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RE YOU AND YOUR CLIENTS ON THE
SAME ESTATE PLANNING PATH?

Estate planners routinely use certain plan-
ning documents and techniques for their
clients, in part because of cost, but also in
partbecause the choices reflect the planner’s
philosophy, not the client’s needs. Too of-
ten these routine documents and techniques
are unnecessarily complex and restrictive
for the client. This article reviews some of
the more commonly chosen documents and
techniques in estate planning, and sug-
gests alternatives that may be more suit-
able in light of the client’s wishes and
needs. Topics of discussion include irrevo-
cable life insurance trusts, lifetime gifting,
Medicaid planning, disclaimers, living
trusts, qualified terminable interest prop-
erty trusts, and gradual distribution provi-
sions.

oo often in dralting estate plan-

ning documents, the planner

routinely makes choices colored
by the planner's own view of the uni-
verse, not by the client’s true wishes and
needs. Undoubtedly, the economics of
an estate planning practice contribute to
thisroutineness. Usually the client would
not want to pay for the time necessary to
do the kind of probing that might be
required to match the client's needs,
family situation, and personal philoso-
phy to the type of estate planning docu-
ments best suited {or them,

The problem with this approach is
that oo often these choices result in
creating complications for clients that
their circumstances do not warrant and
depriving clients and their familics of
control of their own lives. There also is
a danger of the estate planner being
overly protective and not gearing the
documents to a level of sophistication
appropriate [or a particular client.

Most estate plannersare entrenched
in the premise that we must, in every
case, advocate estate planning choices
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that produce the lowest possible taxes
for the client and the maximum protec-
tion against a client’s and beneficiaries’
disability. Advising the client to take
such actions, however, can produce ve-
sultsthatare inconsistentwith theclient’s
other needs and that ighore some of the
important trade-olfs that result when
those actions are taken.

Planners need Lo listen more carce-
fully to clients, and to be more sensitive
to their needs for simplicity. Clients
need to understand the documents we
prepare for them. The planner cannot
assume that clients have the same view
as the planner as to what protections are
necessary.

Tax Planning

For example, when advising clients w
make gifts in order to usc the $10,000
annual gift-tax exclusion. itis important
to ascertain their level of comfort with
their own financial security, as well as
their children’s level of financial respon-
sibility. 1t is always good to pointout o

clients that by making lifetime chari-
table gifts, rather than charitable giftsin
their wills, they can produce income-tax
as well as estate-tax savings. However,
many clients, particularly elderly clients
and those with substantial assets, may
feel significant financial insecurity with
outright lifetime charitable gifts. Per-
haps some kind ol split-gilt charitable
giving would be more appropriate in
some cascs.

The availability of liquid assets is
always important to clderly clients who,
through retirement, have lost the secu-
rity of a regular income flow from full-
time employment. Further, elderly cli-
ents faced with potentially enormous
nursing-home expenses are often un-
easy about the idea of reducing their net
worth. even though it can produce sub-
stantial estate-tax savings. Because of
the increase in the income-tax basis of
assets at death, appreciated assets may
not be suited to non-charitable gifting.

Planners need to avoid
being overly idealistic
about how well a trust
will be managed in the
real world by clients and
their families.

However, because appreciated assets are
often the least liquid assets, a client can
often more easily give them away with-
out feeling deprived of needed [inancial
resources. Furthermore, while making
cash giltsavoids thelossofanincreasein
basis at death, they also may have a
greater impacton the client’s own sensc
of financial sccurity thana gift of illiquid
appreciated assets.

Giving cash 1o the children in order
to purchasc assets from their parents

o
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may be a more comlortable method for
the client. However, if the gift and pur-
chase are close in time, the Internal
Revenue Service (IRS) could argue that
a step transaction occurred in order to
defeat the claim of an increase in basis.

Trust Complications

Many tax-savings techniques are tied to
the use of trusts. However, trusts—
whether revocable or irrevocable—can
create complications and inflexibilities
in the client’s financial and personal
affairs, which a fully informed client
may not want.

