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I n t roduc t ion 

Estate planning is a concept that is greatly misunderstood by 
many people. In simple terms it may be defined as l ifetime plan
ning for the passage of assets in accordance w i th the estate 
owner's wishes and at the least possible tax cost. 

You already have an estate plan, even if you have done nothing. If 
you have done nothing, the problems w i th your plan are: 

1. Assets wi l l probably not pass according to your wishes. 

2. The federal government and your state of domici le wi l l be 
major beneficiaries of your estate. 

By neglecting to make a w i l l , you have left your estate planning to 
your state government, and addit ional adverse results may occur. 
First a local court wi l l have to appoint an administrator to manage 
your estate. This person, possibly a stranger to you, wi l l have to be 
paid. Second, even if your surviving spouse is named administra
tor, a bond wi l l generally be required. Third, the amount of t ime 
required to settle your estate wi l l be unnecessarily long. Fourth, 
part of your estate may pass to the governments in the form of 
avoidable taxes. Clearly, one imperative of estate planning i s — 
don't die w i thou t a wi l l . 



Recent Esta te and G i f t Tax Leg is la t ion 

In the span of five years, Congress has passed two major pieces of 
legislation dealing w i th estate and gift taxation. 

The Tax Reform A c t of 1 9 7 6 . You have probably read or heard 
about the dramatic impact on estate planning of the Tax Reform 
Act of 1976 (the 1976 Act) and subsequent technical corrections. 
The 1976 Act contained a major restructuring of the taxation of 
gifts and estates, most of the changes becoming effective January 
1, 1977. 

The 1976 Act brought relief to small and medium-size estates, 
increasing signif icantly the number of estates in this country that 
passed to beneficiaries free of any federal tax burden. At the same 
time, larger estates were subject to an increased tax liability. 

The advantages of certain tradit ional estate planning techniques 
were substantially reduced or diminished. Gifts and estates are 
now subject to a unified tax wh ich is based upon cumulat ive 
lifetime and testamentary transfers. Generation- skipping techni
ques are discouraged by subject ing such transfers to taxation. 

As a result of this major legislation, many estate plans in existence 
before 1977 were changed to reflect its impact. 
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Perhaps the most far-reaching and most publicized provision in 
the 1976 Ac t was the introduct ion of carryover basis. Briefly 
stated, under the carryover basis concept, property wou ld no 
longer get a step-up in value for income tax purposes to its value 
at death. Rather, the basis of the property in the hands of the heir 
wou ld generally be the same as the basis of the property in the 
hands of the decedent, w i th certain transit ional adjustments. This 
concept caused dramatic changes in many estate planning tech
niques. 

As originally enacted, carryover basis was to become law on 
January 1, 1977. It was subsequently retroactively postponed 
unti l January 1, 1980. Finally, in 1980 carryover basis was retroac
tively repealed to January 1, 1977. Thus, carryover basis never 
was in effect. (There was a special election for it to apply for dece
dents dying in 1977 and 1978.) 

The Economic Recovery T a x A c t o f 1 9 8 1 . The Economic 
Recovery Tax Ac t of 1981 (the 1981 Act) provides for larger 
exemptions f rom the unif ied gift and estate tax, wh ich wi l l 
generally result in a smaller amount of tax or no tax at all on the 
large majority of estates. This has been accomplished by gradually 
increasing the unif ied gif t and estate tax credit so that it wi l l even
tually shelter $600,000 of gifts or bequests. A t the same t ime, the 
max imum gif t and estate tax rate wi l l be gradually reduced from 
70 percent to 50 percent, thereby lowering taxes in the larger 
estates. 

The 1981 Ac t has also dramatical ly changed the area of marital 
deduct ion planning by introducing an "un l im i ted" gift and estate 
tax marital deduct ion. In addit ion, certain "qual i f ied terminable 
interest property" wi l l be eligible for the marital deduct ion. 
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The 1981 Act provides further liberalizations in regard to joint ly 
held property, installment payment of estate taxes, transfers made 
w i th in three years of death, and the annual gift tax exclusion. All 
of these changes wi l l be discussed in appropriate sections of this 
booklet. 

It is apparent that the 1981 Act has provided all of us w i th new 
opportunit ies to realize signif icant gift and estate tax savings. 
However, Congress has not done the planning for us. Therefore, it 
is now more important than ever to review existing wi l ls and 
estate planning strategies to make sure these new opportunit ies 
are utilized to the fullest extent. 
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H o w the Taxes A r e C o m p u t e d 

The unif ied transfer tax (commonly referred to as either gift tax or 
estate tax) is an excise tax imposed on the transfer of property by 
gift or at death and, since 1976, on certain generation-skipping 
transfers. The tax is similar to the income tax in that one must 
determine what is includable and what is deductible. The tax is 
imposed at graduated rates and is subject to certain credits. 

Inc ludable I t ems . A lmost everything you own is subject to tax at 
your death. Certain property given away during your l ifetime may 
be subject to tax if you retained certain powers over the property. 
Under prior law, most gifts made w i th in three years of death were 
included in the estate at the fair market value at date of death. The 
1981 Act has now provided that gifts made wi th in three years of 
death (with the exception of life insurance and a few other items) 
are not required to be so included. 

Deduc t ib le I tems . Your debts at death, funeral expenses, 
expenses in administering your estate (such as executor, legal, 
and account ing fees), certain medical expenses, certain losses, 
charitable contr ibut ions and the marital deduct ion are deductible 
from your gross estate. 

