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INTRODUCTION
Estate planning is more than just the preparation of a Will.  A comprehensive estate plan is an essential component of a client’s overall financial plan.  The objective of an estate plan is to develop a framework for the orderly distribution of a client’s property consistent with his or her wishes and lifestyle with minimum tax liability.  An estate plan should be flexible enough to take into account future asset growth and changes in existing circumstances.  Sometimes overlooked, an estate plan should also contemplate the possibility of a client’s disability (physical or mental) prior to his or her death.

It is the attorney’s responsibility to work with the client to develop an estate plan specifically tailored to meet the needs of the particular client.  Such a plan can only be prepared by the attorney after receiving input from not only the client but also from his or her accountant, insurance agent, and financial advisor.  The planning process may involve some or all of the following:

•
an analysis of the client’s objectives and concerns with respect to the disposition of his or her assets;

•
a review of the client’s asset holdings to determine the nature, value, and method of ownership of the assets and possible recommendations for the shifting of assets to facilitate the plan;

•
projections of the potential federal and state estate tax liability;

•
an evaluation of the adequacy of liquid resources available to pay the debts, expenses, and estate tax liability and to provide for the financial security of the surviving spouse and children; and

•
a review of insurance and retirement benefits and beneficiary designations.

The more familiar a client is with the fundamentals of the planning process, the greater the likelihood that a plan can be developed to meet most - if not all - of his or her objectives.  In addition, an informed client will be less likely to inadvertently take action following the implementation of the plan that could jeopardize its effectiveness.  A client is encouraged to ask questions because he or she should have the peace-of-mind that the plan addresses his or her particular needs and desires.

ESTATE AND GIFT TAXATION IN LIGHT OF THE 2010 TAX REFORM ACT
The 2010 Tax Reform Act made sweeping new changes to our federal estate tax system.  However, it is only a temporary two year law set to expire December 31, 2012.   So all planning must be done in light of the possible temporary nature of the law.  This requires maximum flexibility in doing planning so that the planning works whether or not the new estate tax laws are made permanent.

The federal estate tax is a tax assessed on the assets an individual owned, or is considered to have owned, at the time of his or her death.  Although this tax is entirely distinct from the income tax, the calculation of both taxes is similar.  The estate tax liability is determined by adding the values of all assets in which the decedent had an interest as of his or her death and reducing that sum by all applicable deductions (such as deductions for debts, funeral and administrative expenses, charitable bequests, and property passing to the surviving spouse) and credits (such as the “applicable credit amount”).  Currently, for the 2011 and 2012 tax years, the estate tax rate is 35% (but returns to 55% in 2013).  

Particular attention will be given to the concepts of “gross estate,” “marital deduction,” and “applicable credit amount” in developing an estate plan.  The “gross estate” includes all property that the decedent owned (or is fictionally treated as having owned under the tax laws) as of the date of his or her death.  The gross estate includes such diverse assets as cash, securities, real estate, and personal property.  It also includes overlooked assets such as the decedent’s interest in jointly owned property, retirement benefits, and life insurance policies.  It is particularly important for the effectiveness of an estate plan to have a realistic idea as to the potential size and nature of the gross estate so that potential problems can be spotted and addressed.  Clients are often surprised over the size of their potential estates when insurance proceeds and retirement benefits are taken into account.

A “marital deduction” is allowed for the value of all property passing to the surviving spouse upon the decedent’s death.  The property may pass either outright or by way of special trusts (such as a qualified terminable interest property trust a/k/a “QTIP Trust”).  Use of the marital deduction is primarily intended to postpone payment of estate taxes until the death of the surviving spouse and is typically a key element of the estate plan for married individuals with a sizeable estate.

The “applicable credit amount” is the equivalent of a $5,000,000 deduction for tax years 2011 and 2012 (but returns to $1,000,000 in 2013).  Each person has one such credit that will first be used to offset any lifetime gift tax liability and then any estate tax liability.  A married couple taking full advantage of both spouses’ credit amounts could pass property having a total value of $10,000,000 free of estate taxes to their children in 2011 and 2012.  In 2011 and 2012, the credit amount is also “portable,” meaning that with the appropriate planning a decedent can transfer any unused credit amount to his or her spouse so that it might be used at the time of his or her death.  

The federal gift tax is a liability of the donor assessed on the value of property passing to a non-spouse beneficiary during the donor’s lifetime.  An annual gift tax exclusion of $13,000 per donee per year ($26,000 if the donor’s spouse agrees to make a special election on the filed gift tax return) is available for most gifts.  Any taxable gift in excess of the annual exclusion will first be offset by the available applicable credit amount.