The use of individual trustces ap-
pears to be increasing. But individual
trustees often do not properly or fully
administer trusts and do not always get

_competent professional assistance in
doing so. Consequently, many trust for-
malities are frequently ignored, endan-
gering the intended tax benefits of the
trust arrangement. Planners need to
avoid being overly idealistic about how
well a trust will be managed in the real
world by clients and their families who
may lack either the true desire or neces-
sary sophistication.

The use of a by-pass trust to take
advantage of the $600,000 exemption of
the first spouse to die is probably the
most commonly used technique flor sav-
ing cstate taxes. lrrevocable lile insur-
ance trusts are another commonly used
technique, with the trust being funded
with gifts up o the clicnt’s annual
$10,000 gift-tax exclusion ($20,000 for
both spouses). However, alternatives to
theirrevocable life insurance trust should
always be explored. An outright gift of
the policy into the names of children as
Joint tenants with right of survivorship
may make more sense than a trust. The
increased scrutiny given to such trusts
by the IRS has increased the yearly ad-
ministrative paperwork and expensces,
as well as the risk that the life insurance
proceeds may not avoid estate taxation
because of some technical defect in the
provisions of the trust orits funding and
administration.

Forexample, the trust will require a
separate bank account, which may not
have sufficient funds in it to justify the
mounthly charges. Also, scnding

“Crummey” notices to persons with
withdrawal powers of contributions is
frequently overlooked, as well as the
need to file fiduciary income-tax returns
and prepare, if applicable, annual gilt-
tax returns to use the $1-million genera-
tion-skipping transfer-tax exemption.
All these details of administration
must be taken into consideration and be

While this concern may seem re-
mote, its possible ramifications are enor-
mous. Trustees would have to invest-
gatenotonly every piece of real property
funding a trust, but also the real prop-
erty held by every corporation whose
stock is used to fund a trust (at least
corporations whosc stock is not publicly
traded) if thereisa risk the Environmen-

More and more often, estate planners are using planning
devices associated with purposes other than tax savings. These
devices frequently result in taking control and resources
away from clients and their families.

appreciated by theclient before commit-
ting to the costand maintenance respon-
sibilities of an irrevocable life insurance
trust. If a policy is relatively small, the
client may not [eel the need to keep the
proceeds in a trust for the benelfit of the
surviving spouse. For example, it may
be equally suitable, and much less ex-
pensive and complicated to accomplish,
for the client to adjust other gifts to the
children of a predeceased child, making
an outright gift of the policy to the chil-
dren as joint tenants with right of
survivorship.

Environmental Liability

The potential liability of trustees for
environmental cleanup costs has cre-
ated new wrinkles in the use of trusts to
hold real estate. The author recently
encountered a Chicago trust department
that refused to distribute over $100,000
in trust assets upon termination of the
trust. The trustee held $10,000 in stock,
which was about 5 percent of the total
stock owned by the trust, in a corpora-
tion faced with potential liability for a
contamination cleanup. As trustee of
various trusts, the trustee held, in total,
28 percent of this corporation’s stock.
The trustee was concerned that the City
of Phoenix! case, which held a trustee
responsible outoflits own assets for such
liability because the trustee directly
owned and managed the contaminated
property and had distributed the trust
assets, might be extended to trustee
ownership of a minority interest in a
corporation.

tal Protection Agency would seek 1o
“pierce the corporate veil "

We practice in a brave new world
when it comes 10 assessing the efficacy
of trusts to administer property. Provi-
sions are now routinely being included
in trust documents allowing a trustee to
designate a co-trustee who might hold
property liable for environmental
cleanup. The costs associated with the
“due diligence” necessary to avoid li-
ability in such instances can make place-
ment of such property into a trust un-
economical. Property known to be con-
taminated should probably be placed
intoaseparate trust. The planner should
ask the client about the possibility of
conlamination to each piece of real prop-
erty owned by the client.

Needlessly Taking Away Control

More and more often, estate planners
are using planning devices associated
with purposes other than tax savings.
Thesedevices frequently resultin taking
control and resources away from clients
and their families.