Credi ts . The 1981 Act provides for an increase in the unified gift 
and estate tax credit as fol lows: 

Year of Unified Size of Estate 
Death Credit Exempt from Tax 

1981 $ 47,000 $175,625 
1982 62,800 225,000 
1983 79,300 275,000 
1984 96,300 325,000 
1985 121,800 400,000 
1986 155,800 500,000 
1987 and thereafter 192,800 600,000 

If some of your assets were inherited wi th in ten years, there is a 
credit for some portion of tax paid on that property at the t ime you 
inherited it. There are also credits for certain state and foreign 
death taxes and federal gi f t taxes. 

9 



1 9 8 2 Rates 

Amount 
Subject Rate on 
to Tax Amount of Tax Excess (%)* 

$ -0- $ -0 - 18 
10,000 1,800 20 
20,000 3,800 22 
40,000 8,200 24 
60,000 13,000 26 
80,000 18,200 28 

100,000 23,800 30 
150,000 38,800 32 
250,000 70,800 34 
500,000 155,800 37 
750,000 248,300 39 

1,000,000 345,800 41 
1,250,000 448,300 43 
1,500,000 555,800 45 
2,000,000 780,800 49 
2,500,000 1,025,800 53 
3,000,000 1,290,800 57 
3,500,000 1,575,800 61 
4,000,000 1,880,800 65 

* Wi thou t state death tax credit. 

In addit ion, the 1981 Act reduces the max imum unified estate 
and gi f t tax rate as fol lows: 

For Decedents Dying 
and Gifts Made in The Maximum Rate Will Be 

1983 60% for transfers in excess of 
$3,500,000 

1984 55% for transfers in excess of 
$3,000,000 

1985 & after 50% for transfers in excess of 
$2,500,000 
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It is important to note that, a l though the maximum unified estate 
and gif t tax rate is being reduced to 50 percent, the tax brackets 
are not indexed for inf lat ion (as are the individual income tax 
brackets after 1984). Therefore, the impact of inflation continues 
to be a very important estate planning consideration. 

For example, if we assume an annual inflation rate of 10%, the 
fo l lowing table reflects the present value as of January 1, 1982 of 
the new equivalent exempt ion: 

Year of 
Death 
or Gift 

Amount 
of 
Credit 

Equivalent 
Exemption 

Approximate 
Present Value 
as of 1/1/82 of 
Equivalent 
Exemption at 10% 

1982 
1983 
1984 
1985 
1986 
1987 & 
thereafter 

$ 62,800 
79,300 
96,300 

121,800 
155,800 

$225,000 
275,000 
325,000 
400,000 
500,000 

$225,000 
250,000 
268,600 
300,500 
341,500 

192,800 600,000 372,600 

11 



Example 

Mr. Brown dies in 1982 leaving assets and liabilities as shown 
below. His w i l l specif ied that $5,000 be given to his church and 
that one-half of his adjusted gross estate be given to his wife. 

A s s e t s 
Car $ 5,000 
House 180,000 
Stock 400,000 
Life insurance 200,000 
Checking account 4,000 
Total assets $789,000 

Deduc t ions 

Mortgage 50,000 
Credit cards 1,000 
Funeral expenses 3,000 
Executor fees 4,000 
Legal fees 6,000 

Total 64,000 
Contributions 5,000 
Marital deduct ion 362,500 
Total deductions 431,500 

Taxable estate $357,500 

Tax on first $250,000 is $ 70,800 
Tax on excess is 34% of 107,500 is 36,550 

Total $357,500 107,350 

Less: 

Unified credit (1982) 62,800* 

Estate tax before other credits $ 44,550 

* The unified credit w i l l be phased in to reach a max imum of 
$192,800 in 1987. 
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The M a r i t a l Deduc t i on 

One of the most basic estate planning techniques is proper uti l iza
t ion of the marital deduct ion. Under prior law, the marital deduc
t ion was l imited to the greater of one-half of the adjusted gross 
estate or $250,000. The 1981 Ac t has el iminated this l imitat ion 
effective January 1, 1982. Therefore, a deduct ion is al lowed for 
the full value of qual i fy ing property passing to one's spouse. 

100% MARITAL DEDUCTION 

Many existing wi l ls and trusts include max imum marital deduc
t ion formula clauses that determine the amount of property to be 
transferred to the surviving spouse by reference to the maximum 
allowable marital deduct ion. As stated above, under prior law the 
max imum estate tax marital deduct ion was l imited to the greater 
of $250,000 or one-half of the adjusted gross estate. Some 
individuals may not want any greater amount to pass to their sur
v iv ing spouses. However, if the new unl imited marital deduct ion is 
used in the computat ion under a formula clause, the amount pass
ing to the surviving spouse might be much larger. 
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Therefore, the 1981 Act contains a transit ional rule wh ich pro
vides that the new unl imited marital deduct ion wi l l not apply to 
transfers under a wi l l executed or a trust created on or before Sep
tember 12, 1981 that contains a formula marital deduct ion clause. 
The transitional rule applies provided that (1) the decedent dies 
after 1981, (2) the formula clause is not amended at anyt ime after 
September 12, 1981 and before the death of the decedent to refer 
specifically to the unl imited marital deduct ion, and (3) there is no 
state law that wou ld construe the formula clause as referring to 
the unl imited marital deduct ion. Even where a testator wants to 
have the l imited current rule apply, it wou ld be advisable to 
redraft the marital deduct ion provisions of the wi l l to avoid the 
possibility of state law changing the desired result. 
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Qual i f y ing Proper ty 

What if your spouse is a poor f inancial manager or has no 
knowledge of investments? A marital deduct ion is available even 
if the property passes to a trust, managed by an experienced 
trustee, as long as the trust assets wi l l be included in your 
spouse's estate at death and your spouse has the right to receive 
annual or more frequent income distr ibutions of the entire 
income. For example, a local bank trust officer could invest the 
trust assets and distr ibute investment income monthly, and your 
spouse wou ld have the r ight to determine who would ult imately 
receive the trust's assets. 

