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NOTE:
This summary is for general information only and is not intended as specific advice to any client or prospective client.
I.
WHAT IS YOUR ESTATE?

A.
Probate vs. Non-Probate Assets

1.
"Probate" Assets are assets which you own and which will pass by a Will or intestacy when you die.  Usual examples are real estate, stocks, cars and other so-called "hard" assets.

2.
"Non-Probate" Assets are assets which pass by contract or beneficiary designation on death, and are not governed by your Will.  Usual examples are life insurance, retirement plans and IRAs, and assets which are held in "joint tenancy with right of survivorship."

3.
For tax purposes, your estate consists of both probate and non-probate assets.

B.
Community Property vs. Separate Property

1.
Texas is a community property state.  This means that all property accumulated during a marriage is presumed to be community property, and must be proved to be separate property.

2.
Separate property consists of assets owned before marriage, and assets acquired by gift or inheritance or with assets which were themselves separate property.  

3.
Your estate consists of one-half of community property and all of your separate property.  It does not matter whether the community property was held in one spouse's name only.  It is still divided one-half each on death.

4.
Although community property is owned one-half by each spouse, during the marriage the spouse in whose name the property is held has the exclusive management rights over the property.

II.
WHAT IS PROBATE?

A.
Dispelling Myths

The process of probate in Texas is not a particularly burdensome one.  Probate itself is nothing more than the process by which a Will is filed with a court after death and the judge of that court "admits" the will to probate 2-3 weeks later by declaring that it is the valid will.  The process is very informal and inexpensive.  The executor of the Will can thereafter work independently of the court in managing the estate.  This "independent administration" distinguishes Texas from many other states where probate is a burdensome process.  Most of the cost of estate administration is not a result of the probate process, but instead involves common problems which occur after death and which can arise whether or not there is probate.

B.
Is a Living Trust a Good Idea?

A living trust as an estate planning tool involves the creation of a trust while you are still alive to which you transfer virtually all of your probate assets.  The trust benefits you (and you stay in control as trustee) during your lifetime.  The trust is a support vehicle for you in the event of incapacity and disposes of your property to your beneficiaries when you die without the need to provide a Will.  There is a great deal of misinformation regarding the advantages of these planning vehicles.

1.
Advantages of a Living Trust:

--
Potentially avoids "probate"

--
Protection against incapacity

--
Better provides for assets in multiple states or for clients who may move residences and don't wish to change their estate planning documents each time

--
May be some protection against will contests

--
More private than testamentary disposition

2.
Disadvantages of a Living Trust:

--
Very seldom actually avoids probate because of the realities of how clients use them

--
Usually more expensive to create and properly fund than a Will

--
Inconvenient to maintain assets in name of trustee

--
Commingling of community property and separate property in trust may expose more assets to creditor claims

--
Sometimes harder to administer immediately after death

III.
WHAT IS THE TRANSFER TAX SYSTEM?

A.
The System of Estate and Gift Taxes.

1. Historically, there was a unified system for both the gift and estate tax, with a single exemption which could be used for taxable gifts during life and, to the extent not used, was available at death.  However, the exemption for gift tax purposes is limited to $1 million (and stays at that level going forward), while the exemption for estate tax purposes is $2 million (reduced by the taxable gifts, as in the case of prior law), and is scheduled to increase to $3.5 in 2009.

2. The highest marginal tax rate for both gift and estate taxes is currently 46%, although it is scheduled to decrease to 45% in 2007 and thereafter.

3.
Beginning in 2010, the estate tax is scheduled to be repealed; however, the same statute which provides for that repeal also provides that the repeal itself disappears in 2011, leaving taxpayers with the exemptions and tax rates which existed before the 2001 tax reform bill was passed.  The gift tax is never repealed, but has a maximum rate equal to the maximum income tax rate after the estate tax repeal.  

4.
Many practitioners speculate that estate tax repeal is unlikely to be implemented as it is currently structured, and that the “sunset” of the repeal in 2011 will force Congress to further amend and change the estate and gift tax rules prior to 2010. 

5.
Although the gift tax exemption will be less than the estate tax exemption, there are some advantages of making gifts: 

--
There is an "annual exclusion" for gifts equal to $12,000 per donor (adjusted for inflation) per donee per year, plus certain other expenses. 

--
Post-gift income and appreciation escape transfer tax at donor level.

--
Gift tax is "tax exclusive" while estate tax is "tax inclusive."  In other words, you must pay estate tax on the whole estate, which includes the funds which will be used to pay the tax itself.

B.
Marital Deduction

There is an unlimited marital deduction for assets passing between spouses who are United States citizens.  The marital deduction will apply to outright gifts and to certain types of trusts, commonly known as qualified terminable interest trusts or "QTIP trusts."  The marital deduction means that there is no tax due on the death of the first spouse to die, but the assets will be subject to tax on the death of the surviving spouse.

