
JOINT REVOCABLE TRUSTS AND
MARITAL/CREDIT SHELTER FUNDING

IN 2013 AND BEYOND

BY:
DAN P. HELLER, ESQ.

HELLER WALDMAN, P.L.

3250 MARY STREET

SUITE 102

COCONUT GROVE, FLORIDA 33133

(305) 448-4144

I.
JOINT REVOCABLE TRUSTS

A.
Overview.  Joint Revocable Trusts may offer clients simplicity and familiarity, while still providing all of the planning opportunities available through individual revocable trusts.


Joint Trusts have most commonly been used in (i) community property states, where community property gets a full basis stepup at the first death, and (ii) non-taxable estates.


B.
Simplicity and Familiarity.  A large number of married clients hold most of their assets jointly.  Such clients typically like the simplicity and familiarity of continuing to hold their assets together in a joint trust.  By using a joint trust, clients have a single trust document and can hold assets in a single trust account.  Use of more typical separate trusts require clients to have two trust documents, open separate accounts for each trust and to split joint assets or allocate them to one or the other trust.


C.
Non-Taxable Considerations.



(i)  Stability of Marriage.  Assets in a joint trust may be accessible by one spouse alone.  While this may also be true with many joint accounts, the lack of a stable marriage should be a red flag to avoid a joint trust.



(ii)  Absolute Trust in Spouse.  As will be discussed later in this material, many joint trusts will be drafted to provide the first spouse to die with a general power of appointment.  Such a power could be used to disinherit the surviving spouse, subject to the survivor’s elective share rights.  As such, the spouses must have absolute faith in each other.


(iii)  Existence of Separate Property.  Even stable marriages fail.  If one or both spouses have significant separate, non-marital property, transfer of the separate property to a joint trust may be treated as (a) converting the property to marital property or (b) a gift of half of the property to the other spouse, depending upon the terms of the trust.  Language in the trust agreement could be crafted to avoid any conversion of separate property, but it is probably a dangerous path to travel and warrants strong consideration of separate trusts.



(iv)  Tenant By the Entirety Property.  Tenant by the entirety property provides protection from attachment by the creditors of either spouse alone.  Only joint creditors can attach tenant by the entirety property.  Clients who have concerns about creditor protection (to some degree, all clients do), would not want to transfer their tenancy by the entirety property to a joint trust.  There does not appear to be any statutory or caselaw support for the proposition that tenancy by the entirety treatment can be extended to property in trust.  Although there is a case supporting the proposition that tenancy by the entirety property transferred to an attorney’s client trust account, retains its tenancy by the entirety status, this cannot be extended to actual trusts.



(v)  Desire to Lock in a Plan.  If there a desire to “lock in” a plan at the death of the first spouse to die, the trust can provide that the survivor has no ability to modify the plan with respect to assets held in the trust after the death of the first spouse to die or that the survivor’s ability to modify the plan is subject to a limited power of appointment.



(vi)  Post First Death Creditor Protection.  Since it appears that a trust granting the first spouse to die with a general power will be treated as being transferred by the first spouse to die for tax purposes, it is likely that similar treatment for state law creditor protection may also apply.  As such, assets held in the trust for the surviving spouse should be protected from creditors.

D.
General Aspects of Disposition on Death of First Spouse.


(i)
Trust That only Disposes of Deceased Spouse’s Contributed Assets at First Death.  In this type of joint trust, only the assets contributed to the trust by the deceased spouse are directed to be disposed of at the death of the first spouse to die.  Such assets would be directed to the credit shelter trust, marital trust or other desired disposition.




This type of joint trust simplifies how assets are held, i.e., in a single trust, and in a single trust account, but is otherwise operated as if there were two trusts as of the death of the first spouse to die.



(ii)
Trust that Disposes of all Assets held in the Trust at First Death.  In this type of joint trust, the first spouse to die is given a general power of appointment over all of the trust assets, those contributed by the deceased spouse and those contributed by the surviving spouse.