The 1981 Act also allows the gift or estate tax marital deduct ion 
for the value of "qual i f ied terminable interest property" if the 
donor or decedent's executor so elects. Qualified terminable 
interest property is property passing from the decedent to a 
spouse who is enti t led to all income from the property (or a por
t ion thereof) for life, payable at least annually. This income 
interest is known as a "qual i f ied income interest" under the Act. 
No person, including the spouse, can have the power to appoint 
any part of the property subject to the qualif ied income interest to 
any person other than the spouse during the spouse's life. 

This new provision should solve the di lemma faced by many 
testators w h o have second spouses. Under prior law, in such a 
situation, the testator wou ld have to give his spouse the right to 
dispose of, as she saw fit, any property wh ich would qualify for 
the marital deduct ion. Thus, it was possible that certain of his pro
perty could be diverted away from his heirs. Now, w i th the adop
tion of this new provision, he may leave her only an income inter
est in the property, w i th the principal going to his heirs at her 
death, and still al low his estate to avail itself of the marital 
deduct ion. 

If this election is made, the property wi l l be subject to transfer tax 
at the earlier of (1) the date on wh ich the spouse disposes of all or 
part of the qual i fy ing income interest (by gift, sale or other dis
position), or (2) the date of the spouse's death. 
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The " O p t i m u m " M a r i t a l Deduc t i on 

Since the marital deduct ion is unl imited, a bequest of all property 
to one's surviving spouse wi l l completely defer federal estate 
taxes unti l her subsequent death. 

However, in certain instances, uti l ization of the max imum marital 
deduct ion may actually result in a higher overall estate tax. This is 
because estate taxes are like income taxes in that higher marginal 
rates are charged as the estate's size increases. Uti l ization of the 
maximum marital deduct ion has the effect of lumping all of the 
assets into the estate of the second spouse to die. Therefore, it 
may be better to utilize only the amount of marital deduct ion 
wh ich wi l l reduce the overall estate tax through bracket equaliza
t ion and eff icient use of each spouse's unif ied credit. 

Example 

Bill Jones dies in 1987 survived by his wife and three chi ldren. His 
wi l l provides that his wi fe is to receive everything. His estate is 
wor th $1,200,000 ($1,300,000 in assets less a $50,000 debt and 
$50,000 in administrat ive expenses). 

Gross estate $1,300,000 
Less: 

Debts $ 50,000 
Administrat ive expenses 50,000 100,000 

Adjusted gross estate 1,200,000 
Marital deduct ion (unlimited) 1,200,000 

Taxable estate $ -0-

Upon Mrs. Jones' subsequent death, the estate tax on the property 
inherited from Mr. Jones is computed as fol lows: 

Property inherited f rom Mr. Jones $1,200,000 

Estate tax before credits $ 427,800 
Unified credit (1987 and after) 192,800 

Estate tax before other credits $ 235,000 

Thus, total taxes on the $1,200,000 amount to $235,000. 
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If Mr. Jones had left only one-half of his assets to his wife, there 
wou ld have been no estate tax due at the death of either spouse 
because of the abil i ty of each spouse to "shelter" up to $600,000 
in assets (for years 1987 and after) through the use of their respec
tive unif ied credits. 

For estates w i th assets wor th more than double the equivalent 
exemption (e.g., $1,200,000 beginning in 1987), the decision 
whether to use more than a 50% marital deduct ion depends upon 
a number of factors, inc luding: 

• the age, of the surviving spouse 
• the size of the survivor's estate 
• l iquidity of the decedent's estate 
• potential f inancial needs of the survivor 
• potential appreciation in value of the assets owned by the 

decedent 
• f inancial needs of the heirs other than the surviving spouse. 
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It appears that most married individuals wi l l choose to utilize the 
unl imited marital deduct ion to el iminate all estate taxes upon the 
death of the first spouse to die. That is, all property in excess of 
the equivalent exemption wi l l be left to the surviving spouse 
either outr ight or in a qual i fy ing trust. The primary benefit of such 
a plan, of course, is to provide the survivor w i th the use of funds 
wh ich otherwise wou ld have been paid by the decedent's estate 
in the form of U.S. estate taxes. 

In order to provide addit ional planning f lexibi l i ty, the decedent's 
wi l l may also give the spouse or his/her executor the right to dis
claim the bequest in whole or in part. This wi l l al low the survivor 
to consider all important factors and to adjust the size of the 
marital deduct ion bequest, if necessary. 

18 



Li fe Insurance 

Life insurance proceeds are a large port ion of many estates. 
Typically, when life insurance is acquired, the husband is listed as 
the owner of the policy and the wife as the beneficiary. Under 
these circumstances, the life insurance proceeds wi l l be included 
in the husband's gross estate and taxed accordingly. 