C.
Charitable Deduction

There is an unlimited charitable deduction for assets passing to charity.  Unlike the charitable income tax deduction, it does not depend on whether the charity is a "public charity" or a "private foundation," and there are no percentage limits.

D.
The Generation-Skipping Transfer Tax

The generation-skipping transfer tax ("GST") is a tax levied most commonly in the following two situations:  (i) when a grandparent makes a transfer by gift or Will to a grandchild while the child is still alive (i.e. the donor "skips" a generation) and (ii) when a trust is created by a parent for the benefit of a child for life, and the assets pass on the child's death to grandchildren.  In the latter case, the "skip" occurs at the child's death.  The GST is a flat rate equal to the highest estate tax rate.  Fortunately, there is a GST exemption equal to the estate tax exemption, e.g $2 million per donor in 2006.  Since lifetime trusts for children have many advantages (creditor protection, marital property protection and escape from estate taxation when the child dies), the proper maximization of the GST exemption to permit lifetime trusts is a very popular estate planning objective.

Note:  Including GST exemption planning in your estate plan will NOT reduce your estate tax.  It is a method of reducing the estate tax which would be payable when your children die, not when you (and your spouse) die.

IV.
BASIC ESTATE PLANNING

For estates of married couples (where there are no children from a prior marriage) where the combined value of all probate and non-probate assets exceed $2 million, the minimum recommended estate plan for the next few years (at least) is to take full advantage of the estate tax exemption in each estate, and to take advantage of the marital deduction in the estate of the first spouse to die.  This shelters up to $4 million from estate tax in 2006 (increasing gradually thereafter over the years until it shelters up to $7 million in 2009), and defers all estate tax on any excess above this amount until the death of the surviving spouse.  To effectuate this plan, the Will of the first spouse to die divides his or her estate between a trust which "shelters" the exemption and a marital deduction gift of the remainder of the estate (usually to a QTIP Trust).  This is commonly referred to as the "A-B Trust Plan."  A chart illustrating this type of planning using the exemption available in 2006 is as follows:


In addition to the Wills or trust which set forth this plan, it is important to coordinate non-probate assets with the plan since they will not pass directly under the Will.  There is no single recommendation on how to do this, but the following is common:

--
Life insurance is payable to the trustee under the Will, to be divided between the surviving spouse, and each of the trusts under the Will of the insured based on the value of the other assets of the estate.

--
Retirement benefits are payable to the surviving spouse as primary beneficiary.  He or she is in the best position to continue income tax deferral by roll over into an IRA.

--
Assets held in joint tenancy with right of survivorship are usually converted to some other form in order to ensure that they will not by-pass the planning in the Wills or trust.

CAVEAT:  
Because of the uncertainty surrounding the ultimate repeal of the estate tax, any estate plans implemented in the next several years should be reviewed and updated frequently, and without fail prior to 2010.  

V.
INCOME TAX BASIS


The tax law which provides for the repeal of the estate tax in 2010 also changes the traditional rule that all estates get a new tax basis for income tax purposes in most of the estate assets based on the value at the decedent’s death.  Once the repeal becomes law, there will no longer be an unlimited “step up” in basis.  Instead, each decedent’s estate will be able to elect to adjust the income tax basis on assets with unrealized gain of up to $1.3 million.  In the case of assets left either outright or to a QTIP trust for a surviving spouse, there is an additional $3 million in value of unrealized gain available for “step up” in basis.  This significant change in the basis adjustment rules is one more reason why estate plans need to be reviewed regularly and updated periodically before 2010. 

VI.
TAKING IT A STEP FURTHER

The basic estate plan described above accomplishes the two most fundamental estate planning objectives in the coming years prior to the scheduled repeal, and likely thereafter if repeal never materializes:  securing the benefit of the full in exemption for both spouses ($4 million in 2006 and gradually increasing to $7 million in 2009) and taking advantage of the marital deduction.  But for many clients, this still leaves a sizeable tax which will be due on the death of the surviving spouse.  There are many techniques which estate planners use to try to reduce this tax.  Some of the techniques are as follows:

A.
Aggressive Gifting

Aggressive gifting techniques usually involve use of the unified credit exemption through lifetime gift, plus aggressive use of annual exclusion gifting.  For the very wealthy, gifts which actually generate gift tax can save taxes by taking advantage of the tax exclusive nature of the gift tax.

B.
Irrevocable Life Insurance Trusts

This is an extremely popular technique which does not reduce the tax, but provides liquidity for its payment or replaces wealth which is lost to tax.  Joint and survivor life insurance is a popular tool for this purpose.

C.
Generation-Skipping Trusts

Whenever gifts are to be made to children (either in life or through a Will), consider the benefits of making the gift in the form of a trust which will skip multiple generations and which shelters all or a part of the GST exemption described above.  The beneficiaries will have access to the assets, but the assets will not be taxed in each generation because no beneficiary "owns" them. 