South Carolina does not assess any gift or estate tax, and so, is a tax advantaged state in which to retire.  That was not always the case.  Prior to 1992, the South Carolina estate and gift tax structure was in a transitional state and differed from the federal system.  The major differences in the two systems prior to 1992 primarily related to the size of the credit amount and the tax rates.

SIMPLE VS. “CREDIT SHELTER” WILL PLAN
A Simple Will Plan (aka an “I love you” Will Plan) leaves everything outright to the surviving spouse on the first spouse’s death, or in the alternative, everything outright to the children if there is no surviving spouse.  If a child-beneficiary is under the legal age of majority when the surviving parent dies, then provisions can be made for the appointment of a guardian and control of the assets until the child turns eighteen.  Generally, Simple Wills are appropriate for a married couple having combined gross estates of less than $1,000,000 (or possibly more depending upon how the law may change in the future).  The Simple Will takes full benefit of the unlimited marital deduction to avoid any potential estate tax liability upon the first spouse’s death even though the advantage of the first spouse’s unified credit amount is completely wasted.

A Credit Shelter Will Plan should be considered for the majority of couples whose combined gross estates exceed $1,000,000 (or possibly more depending upon how the law may change in the future).  Like a Simple Will, there will be no federal estate tax liability due on the first spouse’s death.  However, a Credit Shelter Plan is designed to minimize the estate tax liability on the second spouse’s death by taking full advantage of each spouse’s credit amount.  Under current law, the first spouse to die transfers assets worth up to $5,000,000 free of federal estate taxes to a trust (a “Credit Shelter” Trust a/k/a a “By Pass” Trust) established for the benefit of the surviving spouse.  Any property in excess of the $5,000,000 amount passes to the surviving spouse in a manner to qualify for the marital deduction.   The Credit Shelter Plan is designed so that the $5,000,000 Credit Shelter Trust will bypass estate taxation on the second spouse’s death.  A mathematical formula is included in the Will so that the Plan will be flexible enough to take maximum advantage of the interplay between the martial deduction and the unified credit amount even if the gross estate increases following the implementation of the estate plan.  The potential federal estate tax savings generated by using a Credit Shelter Plan rather than a Simple Will Plan upon the death of the second spouse to die can be quite significant.

ESTATE TAX CHANGES RESULTING FROM THE 2010 TAX REFORM ACT
The 2010 Tax Relief Act reenacted the estate tax, giving it an applicable credit amount of $5,000,000 and a 35% tax rate.  The Act also reenacted the generation skipping transfer (GST) tax also with an applicable credit amount of $5,000,000 and a 35% tax rate.  The GST tax is imposed on gifts and bequests to grandchildren or descendents in more distant generations and to trusts established for their benefit.  The Act also altered the gift tax.  It increased the gift tax exemption to $5 million.  The tax was also given a 35% tax rate.  

One of the new things provided for in the Act is the “portability” of the applicable credit amount for estate and gift taxes.  If someone passes away in 2011 or 2012, any unused applicable credit amount can be transferred to that person’s spouse so long as a federal estate tax return is filed with appropriate information.  This tax benefit, however, goes away after December 31, 2012, making it hard to account for when making a client’s estate plan.  

It is imperative to recognize that the current estate, gift, and GST tax rates and certain tax benefits expire after December 31, 2012 if Congress does nothing to change the law.  Many people want to “wait and see” what happens, which we do not recommend.  Good estate planning can be done even in the midst of the current uncertainty of what Congress will do to the estate tax laws in the near future.

ITEMS FOR CONSIDERATION
Some of the following items may need to be considered as part of the estate plan depending on your particular needs and circumstances:

•
Durable Power of Attorney - A document giving your designated agent the ability to manage your property and take actions of your behalf.  It is particularly valuable should you become incapacitated.

•
Living Will and/or Health Care Power of Attorney - A document directing that you be allowed to die a natural death and not have your life prolonged by artificial means.  A Health Care Power of Attorney is a related document that should be considered which gives clear authority to an agent to make health care decisions for you if not able.  The state approved form includes living will provisions within it.

•
Revocable (Living) Trust - A trust created during your lifetime.  You retain the right to terminate or change the trust anytime prior to your death as well as the right to receive any income generated from the trust.  A revocable trust can be funded before or after your death.  Typically, any assets not on deposit in the trust as of the date of your death will be transferred to the revocable trust to provide for an orderly estate administration.  Revocable trusts are particularly useful for persons having a sizeable amount of insurance or retirement benefits.  Revocable trusts can also be used to minimize probate court fees and to plan for incapacity or incompetency.

•
Life Insurance Trust - A useful tool for removing life insurance proceeds from your gross estate and directing the disposition of the proceeds following the insured’s death.  Although the trust would be the owner of the policy and therefore the policy would be excluded from your gross estate for tax purposes, the life insurance proceeds can be made available to provide a source of liquidity for the payment of your estate’s debts and taxes as well as for the future financial security of the surviving spouse and children.