Of course, the best way to avoid estate taxes is to keep valuable 
property out of the estate. Under prior law, it was generally recom
mended in many smaller estates that the decedent's spouse own 
all rights in the decedent's life insurance. This was best 
accomplished by making the spouse owner as wel l as beneficiary 
of the policy at its inception. Later, it could be done by assigning 
all r ights to the policy to the surviving spouse by executing an 
appropriate form wh ich the insurance company supplies. (This 
also applied to group term insurance carried by many employers.) 
Failure to assign all r ights, even incidental or insignif icant ones, 
wou ld result in all of the proceeds being included in the gross 
estate. It was and still is important to make such assignments ear
ly, since gifts of life insurance policies that occur wi th in three 
years of death wi l l be included in the decedent's gross estate. 
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The introduct ion of the unl imited marital deduct ion has el imi
nated the tax savings available under prior law for gifts of life 
insurance to one's spouse. This is true because simply naming 
one's spouse as beneficiary results in 100 percent of the proceeds 
qual i fying for the marital deduct ion. Thus, it wou ld seem that cur
rent planning techniques suggest the use of an irrevocable life 
insurance trust (discussed below) for the married couple. Where 
the insured is single, an outr ight gif t of the life insurance policy 
to the beneficiary continues to be an attractive estate planning 
alternative. 

Example 1 

Suppose that Sam Smith dies in 1987, and his estate includes 
$200,000 in life insurance, $800,000 in other assets, a $50,000 
debt, and $50,000 in administrat ive expenses. His son inherits 
everything: 

Gross estate $1,000,000 
Less: 

Debts $ 50,000 
Administrat ive expenses 50,000 100,000 

Adjusted gross estate 900,000 
Marital deduct ion -0-

Taxable estate $ 900,000 

Estate tax before credits $ 306,800 

If the son were the owner of the policy: 

Gross estate $ 800,000 
Less: 

Debts $ 50,000 
Administrat ive expenses 50,000 100,000 

Adjusted gross estate 700,000 
Marital deduct ion -0-

Taxable estate $ 700,000 

Estate taxes before credits $ 229,800 

The potential tax saving is $77,000 ($306,800 - $229,800). 
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For the married couple, signif icant savings may be obtained by 
assigning the life insurance to an irrevocable trust for the benefit 
of the surviving spouse and the insured's other heirs. Typically, 
the terms of such a trust are: 

1. The surviving spouse receives income for life. Upon his or her 
death, the trust terminates and distr ibutes its assets to the sur
v iv ing heirs. 

2. The trustee has the power to invade principal for the benefit of 
the surviving spouse. 

Example 2 

Assume that Joe Jackson dies in 1987 and his estate includes 
$400,000 in life insurance, $1,400,000 in other assets, debts of 
$75,000, and $20,000 in administrat ive expenses. His wi l l pro
v ides for marital and residual trusts, w i th one-half of his adjusted 
gross estate funding the marital trust. 

Gross estate $1,800,000 
Less: 

Debts $ 75,000 
Administrat ive expenses 20,000 95,000 

Adjusted gross estate 1,705,000 
Marital deduct ion 852,500 

Taxable estate $ 852,500 

Estate tax before credits $ 288,275 

If he had assigned his life insurance to an irrevocable trust w i t h 
the terms set forth above, his taxable estate and taxes wou ld be as 
fol lows: 

Gross estate 1,400,000 
Less: 

Debts 75,000 
Administrat ive expenses 20,000 95,000 

Adjusted gross estate 1,305,000 
Marital deduct ion 652,500 

Taxable estate $ 652,500 

Estate tax before credits $ 212,225 
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The potential tax saving is $76,050 ($288,275 - $212,225) at the 
husband's death and another $76,050 at the wife's d e a t h — a total 
savings of $152,100. 

Further, this saving can be accomplished w i thout any real 
economic detr iment to the surviving spouse, since she not only 
has the right to receive the income from the proceeds for life but 
also has, in the trustee's discretion, the abil i ty to reach the pro
ceeds, if necessary. 

Such a transfer in trust raises problems w i th respect to the pay
ment of future premiums. These problems require careful analysis 
and planning to avoid related income and gif t tax implications. 

Normally, the transfer of ownership of a group term life insurance 
policy wi l l not produce a gift tax liability, but any policy having a 
cash surrender value may create gift tax problems. One may bor
row the cash surrender value before the transfer or simply pay the 
gift tax, if any (see the discussion of gift taxes below). 
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Pension, Pro f i t -Shar ing or S t o c k Plans 

Annui t ies from qualif ied pension, profit-sharing or stock plans 
that are part of an employee's gross estate are excludable except 
to the extent of the employee's contr ibut ion to the plan. However, 
if an employee's beneficiary of such a plan receives a lump-sum 
distr ibut ion that is eligible for special ten-year averaging, the dis
t r ibut ion wi l l be excludable from the estate only if the beneficiary 
irrevocably agrees not to use the special income tax averaging 
provision. The higher unified credit and the new lower tax rates, 
coupled w i t h the unl imited marital deduct ion, wi l l in many cases 
make the decision to elect the ten-year averaging provision much 
easier, since the effect of including the lump-sum distr ibut ion in 
the estate should be lessened or el iminated. In many cases, 
though, the possible trade-offs between estate taxes and income 
taxes in this kind of situation wi l l be quite complex and wi l l 
require a careful analysis. 