D.
Family Limited Partnerships

This is a technique where business and family goals can sometimes match well with tax planning goals.  A family limited partnership does not eliminate assets from your estate.  Instead, it can convert assets which have a certain value into partnership units which may have a lesser value for transfer tax purposes because of discounts associated with the restrictions generally imposed by law on limited partnership interests.  This technique is extremely popular, because partnerships are flexible vehicles, and can usually permit you to retain significant control (and even some cash flow) from assets after they are gifted.

E.
Grantor Retained Trusts

These techniques -- the Qualified Residence Trust ("QPRT"), the Grantor Retained Annuity Trust ("GRAT") and the Grantor Retained Unitrust ("GRUT") -- are all techniques which involve gifting assets and retaining an income or annuity-type interest in them for a term of years.  The gift is discounted for tax purposes because of the retained interest, but all post-gift appreciation escapes taxation so long as you survive the term of the trust.  These are very complex, but frequently effective, devices.

F.
Charitable Trusts

These are trusts which are divided between a charitable interest and an interest which you retain (or give to a family member).  This planning allows for a partial charitable deduction while still granting individual use of assets.  

1.
Charitable Remainder Trusts

These are trusts in which you retain an interest or give an interest to a family member and, after death or a term of years, the assets revert to charity.  A charitable income tax and gift tax deduction is allowed for the present value of the charitable gift which occurs in the future.

2.
Charitable Lead Trusts

These are trusts by which the charity receives an interest for a term of years, after which the assets revert back to you or are given to a family member.  

G.
Installment Sales

If an asset is likely to significantly appreciate in the future, sale of the asset to children or trusts for their benefit can "freeze" the value in your estate and permit all future appreciation to inure to the benefit of the purchasers.  With low basis assets, this technique has been used when the purchaser is a trust which is taxed (for income tax purposes only) as if it was the grantor, thereby avoiding capital gains tax on the sale by the grantor to the trust.

VII.
ASSET PROTECTION

Asset protection planning can be a companion to estate planning, or an independent project.  Many standard estate planning techniques offer asset protection benefits.  Most asset protection techniques only work well if implemented when there are no known creditors in existence, and when there are other purposes -- such as estate planning -- to justify the transaction.  As a result, timing is crucial.  

Some of the more popular techniques include:

A.
Exempt Property

Texas has very broad protection for exempt assets, including unlimited value for urban homesteads of 1 acre or less.   However, the Federal laws governing bankruptcy do not honor the unlimited nature of this protection for homestead value acquired within 1215 days of filing bankruptcy.  How this operates with “rollover” of prior equity and/or payment of existing mortgages is very complex.    In addition, there are limits under Federal law for homestead protection for liability for certain Federal securities law violations. 

In addition to homestead and limited amounts of personal property, Texas law exempts unlimited value in (i) qualified retirement plans and IRAs, (ii) life insurance and (iii) certain annuities.  

B.
Marital Property Rules

Certain types of marital property owned by a spouse cannot be reached by the creditors of the other spouse:

Contract claims:
Creditors cannot reach the separate property of the other spouse or the sole management community property of the other spouse.

Tort claims:

Creditors cannot reach the separate property of the other spouse.  

Because of these general rules, it is advantageous to create separate property.  This can be accomplished through periodic partitions.  A non-pro rata partition can have the further benefit of providing for equal value to each spouse, but allocating to the creditor-wary spouse exempt assets such as the homestead.  Partitions are simple and frequently effective, but have marital property consequences and some potential for negative income tax impact. 

C.
Gifts and Trusts 

It is not possible in Texas to create a trust for your own benefit and gift assets to it, and then expect that trust exempt from creditors.  However, it is possible to transfer assets to others through gift, including to a spouse.  Gift planning to children has the added benefit of achieving estate planning goals. 

D.
Offshore and Similar Trusts 

A number of countries (and some states in the United States) have chosen to reject the general rule that one cannot create a trust for one's own benefit and have that trust protected from creditors' claims.  The grantor must have no creditor problems at the time of the transfer to the offshore trust.  

Although offshore trusts provide the potential to shelter large sums of otherwise non-exempt assets, they do not have a long history to rely on.  They also involve a loss of control and relatively high fees and expenses.  

E.
Family Limited Partnerships 

Under this technique, the family contributes assets to a partnership.  One of the advantages of a partnership is that a creditor of a partner can generally become only an assignee of the debtor partner, not a substitute partner.  This can result in the general partner controlling distributions, while the assignee must nonetheless pay taxes on the income.  Such a possibility may cause the creditor to settle the claim at a discount.  However, family limited partnerships are creditor deterrents, not creditor protection.  Some bankruptcy judges may attempt to control the flow of cash and seek to dissolve the partnership.  As a result, such partnerships are useful tools, but rarely offer a complete solution.  
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