Planning for Medicaid eligibility in
elderly clients is one such area. The
enormous growth of attention given to
Medicaid planning is likely to continue,
despite the restrictions placed on such
planning by the Omnibus Budget Rec-
onciliation Act of 1993 (OBRA '93).
Encouraging the use of gifts, irrevocable
annuities, and life estate and joint ten-
ancy ownership ol residences is often
based on the assumption that many cli-
ents would rather he impoverished (or
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have other family members impover-
ished) than to bear the expense of nurs-
ing homes. Further legal restrictions of
the available options seem inevitable.
Planners must question the use of these
devices for clients who have sufficient
resources to pay their likely nursing
home expenses, or for whom institu-
tionalization is not likely to occur in the
near future. For instance, long-term-
care insurance o cover this risk should
be considered as an alternative.

medical decisions for a client, has sub-
stantially increased since the Cruzan case
was decided by the U.S. Supreme Court.?
Many times these documents are struc-
tured as “standing powers,” meaning
the power can be exercised even during
times when the principal retains the
power to make decisions for himself or
herself. The use of “standing powers™ is
frequently based on a concern that the
principal may not exercise good judg-
ment or that the existence of capacity to

Estate planners may unconsciously steer their
clients to use particular forms or documents without
sufficient attention to the client’s wishes.

Another common technique is to
use joint ownership arrangements re-
garding a residence in order to avoid
estate recovery programs seeking reim-
bursements of Medicaid benefits. How-
ever, these arrangements should not be
undertaken unless the residenceis likely
to be sold during the client’s lifetime.
Such transfers of an interest in a resi-
dence can deny an elderly individual of
the [ull benefit of the exclusion up to
$125,000 in gain on the sale of a resi-
dence under Internal Revenue Code Sec-
tion 121 or the ability to roll over the
gain upon purchase of a new residence
under Secction 1034. (See the article in
this issue, “Home Sweet Home: Timing
the One-Time Tax Exclusion.”)

The use of nonsupport, or “supple-
mental needs,” trusts for a client’s dis-
abled child assumes it is better for the
beneficiary’s basic support needs to be
provided for by public assistance, rather
than by the beneficiary or the family. But
il other children can be trusted to take
care of the needs of a disabled child,
making gifts to those other children,
rather than establishing a trust for the
disabled child, may make more sense.
Obviously, before undertaking such an
arrangement, the possibility that such
gifts will expose the assets to the credi-
tors of the other children or to claims or
objections of their spouses (in the cvent
of a dissolution of marriage or death)
must be explored with the client.

The use of medical powers of attor-
ney, authorizing third parties to make

make decisions may not be clear. Yet
many clients feel that such powers in-
fringe on their freedom of choice. They
would prefer for the provider of medical
services to assume that their decisions
were (o be honored, rather than that
they would give up this power to a third

party.
Choosing Appropriate Documents

Estate planners may unconsciously steer
their clients to use particular forms or
documents, and provisions in those
documents, based on the advisor’s view
of what is best for the client, without
sulficientattention to the chents wishes.
We should realize that these choices
may reflect our own priorities in the
conflict that can exist between “advisor
paternalism” and “client autonomy.”

Revocable Trusts vs. Wills

A controversial area in estate planning
in recent years has been the use of wills
with testamentary trusts versus the use
of revocable or living trusts. Many cli-
ents have the false impression that a
living trust provides greater opportuni-
ties for estate-tax savings than does a
will. Many clients are asking cstate plan-
rers Lo prepare (rusts, rather than wills,
based on the prevalent but not necessar-
ily correct assumption that the avoid-
ance of probate is always preferable.
Clients seek this avoidance even if it
results in using a device that the client

frequently does not understand and
which can be more costly and complex
than a will 1o establish. Because of the
simplicity and fexibility of informal pro-
bate, which is now available in most
states, establishing aliving trust can cosl
the client more money, and which is
paid at an earlier time, than would pro-
bate of a client’'s will.