If one disregards the income tax effects, the benefits of making 
one of the heirs the beneficiary of any pension, profit-sharing or 
stock plan wou ld be the same as those of transferring the owner
ship of a life insurance policy (see the example on life insurance 
above). Note that this is not a change of ownership; rather, it is a 
designation of any beneficiary other than the estate. 

For many executives, if their life insurance and retirement plans 
are not included in their gross estates, no tax l iabil ity wi l l remain 
after the marital deduct ion and the unif ied credit. 
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Example 

Assume Bob Whi te has the fo l lowing assets and liabilities and 
that his wi l l provides for the standard optimal marital and residual 
trusts: 

Life insurance $ 300,000 
Qualified pension plan benefits (payable 
as an annuity) 200,000 
Other assets 1,200,000 

Total assets 1,700,000 

Less: 

Debts $50,000 
Administrat ive expenses 20,000 70,000 

Net assets $1,630,000 

If Whi te assigns the life insurance to an irrevocable trust as 
described in the preceding section and names his wi fe as the 
beneficiary of the annuity under the qualif ied plan, his taxable 
estate in 1987 wi l l be computed as fol lows: 

Other assets $1,200,000 
Less: 

Debts $50,000 
Administrat ive expenses 20,000 70,000 

Adjusted gross estate 1,130,000 
Opt imum marital deduct ion 530,000 

Taxable estate $ 600,000 

Estate tax before credit $ 192,800 
Unified credit 192,800 

Estate tax before other credits $ -0-

In this case, the maximum allowable marital deduct ion wou ld be 
$1,130,000. However, f rom a tax viewpoint, the taxable estate of 
the first spouse to die should not be reduced below $600,000, the 
amount necessary to absorb the $192,800 unified credit available 
for years 1987 and after. 

24 



L i fe t ime G i f t s 

Another method of reducing an estate is through lifetime gifts. 
Under the 1981 A c t an individual can now give $10,000 per year 
in cash or any other property to any number of different people 
w i thout incurr ing a gif t tax liability. A married couple can joint ly 
give $20,000 per year to different individuals. This is true even if 
one spouse owns all of the gif t property. Sizable amounts of 
weal th can be transferred tax free by the early formulat ion and 
implementat ion of an estate plan that utilizes such gifts. Effective 
control of the sums transferred can be retained by making gifts to 
trusts managed by independent trustees who fol low the wri t ten 
directions of the trust's creator. If the donor wishes to retain 
investment, administrative, or dispositive powers, extreme care 
must be exercised in draft ing the trust instrument to prevent the 
gift f rom being pulled back into the estate at death. Such a 
program of g iv ing, however, must be carefully reviewed because 
of other economic considerations. 

Once the $10,000 per donee per year is exceeded, the "excess" 
may create a gift tax liability. Initially, no tax wi l l actually be paid 
because of the unif ied credit. However, once the unified credit has 
been ful ly util ized (the credit wi l l shelter $600,000 of l ifetime gifts 
in 1987), an actual tax payment wi l l be required. 
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A d v a n t a g e s . The tw o primary advantages of a gif t are: 

1. Any postgif t appreciation is not subject to the transfer tax 
unless the gift is pul led back into the estate. For example, if pro
perty wor th $10 is given and at death the property is wor th 
$50, $40 escapes transfer taxes. (However, $40 in potential 
capital gain could have been avoided by having the asset 
included in the estate.) 

2. Any gi f t taxes paid on gifts made more than three years before 
death wi l l not be subject to estate tax. For example: a donor in 
the 50% transfer tax bracket has $1.50, wh i ch permits a gift of 
$1 and $.50 for taxes; if the $1.50 is in the donor's estate, the 
heirs w i l l receive only 50% of the $1.50, or $.75, compared to 
the $1 gift. Thus, heirs may benefit by early transfers even 
when the max imum transfer tax is extracted. 

Consider a typical estate planning situation in wh ich a husband 
and wi fe have three chi ldren, each of w h o m is married and has 
two chi ldren. A gif t of $20,000 per year ($10,000 f rom the hus
band, $10,000 f rom the wi fe ; or all f rom the husband or wife, if 
gi f t spl i t t ing is elected) may be given to each chi ld, grandchi ld, 
and son or daughter- in- law. Each year $240,000 could be 
removed f rom the parents' combined estates (more, if one con
siders t h a t if not g iven, the $240,000 wou ld grow by the after tax 
interest unt i l death, and, not infrequently, the chi ldren and grand
chi ldren wi l l have lower income tax rates than the parents). 

It is important that a donor understand the effect of l i fetime gifts 
on the computat ion of the estate tax wh ich wi l l be due at his 
death. As pointed out earlier, if you make a gi f t in excess of the 
al lowable exclusions and deduct ions, you wi l l generally have 
made an "adjusted taxable g i f t " wh ich wi l l be added back to your 
taxable estate. The computat ion of the gif t tax and its impact on 
the computat ion of the estate tax are i l lustrated at the end of this 
booklet. 
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Disadvantages . There are three main disadvantages to making 
taxable gi f ts: 

1. The donor loses the enjoyment of the gif ted property. 

2. The transfer tax wi l l be paid early. 

3. The donee's basis for determining gain or loss wi l l be equal to 
the donor's cost plus a fraction of the gift taxes equal to the 
percentage of the gif t that wou ld be gain to the donor if sold, 
but not more than fair market value. 

