives or charities but if you fail to 

designate such persons, then the assets will go to the State. 

  

Your cooperation in providing the information asked for in this memorandum and the 

attached document is essential to enable us to prepare your estate plan in a manner that will be 
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efficient, timely and economical.   If you have any questions related to this memorandum and 

the attached questionnaire, please do not hesitate to contact the undersigned by phone or email.   

 

We look forward to your responses and to beginning the formation and completion of a 

well-designed estate plan for you. 
 

 


