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SUBJECT:  Disclaimer Credit Shelter Trusts

1.  PURPOSE:  To provide information regarding the use of credit shelter trusts and the use of disclaimers as a means to fund such a trust.

2.  FACTS:

      (a).  Credit shelter trusts should be considered when a client’s estate at the time of death will approach or exceed the federal estate tax exemption.  The exemption is the amount of the estate that is not subject to the federal estate tax, regardless of the method of disposition.   Under current law the exemption limits are:


-- 2002/2003: 
$1,000,000 


-- 2004/2005:

$1,500,000 


--2006/2007/2008: 
$2,000,000 


-- 2009:

$3,500,000 


--2010: 

Unlimited (tax repealed)

--2011: 

$1,000,000 unless legislation is passed

      (b).  An individual may pass an unlimited amount of property to his U.S. citizen spouse, either during life or at death.  Since the tax code allows an unlimited marital deduction against the decedent's gross estate and lifetime taxable gifts, he may leave as much of his estate to his spouse as he chooses without estate tax consequences.  Property that escapes tax because of the use of the marital deduction is taxed at the death of the surviving spouse; thus, the marital deduction only defers the tax.

       (c).  Many people leave their entire estate to their spouse.  When the surviving spouse is a U.S. citizen, there is no federal estate tax (because of the unlimited marital deduction).  This can be a tax trap, however, because when the surviving spouse subsequently dies and passes some of the same property left by the first spouse, the first spouse’s unified tax credit (the amount of tax on the exemption amount, currently $345,800) goes unused and is wasted.  A credit shelter trust is often used to allow a married couple, with a taxable gross estate, to take full advantage of each spouse’s unified credit as well as the unlimited marital deduction.  Proper use of a credit shelter trust, should create a situation in which a married couple can pass up to twice the exemption amount to their heirs without estate tax consequences.  This is achieved by creating a trust commonly called a credit shelter or bypass trust.

      (d).  Under a credit shelter trust, an amount equal to the exemption amount is passed into a trust instead of outright to the surviving spouse.  This amount does not qualify for the marital deduction.  Rather, it is actually subject to tax; however, the tax is fully offset by the decedent’s unified credit.  The trust, regardless of how large it grows will never again be subject to estate tax as it was already “taxed.”  The trust can be designed so that the surviving spouse receives the income from the trust, has access to the corpus (if limited by ascertainable standards), and she can act as the trustee (with some limitations). Upon the death of the surviving spouse, assets in the trust, which may have greatly appreciated, pass to the heirs free of federal estate tax.  The surviving spouse then passes an amount from her estate to her heirs up to her exemption amount free of estate tax.

     (e).  Two examples further explain the benefit of the credit shelter trust.


(1).   Assume a combined estate of $2,000,000 ($1,550,000 for Husband and $450,000 for Wife).  Husband dies in 2002, and passes his entire estate to Wife.  Due to the unlimited marital deduction there is no federal estate tax due.  Assume Wife dies in 2003.  Now her estate is valued at $2,000,000.  Tax on this amount is $780,800.  Since she is not transferring to a spouse, she has only her exemption amount ($1,000,000 in 2003).  A federal estate tax of $435,000 is due on the amount over the unified credit ($345,800).  


(2).   Assume the same facts, but with a credit shelter trust.  Husband designs his will so that of his estate, $550,000 goes to Wife and $1,000,000 goes into a credit shelter trust with his wife as the income beneficiary for her life and their children as the remainder beneficiaries.  Wife’s inheritance is not taxed due to the unlimited marital deduction.  The $1,000,000 goes into trust, and due to the unified credit, the tax on that amount is fully offset (no estate tax is paid).  At Wife’s death, the $550,000 inherited from Husband is subject to federal estate tax, but her unified credit covers that amount plus her separate estate of $450,000, and no tax is due.  Additionally, the $1,000,000 (or more if the amount appreciates) in the credit shelter trust now passes to the children tax-free because it was already “taxed” when the Husband died.  Bottom line: at least $2,000,000 passes with zero federal estate tax due, a savings of $435,000 over the first example.

     (f).  The fluctuation in the exemption amounts throughout the next several years makes flexibility paramount in planning how to best utilize this exemption. Funding the credit shelter trust using disclaimers is a popular method to achieve this flexibility.    A disclaimer is an unequivocal refusal to accept an interest in, or power over, property to which one is otherwise entitled by lifetime or testamentary transfer or due to operation of law (joint tenancy with right of survivorship).  A disclaimed interest in property passes generally as if the disclaimant had predeceased the attempt to transfer the property to him.  Since the best time to determine the value of a decedent’s gross estate is after death, the disclaimer technique is a very flexible way to permit the surviving spouse to decide, shortly after the first death, how much property, if any, to place into the credit shelter trust.    At the first death the surviving spouse has up to nine (9) months to decide whether to receive the property outright, or to disclaim it.  

     (g).  The testator can specify in his will what happens to property disclaimed by any of the testator's beneficiaries.  Specifically, the testator can direct that if the spouse disclaims any property, the disclaimed property passes into the credit shelter trust.    It is important to note that non-probate assets, such as life insurance policies and IRAs are not governed by the terms of the will.    If these assets are disclaimed, unless the contingent beneficiary designation has been changed to designate the trustee as beneficiary, these assets will not fund the credit shelter trust.

      (h).   Funding a credit shelter trust by disclaimer requires the testator to ensure beneficiary designations are current and the surviving spouse to be proactive.  There are specific requirements in IRC Section 2518 that must all be met to have a valid disclaimer for estate tax purposes.  A disclaimer must be written, irrevocable and unqualified, and most importantly, the survivor must not accept any of the interest they want to disclaim.   As previously noted, the disclaimer must be received no later than nine (9) months after either: A) the day on which the transfer creating the interest in such person is made, or B) the day on which such person attains age 21; whichever is later.  Since many service members may count on SGLI or other insurance to help fund the credit shelter trust, you need to ensure your client and his spouse are educated on these issues.  If the spouse collects the insurance proceeds then they cannot disclaim that property.   Additionally, as noted above, the contingent beneficiary designations must provide for distribution to the trustee of the trust in the event of a disclaimer, in order for the proceeds of SGLI or other insurance to help fund the credit shelter trust. 
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