Assume that property wor th $30, wh ich cost the donor $10, is 
given and a gi f t tax of $3 is paid. The donee's basis wi l l be $12, 
determined as fol lows: 

Donor's basis $10 
Gift tax on appreciat ion element ($3 x 20/30) 2 

Donee's basis $12 

Property that passes through an estate has a basis equal to the 
value used in comput ing the taxable estate, wh ich is usually the 
fair market value of the property at the date of death. In general, if 
appreciated property is to be sold by the donee, it may be best to 
inherit the property rather than receive it as a gift, since a higher 
basis wi l l reduce capital gain taxes. 
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Gi f ts t o Spouse 

Under prior law, the first $100,000 of gifts to your spouse was 
excludable in the determinat ion of taxable gifts. This was after the 
old $3,000 annual exclusion, so that in the first year $103,000 

could be transferred to one's spouse w i thou t tax. Al l of the second 
$100,000 of gifts was subject t o tax. After $200,000, there was a 
50 percent marital deduct ion, so only one-half of the gift was sub
ject to tax. Where the amount of taxable gifts was less than 
$200,000, an adjustment of the min imum marital deduct ion for 
estate tax purposes was required. The effect of this adjustment 
was to give a combined deduct ion on gifts and estate transfers 
equal to the old estate l imitat ion of $250,000 or 50 percent of the 
adjusted gross estate plus taxable gifts. 

The 1981 Ac t provides for an unl imited gift tax marital deduct ion. 
Therefore, property may be transferred freely between spouses 
w i thout incurr ing any federal gi f t tax liability. This provision pre
sents a new planning opportuni ty by al lowing spouses to equalize 
their potential estates through l i fetime gifts w i thou t incurr ing gift 
taxes. 
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J o i n t l y He ld Proper ty 

Property is often held jo int ly w i thou t adequate thought as a 
means of avoiding the draft ing of wi l ls and the cost of probate, 
and, in some jurisdict ions, to save state inheritance taxes. You 
should realize that all jo int ly held property passes to the surviving 
jo int tenant by operation of law. Disposition is not governed by 
terms of your wi l l . Thus, if too much property is held in joint 
names, adverse tax consequences could result. 

Beginning in 1982, one-half of the value of property held jo int ly 
by spouses w i th r ight of survivorship wi l l be included in the estate 
of the first spouse to die. This is a major change from prior law and 
could be either beneficial or detr imental to an estate plan. No 
change was made in the taxation of property held joint ly w i t h 
someone other than your spouse. This property cont inues to be 
taxed in the estate of the person w h o furnished the consideration 
for the property. 
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Example 

A married couple owns a $250,000 home purchased years ago for 
a cost of $50,000 (all consideration furnished by the husband). 
The husband dies and one-half of the home's value ($125,000) is 
included in his estate wh ich , because of the new unl imited marital 
deduct ion, owes no tax. Under the old law, if the home had been 
ful ly included in his estate, the wife wou ld receive a $250,000 
basis in the home. Under the new law, her basis wi l l be $150,000. 
As long as the wi fe keeps the home unti l her death, the lower 
basis should not affect her. However, if she sells the home or gives 
it to her beneficiaries w h o eventually sell it, the lower basis could 
result in a signif icant income tax disadvantage. 

Accordingly, if you presently hold a signif icant portion of your 
assets joint ly w i th your spouse, it is important that you have your 
current estate plan reviewed. 
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Farms and Closely He ld Businesses 

The farm or closely held business may be a very valuable asset, 
causing a large amount of estate tax to be due. Often, however, 
there is very litt le cash available for the payment of this tax. The 
estate's assets usually consist of land, crops, and livestock, in the 
case of a farm; or bui ldings, receivables, and inventories, in the 
case of a business; and the owner has usually been unable to 
invest in other assets that wou ld create l iquidity for his estate. 

The 1976 and the 1981 Acts expanded the provisions that pro
vide relief for the owner of the farm or closely held business. The 
purpose of these provisions is to al low a family farm or business to 
be passed down through generations w i thout the necessity of a 
partial sale to pay estate taxes. 

Real Estate . Current law allows real estate used in a farm or 
closely held business to be valued on the basis of its current 
rather than its potential use. However, the benefits of this provi
sion cannot reduce your gross estate by more than an amount 
equal to $700,000 in 1982 and $750,000 in 1983 and years 
thereafter. 

If in 1983 your estate contains real property used in a farming 
operation or closely held business, and its "highest and best use" 
value is $2,500,000, whi le its farming or other current-use value is 
only $1,500,000, it wou ld be valued for estate tax purposes at 
$1,750,000. The law provides compl icated and dif f icul t methods 
of valuing qual i fy ing property on the basis of its current use. 

The benefits of the special valuation may be l imited, since there 
are strict quali f ications for its use: 

1. The value of the farm or closely held business must be at least 
50 percent of your gross estate reduced by mortgages and 
indebtedness on property included in the gross estate. Both real 
and personal property may be counted for this test, even 
though only the real property qualifies for the special valuation. 

2. The value of the real property must be at least 25 percent of 
your gross estate reduced by mortgages and indebtedness on 
property included in the gross estate. The "highest and best 
use" value may be used for both the 50 percent and the 25 per
cent tests. 
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3. The real property must pass to a qualif ied heir. This wou ld 
include your spouse, your chi ldren, and close relatives. 