•
Children’s Trust - An irrevocable trust created either during or after your lifetime to hold assets for the benefit of your children.  A Children’s Trust can yield estate tax savings as well as possible income tax savings.

•
Grantor Retained Annuity Trust (“GRAT”) - An irrevocable trust wherein you retain the right to receive a fixed distribution amount each year from the trust for a predetermined number of years.  The trust assets are distributed to previously designated beneficiaries upon the termination of the trust.  For tax purposes, GRATs enable a creator to pass a significant amount of property - together with any future appreciation thereon - at a significantly discounted gift tax cost because of the term interest retained by the creator.

•
Charitable Remainder Trust - An irrevocable trust that provides you a current income tax deduction upon the funding of the trust even though you and/or your spouse are entitled to receive a distribution of a fixed or varying amount each year from the trust.  The charity receives the principal upon termination of the trust.  This trust is sometimes used in connection with retirement and insurance planning.  It also can be used as a mechanism for the tax-free conversion of low yielding securities into higher yielding securities while simultaneously fulfilling a charitable desire.

•
Buy/Sell Agreement - A document created to control the disposition of an interest in a business to an outside party by another co-owner.  In addition, this agreement typically provides for the purchase of a co-owner’s interest in the business upon his or her death or permanent disability.  This agreement can serve to fix the value of the business interest for estate tax purposes as well as to provide a source of estate liquidity for an otherwise illiquid asset.

•
Joint Survivor’s Life Insurance - A life insurance policy that pays a death benefit upon the death of the surviving spouse.  The insurance proceeds from such a policy are normally designed to provide a source of liquidity with which to pay the estate tax liability on the death of the surviving spouse.  The premium payment for a joint survivor’s policy when compared to a single life policy are normally significantly less expensive because the actuarial life expectancy of two lives on which the premiums are based is longer than the life expectancy of either individual alone.

***

TOP 10 MOST COMMON ESTATE PLANNING MISTAKES
1. Improper use of jointly held property. Owning everything jointly makes the provisions of one's will ineffective. Property held jointly with the right of survivorship is left outright to the survivor. Frequently, an unequal amount of property goes to a joint tenant because he or she receives the property directly, while the decedent's will generally divides the assets to the remaining heirs on an equal basis.

2. Improperly arranged life insurance. If the primary beneficiary of your life insurance policy is deceased, and you never named a secondary beneficiary, your family can be in for big problems. If your children are minors, and you haven't designated a trust to hold the life insurance proceeds until they reach a certain age, then a court supervised and appointed conservator will have to be in charge of the money and the insurance proceeds are subject to claims in the estate. 

3. Lack of liquidity. Not having enough ready cash available to cover death taxes and other final expenses is a major concern for many people.

4. Choosing the wrong executor/trustee. Often, an executor/trustee doesn’t have the time or expertise to devote to the often long and drawn-out process of estate administration. Or, how do you know that your executor/trustee will be fair and knowledgeable, and not display a conflict of interest? 

5. Will errors. Too many wills do not get updated. People tend to draft wills when they get married or divorced, or when they have their children. The will often remains neglected for years after that. An incorrect will can pass property to an incorrect heir. 

6. Leaving everything to your spouse. There can be serious tax consequences if you pass all your property to your spouse, and then he or she passes it along to your children. Leaving everything to a spouse isn't always the best way to proceed. 

7. Improper disposition of assets. This is when your assets get passed along to the wrong person or at the wrong time. A 20-year-old, for instance might receive a larger amount of money than he or she is capable of handling.  An inequitable distribution due to incorrect beneficiary designation is a major error. 

8. Failure to stabilize and maximize. It's very important that you know, and record, the value of your business interests, and have an agreement in place that makes provisions for the business if you die. It's also important to make sure you've got primary and secondary beneficiary designations on all contracts—from IRAs to tax-deferred annuities. IRAs and other retirement vehicles often are a family's largest asset beside their home, yet they don't plan the accurate disposition to maximize death tax and income liabilities. 

9. Lack of adequate records. Where are your assets located? Do you have an updated list of the names and numbers of your closest advisors? An executor needs access to last year's tax returns, the locations of all your bank accounts, information about insurance policies, and so forth. Make sure you record all relevant information and have it in an accessible location. 

10. Not having a master plan. You can learn everything you can about estate planning, but if you don't have a well-thought-out master plan, you'll still be at square one. Be sure to take the time once a year to quantify in dollar terms your financial needs and objectives, and chart a plan for reaching your goal in the most efficient and effective way. 

Having a clear and intelligent estate plan can help to put your mind at ease about the future, and assure that your heirs will get maximum benefits from what you leave behind. Estate planning is a useful tool, not something to be avoided or ignored.
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