Although the delay associated with
probate is frequently a client concern, a
recent study conducted by the American
Association of Retired Persons (AARP)
revealed that estate administration usu-
ally takes from 6 to 12 months, approxi-
mately one half the time required before
the enactment by many states of the
Uniform Probate Code in the 1970's. If
an estate has to file a Form 706 Federal
Estate Tax Return, administration of the
estate with a revocable trust will prob-
ably not be quicker than with a will. If
there are probate assets that have not
been transterred to the trust that are in
excess of a state’s small estate procedure
limits, there will probably be no probate
avoidance. A revocable trust probably
will not afford the same protection from
the claims of creditors of the decedent
than is available in a probate estate ad-
ministration, il there is no statutory pro-
cedure for giving notice to such credi-
tors by the trustee and a statutory time
limit which is applicable to protect the
trustee. In most states, only the
decedent’s probate estate has such statu-
tory protections.

Revocable trusts can provide sub-
stantial benefits in the event of a client's
disability, as well as avoid the complex-
ity and costs of probate in multiple juris-
dictions if the client owns real estate in
states other than his or her domicile.
However, for a client who does not have
these concerns, the use of revocable trusts
can result in a structure of ownership of
assets during the client's lifetime that is
difficult to work with and not under-
standable to the client. Titling of assets
in a trustee's name during a client’s life
can be more complicated than a later
transfer of assets through probate ad-
ministration. In some states, the proper
method for titling property ina trustee’s
name is cuimbersome or uncertain. It is
necessary o inquire for each asset how
titling can best be accomplished. With-
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out a sufficient power of attorney given
to the successor trustee, and an exercise
of that power to transfer the client's
assets prior to death, there will probably
be no probate avoidance if the settlor
acts as trustee. Most clients do not real-
ize that assets titled in the decedent’s
name as sole trustee will, in most states,
still require probate administration.

If the spouse or children of the cli-
entare selected as trustees, special limi-
tations on the trustee’s powers during
the settlor’s lifetime may have to be
incorporated into the trust to avoid the
trustee having a taxable general power
ofappointmentunder IRC Section 2041.
Such restrictions can cause the distribu-
tion powers of the spouse, where minor
children are beneficiaries of the trust
during the settlor’s lifetime, to be un-
duly restrictive.

Disclaimers

Another major choice for every will or
trust of a client whose estate is poten-
tially taxableis determination of whether
to usea formulamarital deduction clause
oradisclaimer approachisbest for fund-
ing the by-pass trust to use the $600,000
exemption of the first spouse to die.
Using a formula for married couples
whose estates are under $1.2 million
assumes it is better to put more assets in
trust than is necessary to save taxes.
Some planners shy away from the
use of disclaimers because of lack of
conlidence in the surviving spouse to
retainanattorney whois knowledgeable
in the proper use of the disclaimer ap-
proach, and because disclaimers can be
more complicated to administer. It is
true that using a disclaimer to fund the
family trust places on the surviving
spouse the burden of making decisions
to save estate axes at a time when he or
she is certainly more susceptible to fi-
nancial and psychological insecurity,
making the decision o disclaim assets
more difficult. The planner should not
overlook the fact that a surviving spouse
cantake advantage of theannual $10,000
gift-tax exclusions to reduce his or her
taxable estate below $600,000, even if a
family trust is not used for this purpose.
However, there is always the risk that
the surviving spouse will not live long

enough to accomplish the desired es-
tate-tax savings by relying on use of the
annual gift-tax exclusion.

Despite these factors, disclaimers
can create a great deal of flexibility for
estates in the $500,000 to $1.2-million
range. Clients and their spouses often
are more comfortable in not being locked
into a trust arrangement, and they are
more willing to have tax-planned wills
with this flexibility.

Marital Trust vs. Outright Gift

Anotherkeydrafting decision is whether
to place the gift to the spouse qualifying
for the marital deduction into a trust
arrangement or to make the gift to the
spouse outright. Planners often justify
the routine use of marital trusts on the
basis that such trusts can be used 1o
manage property if the surviving spouse
becomes incapacitated. However, the
surviving spouse can make arrangements
for his or her own incapacity with a
durable power of attorney. A power of
attorney is less suitable if there are no

ents who have children by previous
marriages or have charitable objectives
that may not be shared by the surviving
spouse. However, in many situations
both clients feel that the spouse can be
trusted to treat their own children or
other beneficiaries fairly and would not
choose, if fully aware of the options, to
restrict the surviving spouse’s control
over the property qualifying for the mari-
tal deduction.