4. The property must have been used for farming or in a business 
for five years out of a specified eight year period. 

A further restriction on the benefits of the special valuation 
applies if the property is transferred to someone outside the family 
or if it is no longer used for farming or in a business w i th in the 
next ten years. In either event, the benefits of the special valuation 
wi l l have to be paid back. 

Qualif ications for use of the special valuation l imit its availability, 
and its use may not always be advisable. Your property may not 
get a full step-up in basis to its fair market value at date of death if 
that value is higher than the special use valuation. The income tax 
savings of a basis increase may exceed the reduction in estate tax 
generated by the special valuation. 

Ex tended P a y m e n t Per iod. The statute grants further relief to 
the estate w i th a l iquidity problem caused by its ownership of a 
closely held business. This business interest can be in the form of 
a proprietorship, partnership or corporation, and any type of 
operating business or farm may qualify. There are certain require
ments, however, regarding the estate's percentage of ownership 
of the business interest. There are also l imitations on the number 
of stockholders of an incorporated business. 
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The 1981 Act consolidates the two provisions under prior law that 
provided for instal lment payments of estate taxes attr ibutable to 
an interest in a closely held business. The new law provides that if 
the value of a closely held business interest exceeds 35 percent of 
the adjusted gross estate, the estate taxes attr ibutable to that 
interest may be deferred for up to 14 years, w i th the estate making 
an annual interest payment for the first four years and thereafter 
paying the balance in up to ten annual installments of principal 
and interest. A special four percent interest rate on the first 
$1,000,000 of value of the business is applicable under this provi
sion. However, if one-half or more of the business is disposed of, 
the payment schedule wi l l be accelerated. 

Generally, only property determined to be held at death may be 
used to qualify for the extension. Therefore, it is very important 
that you consider the composi t ion of assets that wi l l be held at 
death when formulat ing any lifetime gif t or sale-of-assets 
programs. Gifts of your holdings of farm or other closely held busi
ness interests w i l l reduce the percentage of your estate made up 
of that business. It may be better to give other assets and retain 
the business interests in order to meet the strict percentage 
requirements of the extension provision. 

S t o c k Redempt ion . Current law also provides methods by wh ich 
closely held stock passing f rom a decedent may be redeemed w i th 
capital gain treatment. Wi thou t these provisions, such a redemp
tion might be considered a dividend, thereby resulting in ordinary 
income tax treatment. 

In order to qualify, the closely held stock must exceed 35 percent 
of the adjusted gross estate. Two or more businesses may be com
bined to meet the 35 percent test, but addit ional requirements are 
imposed. It is important to remember that property disposed of 
before death should be carefully selected in order to al low your 
estate to pass the 35 percent test. 

Another requirement is that the stock to be redeemed must be 
inherited by a beneficiary who shares in the taxes and debts of the 
estate. Therefore, most bequests of closely held stock qual i fying 
for the marital deduct ion wi l l not qualify for this redemption provi
sion. Further, the closely held stock that can be redeemed is 
l imited to an amount equal to the estate's taxes and funeral and 
administrative expenses. 
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The general rule is that the stock must be redeemed w i th in 
approximately four years of the decedent's death. However, the 
redemption period may be extended to match the period over 
wh ich the estate qualif ies and elects to pay its taxes (the exten
sion discussed above). If stock is redeemed at a pace faster than 
that of the required estate tax payments, the proceeds may have 
to be used to reduce the outstanding estate tax liability. Therefore, 
the redemption agreement should be carefully drafted to match 
the payout of estate taxes. This wi l l provide both the estate and 
the corporation w i t h max imum cash flow. 

The owner of a farm or closely held business has unique estate 
planning problems. It is especially crit ical to plan the estate 
carefully, not only to avoid l iquidity problems but also to prevent 
control of the business f rom passing into the wrong hands. 
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Genera t ion-Sk ipp ing Trans fers 

Tax planners have often suggested the use of trusts and other 
devices to pass property down through several generations w i t h 
out any estate tax burden. For example, a father at his death 
would pass property to his son in trust; the son wou ld be enti t led 
to receive the income from the trust dur ing his life; and upon his 
death the property wou ld pass under the terms of the trust to the 
grandchildren. The obvious advantage of such a plan was in pro
viding the economic benefit of the property to one generation 
wi thout incurring any transfer tax upon passage to the next 
generation. The son wou ld enjoy the income f rom the property 
w i thout incurring any estate tax upon his death. Of course, plans 
have been formulated to al low avoidance of estate or gift taxes for 
several generations. 
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The Tax Reform Ac t of 1976 imposed a new tax and a new tax 
return requirement on such arrangements. The tax is essentially 
equivalent to the estate tax that would have been payable if the 
property had been passed outr ight from one generation to the 
next. The rules regarding this tax are extremely complex. It should 
be noted that this tax is not l imited to trusts and is imposed on 
other generation-skipping methods (e.g., life estates). 

There is an important exception, however. You may leave up to 
$250,000 per chi ld in such a generation-skipping arrangement 
w i thout having these provisions apply. For example, if you have 
two chi ldren, you are generally al lowed a max imum of $500,000 
in generation-skipping transfers to your grandchi ldren free of this 
tax. Also, outr ight bequests to your grandchi ldren or others are 
not subject to this tax. 