In this type of trust, all of the trust assets are disposed of at the first death, typically, in the same manner as would typically have occurred if the assets were all held in a separate trust created and funded by the deceased spouse.




Note:  In this type of trust, if the surviving spouse has other assets of his or her own that he or she would like held in a revocable trust after the death of the first spouse to die, then either:



(a)
the joint trust has to include provisions for the administration of trust assets added by the survivor after the death of the first spouse, or 




(b)
the survivor has to create a separate individual trust to hold and administer such assets.


E.
Tax Considerations.



(i)
Income Tax Considerations.




(a)
During the joint lives of the Grantors, the trust, at least with respect to the assets contributed by them respectively, is revocable by each of them.  As such, as with individual revocable trusts, the trust is a grantor trust for income tax purposes.





If the grantors are Trustees, then, per Treasury Regulations, the trust does not need to have a separate tax identification number and can use the social security numbers of the Grantors.





Since the accounts for the joint trust will not be able to use two numbers, the social security number of one of the Grantor’s should be used, similar to the number used for a joint account.




All income will directly be reported by Grantors on their personal Form 1040.




(b)
Upon the death of the first spouse to die, to the extent the joint trust becomes irrevocable, it will require a separate tax identification number and the trust will file Form 1041.



(ii)
Avoid a Taxable Gift on Funding.  In order to avoid a taxable gift on funding, each spouse should have the right, alone, to revoke the trust with respect to their respective contribution, including their half of any joint contributed property.  This reserved power will prevent the transfer of assets to the trust from being a completed gift (see Treas. Reg. 25-2511-2(c), providing that a gift is not complete if the donor retains the power to revert the property back to himself or herself).




If transfers to the trust were completed gifts, it is not likely that the gift would qualify for the marital deduction.  The transfer would be to a trust with two beneficiaries, the two spouses, which would violate the marital trust requirements that the donee spouse be the only beneficiary of the trust entitled to receive distributions.




Note:  Joint Trusts will typically allow either spouse to withdraw trust assets.  Withdrawal of assets by the non-donee spouse will complete the gift (the donor spouse will no longer have a power to revert the assets, since they are no longer in the trust) and the now complete transfer should qualify for the marital deduction, since it is outright to the donee spouse.


(iii)
Provision of a General Power of Appointment to the First Spouse to Die.  The provision of a testamentary general power of appointment (PLR 200101021) or a lifetime general power (PLR 200210051), to the donee spouse, will result in:



(a)
Inclusion in Gross Estate.  All of the trust assets will be included in the gross estate of the first to die.  The property contributed by the decedent will be included under Section 2038 (retained right to revoke) and the property contributed by the survivor will be included under Section 2041 (general power).




(b)
Gift by Surviving Spouse.  The surviving spouse is deemed to make a gift to the first spouse to die upon the death of the first spouse to die that qualifies for the marital deduction.  (PLRs 200101021 and 200210051).  This further clarifies that the first spouse to die is the transferor.



(c)
Basis Step-Up.  The assets of the trust contributed by the first spouse to die get a step-up in basis on death.  However, the trust assets contributed by the surviving spouse, although included in the gross estate of the first spouse to die, do not get a step-up.  Section 1014(e) prevents the step-up when the assets are acquired by gift within 1 year of death.




(d)
All Assets Available to use Credit.  Since all of the assets in the trust are included in the gross estate of the first spouse to die, all of the trust assets are available to utilize the applicable credit amount, if so desired.




In a situation where clients have a taxable estate, but would not necessarily have $5,250,000 in assets to be held in each of their separate trusts, the joint trust may allow them to fully fund the credit at the first death, where they may not otherwise have been able to do so.




For example, if a couple has a $16,000,000 combined estate value, consisting of a $10,000,000 residence and $6,000,000 of investable assets, they would not typically want to divide ownership of their home to achieve full use of the credit.  If they simply split their investment assets equally between themselves, then at the first death leaving the residence out of the equation, they would only be able to utilize $3,000,000 of the credit at the first death.  On the other hand, if the $6,000,000 was held in a joint trust with the first spouse to die having a general power of appointment, the entire $6,000,000 of assets would be available to fund the $5,250,000 credit.