If it were not for the estate-tax sav-
ings resulting from using a by-pass trust,
most clients would otherwise leave ev-
erything outright to the surviving spouse,
making marital trusts, including QTIP
trusts, for such clients frequently inap-
propriate.

Unnecessary Restrictions

To avoid the creation of a general power
of appointmentin a trustee whoisalsoa
beneficiary of the trust under Section
2041, a properly structured estate plan
will consider the use of ascertainable
standards, limiting the powers of the

To the extent that the choices we advocate are based on a
perceived need to protect clients and their families from
themselves in all instances and at all costs, the planner is often
denying the client flexibility and freedom from complexities.

close family members 1o act as agent.
Where a power of attorney is appropri-
ate, the client and surviving spouse may
prefer to give the surviving spouse the
ability to seek competent financial advi-
sors on his or her own, by giving the
marital share to the spouse outright,
rather than dealing with a trustee with
whom the surviving spouse may not be
comfortable.

Routine Use of QTIPs

The routine use of qualificd terminable
interest property trusts (QTIPs) for the
gift qualilying for the marital deduction
must also be questioned. Such trusts
qualify for the marttal deduction, but
the surviving spouse cannot control at
his or her death the disposition of the
property placed into the trust. QTIP
trusts are [requently appropriate for cli-

trustee to make distributions {rom a
trust. Usually a catch-all provision re-
stricting a trustee-beneficiary from ex-
ercising discretionary powers over in-
come and principal, including discre-
tionary powers to terminate a trust, is
sufficient. It should prevent the trustee
{rom making a distribution to himself or
herself in excess of purposes limited by
the accepted standard of “health, educa-
tion, maintenance, and support.” It also
should prohibit the trustee from dis-
charging the trustee’s legal obligation of
support ofaheneficiary with trust distri-
butions. However, some planners, out of
what might be considered an excess of
caution, also routinely included such
restrictions in the distribution provi-
sions themselves. Such an approach,
because it also limits the distribution
powers of disinterested trustees, may be
more restrictive than necessary 1o pro-

April 1994

65



tect against adverse tax consequences
and can unduly limit availability of the
trust for beneficiaries.

The routine use of gradual distribu-
tion provisions, providing for distribu-
tion of trusts to beneliciaries in stages as
the beneficiaries attain various ages, also
may be unnecessarily complicated. The
assumption of such provisions is that
children may need protection from them-
selvesand that they will squander money
distributed atyounger ages. A legitimate
question exists regarding the need to
complicate documents and trust admin-
istration by requiring a trustee to make
any distribution to a beneficiary until
the beneficiary is able to handle it. The
amount remaining in the trust after par-
tial distributions may not be enough to
justify the expense of trust administra-
tion. The trustee can always use the
power to terminate the trust (assuming
the document makes such a provision)
or to make discretionary distributions to
beneficiaries whose maturity justifies
doing so.

It is not uncommon for wills and
trust instruments to limit the power to
remove and appoint trustees to court-
appointed fiduciaries for incapacitated
beneficiaries. Such provisions frequently
reflect a distrust of the spouses of the
client’s children. Such arestriction may
not be appropriate and may create un-
necessary expenses in administering the
trustshould there beaneed toremoveor
appoint a successor trustee.

Finally, the use of provisions ex-
pressing a preference for informal estate
administration, in states providing for
such probate procedures, may not be
incorporated into a will by the planner
because of the concern that such provi-
sions will be abused. However, the ab-
sence of such provisions may result in
more frequent use of formal probate
proceedings, even when the expense is
not justified, because the fiduciary will
be overly concernedaboutits own liabil-
ity in proceeding informally without
specific authority in the will to do so.

Summary

To the extent that the choices we advo-
cate are based on a perceived need to
protect clients and their families from

themselves in all instances and at all
costs, the planner is often denying the
client flexibility and freedom from com-
plexities. This can defeat the most im-
portant objective of estate planning: giv-
ing clients the peace of mind they were
looking for in the first place when they
sought our professional services and the
benefit of our professional judgment. &
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