These provisions are generally applicable to generation-skipping 
transfers made after June 11 , 1976. However, there are several 
transitional rules that are extremely important for previously 
established transfer plans. The tax on generation-skipping 
transfers does not apply to trusts that were established and 
irrevocable as of June 11 , 1976. This safe haven is not available, 
however, for addit ional funding of such trusts after June 11 , 
1976. Another exception applies to revocable trusts and wi l ls that 
were in existence on June 11 , 1976, but only if the grantor or 
testator dies before 1983. An addit ional requirement, wh ich is 
especially important in future planning, is that such revocable 
trusts and wil ls may not be amended in any respect so as to result 
in the creation of, or an increase in the amount of, a generation-
skipping transfer. 
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Pending Legis la t ion. As this booklet goes to press, legislation is 
pending in the United States Senate to repeal or substantially 
revise these provisions. The pending legislation for repeal is sup
ported by both the American Institute of Certified Public Accoun
tants and the American Bar Association. 
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C o m m u n i t y Proper ty 

Eight states util ize the communi ty property system of determining 
the interest of a husband and wi fe in property acquired dur ing 
marriage (Arizona, California, Idaho, Louisiana, Nevada, New Mex
ico, Texas and Washington). If you presently live in one of these 
states, or if you have previously lived in one of these states, you 
should be aware that some special rules apply to communi ty pro
perty. Any property you may have acquired whi le l iving in one of 
these eight states is probably communi ty property even today. 

Under the communi ty property system, the general rule is that all 
property acquired dur ing the marriage is communi ty property, 
owned one-half by each spouse. Property received by inheritance 
or g i f t however, and property owned before marriage are separate 
property. Upon death, only the decedent's one-half of communi ty 
property is taxed. Both halves of such property, however, receive a 
step-up in basis for income tax purposes. Thus, communi ty pro
perty enjoys a signif icant advantage over jo int ly held property. 

Under pre-1982 law, property wh ich was or had ever been com
muni ty property generally d id not qualify for the marital deduc
tion. Current law has removed these restrictions, so that both 
communi ty and separate property qualify for the new unl imited 
marital deduct ion. 

If a life insurance policy is communi ty property, only one-half of 
the proceeds is taxable at death. If the beneficiary of the policy is 
someone other than the surviving spouse, however, the survivor 
wi l l be deemed to have made a gi f t of one-half of the proceeds to 
that beneficiary. 

If you and your spouse have lived in several states, one of wh ich 
uses the communi ty property system, it is especially important 
that you be able to characterize your property properly. You 
should try to keep the best possible records regarding the date 
and method of acquisit ion and the source of funds used. 
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C o m p u t a t i o n o f G i f t T a x and Esta te Tax 

Taxable gifts in the current period are combined w i th all previous 
taxable gifts, and the tax is computed on the total. The tax on prior 
gifts (computed using the current rate schedules) is then 
subtracted, leaving the tax due on the current gifts. The unified 
credit, to the extent not previously used, is then applied against 
the tax to determine the amount currently payable. 

The estate tax is computed by combin ing the taxable estate w i th 
taxable gifts made after 1976 and applying the current rate 
schedule to the total. The computed estate tax is then reduced by 
gift taxes paid on the post-1976 gifts and by the unified credit. 

There are two very important points to note here. First, taxable 
gifts that you made before 1977 are taken into account in com
put ing the tax on gifts after 1976. Such gifts are included in the 
cumulat ive total, thereby increasing the marginal tax rate applied 
to gifts after 1976. Pre-1977 gifts are not included, however, in 
comput ing the estate tax. Only taxable gifts after 1976 are 
included in determining the cumulat ive l ifetime and testamentary 
transfers subject to estate tax. 

To illustrate these computat ions, assume that in 1975 you made 
taxable gifts of $250,000. In 1982, you make addit ional taxable 
gifts of $250,000. Upon your death in 1987, your remaining pro
perty is wor th $1,500,000. 
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1. Tax on 1982 gifts: 
1975 gifts $ 250,000 
1982 gifts 250,000 

Cumulative taxable gifts $ 500,000 

Gift tax (new rates) $ 155,800 
Less: 

Tax on prior gifts of $250,000 
(new rates) $ 70,800* 
Unified credit (1982) 62,800 133,600 

Net gif t tax payable $ 22,200 

* Disregard actual tax paid on pre-1977 gifts. 

2. Estate tax: 
Taxable estate $1,500,000 
Taxable gifts after 12 /31 /76 250,000 

Amount subject to tax $1,750,000 

Estate tax (before credits) $ 668,300 
Less: 

Gift tax on post-1976 gifts $ 22,200 
Unified credit (1987) 192,800 215,000 

Net estate tax payable $ 453,300 
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Conclus ion 

Estate planning, as you can see, is an important and highly com
plex procedure. It requires a great deal of thought by the property 
owner as well as by a skilled professional adviser. A certif ied pub
lic accountant is invaluable to your estate planning decisions and 
plan implementat ion and can assist your attorney as he drafts the 
necessary legal documents. 

Estate planning is for everyone. Proper l i fetime planning can 
assure the orderly transfer of the max imum amounts of assets to 
desired beneficiaries w i th the least possible depletion by taxes. It 
is the means by wh ich an estate owner can preserve that for 
wh ich he or she may so long have labored. 

"ESTATE PLANNING 
IS FOR EVERYONE. WE AT 
DELOITTE HASKINS & SELLS 

ARE SKILLED IN ESTATE 
PLANNING AND ARE 

READY AND WILLING 

To SERVE YOU." 
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