(e)
Trust Irrevocable After First Death.  Generally, the joint trust will be drafted to be irrevocable after the first death.  This allows the credit to be applied and not have the trust assets included in the gross estate of the survivor.  If the survivor could revoke or amend the trust after the death of the first spouse to die, then it is likely that the trust assets would be included in the gross estate of the survivor, nullifying the use of the credit at the first death.  Nothing, however, would prevent the survivor from having a limited power to appointment the trust assets after the first death.




(f)
Creditor Protection if First Spouse to Die is Transferor.  The credit shelter and/or marital trusts created by the first spouse to die, with the proper language, should provide creditor protection to the surviving spouse.  However, it is certainly conceivable that the assets contributed to the trust by the surviving spouse may be subject to the four (4) year fraudulent conveyance statute, before being fully protected by the trust provisions.  Prior to the death of the first spouse to die, the surviving spouse’s contributed assets would be subject to the claims of his or her creditors.  At death, the first spouse to die’s general power should be treated as a transfer from the survivor to the first to die, that would trigger the start of the four (4) year statute of limitations.
II.
Marital and Credit Shelter Trust Funding Options.


A.
Options.  Although there are various funding options, the primary options are as follows:



(i)
Pecuniary Marital with residue funding credit



(ii)
Pecuniary Credit with residue funding marital



(iii)
Fractional funding of marital/credit



(iv)
“Clayton Clause” Marital/Credit



(v)
All to Marital with Disclaimer Trust.

B.
Common Theme in Prior Planning:  Although the funding formulas vary, the most common formulas used in most estate plans was a pecuniary or fractional share formula.  The common thread in these formulas is that they first allocate assets to the credit disposition, essentially forcing use of the credit at the first death.  This forced use of the credit made sense prior to the advent of permanent portability, but is now likely to result in adverse tax consequences for clients.


(i)
Use of Credit vs. Step-up.  With portability, if the first spouse to die’s credit is not fully used, any unused portion can be transferred or ported to the surviving spouse.  Thus, since the credit will not be lost, the issue of whether the credit should be used at the first death in large part comes down to whether use at the first death to remove appreciation and accumulated income from the gross combined estates is likely to be more valuable than getting a step-up in basis for all of the assets at the 
second death.




(a)
With the vast majority of potential clients having combined estates that will not be taxable, it is more valuable to defer use of the credit by having all of the assets pass to a marital trust.  If it is not likely that the combined estates will exceed twice the applicable credit, then removal of future appreciation and accumulated income has no tax benefit, since there will be no estate tax in any event.




(b)
By having all the assets pass to a marital trust and the elect marital deduction treatment, the assets of the first spouse to die get a step-up at the first death and when the surviving spouse passes away, all of the assets are included in the survivor’s gross estate, allowing all the assets to be stepped up at the second death.  Assuming some long term appreciation, the second step-up on all of the assets will result in income tax savings to the beneficiaries.

C.
Prior Plans Forcing use of the Credit Need to be Modified.  Plans utilizing pecuniary or factional share funding formulas will generally force the use of the available credit at the first death and not allow for a 100% marital deduction.  Plans directing all assets to a marital trust at the first death and providing for the funding of a credit shelter type trust either by disclaimer by the spouse (disclaimer trust) or by not electing marital deduction treatment (Clayton Trust) allows for the option to fully defer the credit to the second death and obtain a step-up on all the assets at the second death, but allows for the flexibility to use the credit at the first death to:




(a)
Provide a source of assets to be used by the survivor for the benefit of other beneficiaries; or




(b)
Remove future appreciation and accumulated income from the gross estate of the survivor, if the combined estate may end up being taxable.



Note:  The materials in this outline are being provided for discussion purposes only and are not intended as legal advice.  Any action you take should only be taken after seeking proper legal advice and not be based upon any statements in these materials.
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