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One of the most flexible of all estate planning tools is
the trust. Because of the wide variety of ways it can be
designed, it could help you reach some of your most de-
sired estate goals.

The three main advantages of trusts are their ability
to (1) minimize estate and inheritance taxes, (2) reduce
estate administration expenses, and (3) provide profes-
sional management services for your property.

The latter services can vary from an investment pro-
gram to make the most out of profits not needed in the
farm business, to management of the farm business it-
self after your death until your children are old enough
to take over.

Because information about trusts is just as broad in
scope as the trusts themselves, we will limit our article to
the major types of trusts and the advantages of each.
This should give you enough information to begin an
evaluation of your estate plan goals and an idea of
whether or not a trust could help you reach those goals.
This can be further explored with your local bank trust
officer and your lawyer.

Trust Terminology

What is a trust? The dictionary defines a trust as ‘‘a
fiduciary relationship in which one person (the trustee)
holds the title to property (the trust estate or trust prop-
erty) for the benefit of another (the beneficiary).”” This
is a very simple definition of a very complex legal step.

When creating a trust, the owner of the property,
known as the grantor, settlor, or donor, transfers prop-
erty to a trustee or custodian. The trustee, in turn, man-
ages, controls, and has legal title to the property.

All transactions are governed by the trust agreement.
The resulting income and benefits of the trust are trans-
ferred to the beneficiaries. Final ownership or rights in
the trust property are eventually assigned to the benefi-
ciaries. Time and conditions for this final transfer are
outlined in the trust agreement.

A trustee can be an individual, an institution (such as
a bank’s trust department) or both jointly. No personal
ownership or rights in the trust property are kept by the
trustee. The trustee is required to carry out the exact in-
structions of the trust agreement with ability and dili-
gence, and is legally liable to do so.

The law permits a person creating a trust to write into
it almost any directions, conditions, and restrictions de-
sired. The grantor may leave the trustee little room for
personal decision-making, or may give the trustee sweep-
ing powers, as may be necessary if the trustee will be re-
quired to run a farm business.

Any kind of property can be placed in trust, including
personal property, land contracts, and real estate. Usu-
ally only income-producing property—like a farm—and
property that can be invested by the trustees—stocks,
bonds, and cash—are placed in trust.

Beneficiaries do not hold title to the property while
the trust is in force. They may or may not have posses-
sion of the real property, depending on the terms of the
trust.

A trust can continue for a lifetime, until a child
reaches a specific age, until a spouse remarries, or for
any period of time set by the owner in the trust agree-
ment. The only limit is the rule against perpetuities.
Under this rule a trust cannot last longer than lives ‘‘in
being’’ at the time the trust is created, plus 21 years.

With some of the rules and terminology behind us,
let’s look at the two general types of trusts. These are
lifetime trusts and testamentary trusts. Lifetime trusts
are, in turn, divided into two major kinds—the living or
inter vivos trusts and irrevocable trusts. Each of these
has different requirements and fits into different situa-
tions.

Living Trusts
One of the most commonly used trusts is the living
trust. Its correct legal name is an inter vivos trust, mean-
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ing ‘‘between lives.”” Other commonly used names are
pour-over trust and insurance trust.

The revocable living trust is created by an individual
during a lifetime and it is completely amendable and re-
vocable. An individual can put property in or take it out
whenever it best suits the estate planning needs. Or, the
trust can be cancelled altogether. An advantage of a liv-
ing trust is that property put in the trust before the
grantor’s death does not pass through probate. This will
reduce the costs of probate and estate settlement.

Privacy is another advantage. Because trust property
put in during life doesn’t go through probate, the terms
of the trust and its assets are not a matter of public rec-
ord, as a probated will would be.

Tax advantages are usually one of the major reasons
for creating a trust. This revolves around efforts to min-
imize federal estate taxes and state inheritance taxes as
the estate passes from parents to children.

Also, when a person creates a living trust with a trust
department, there is usually some security investment
done. By its nature, a trust department offers a profes-
sional securities investment service. This appeals to peo-
ple for different reasons. Often there is a person who is
very good at making money in his business, but who
doesn’t have the time or background to personally max-
imize the growth of the savings in other investments.

A person may turn to a living trust in his later years
because of an inability to properly manage the business.
He may wish to retire. Or he and his wife may be doing
a lot of traveling and want someone on the scene to
oversee the management.

Getting Started

Generally, a living trust is created after discussion
with a bank’s trust officer, a CPA, and/or a lawyer.
The lawyer then draws up the trust instrument. If the
grantor does not intend to utilize the trust at that time,
usually a $10 deposit is made to make the trust legal. It
then exists as an inactive trust. It can be activated at any
time by the deposit of property. The grantor of the liv-
ing trust still owns the property in trust and will have to
report income from the trust for tax purposes.

Sometimes a living trust is created mainly to be the
recipient of proceeds from a life insurance policy.
Under these conditions it is known as an insurance trust.
If you tried to provide this cash through your will in the
form of a testamentary trust, you would make your in-
surance payable to ‘‘my estate.”” If you have an inter
vivos trust, however, the insurance would be made pay-
ableto ........ Bank and Trust Company, or whoever
the trustee may be. The big difference is that in Michi-
gan, insurance payable to a named beneficiary isn’t sub-
ject to state inheritance tax, while that paid to ‘‘my

estate’’ is. If payable to the trust, it will also avoid pro-
bate. Federal estate taxes will come out the same either
way.

Irrevocable Trust

The second kind of lifetime trust is an irrevocable
trust. When someone puts property into an irrevocable
trust, he or she has given it away for good. It will not
come back to the grantor.

Generally the reason people create an irrevocable
trust is to do just that—give the property away to get it
out of their estate for tax purposes. Because it is a gift,
the grantor pays gift tax on the property at the time it is
put into the trust, if the amount exceeds gift tax exemp-
tions and exclusions. When the grantor dies, because the
irrevocable trust is no longer under his control or part of
the estate, the contents pass to the beneficiaries with no
further tax due.

For an example of how such a trust would work, a
property owner could transfer property into trust for his
son’s use, with the remainder to go to his grandson
when the son died. The property would not be included
in the estate of either the father or the son and would
pass automatically to the grandson at the son’s death
with no further taxes.

It is important to note that irrevocable trusts cannot
be altered, amended, or revoked once they are in force.
For that reason they must be carefully drawn up to an-
ticipate and make provisions for all possible situations
that may arise.

If you are in a high income bracket and are support-
ing another person, perhaps your mother, or putting
children through college, you may be able to reduce
your income taxes through use of an irrevocable trust.
In your tax bracket, it may take earnings of $4,000 to
provide $2,000 for your mother’s support. However, if
property were transferred into an irrevocable trust that
would generate $4,000 a year in earnings, because of
your mother’s tax bracket probably the whole amount
would be available for her use.

It could work the same way for children in college.
Such a trust cannot, however, be used to discharge legal
obligations to feed, house, and educate dependent chil-
dren through high school.

It is possible with a special type of trust known as a
Clifford trust to have trust funds revert to the grantor at
the end of a 10-year or longer period or at the death of
the beneficiary, whichever comes first. This type of trust
is irrevocable in nature until it is terminated.

Testamentary Trust
The second general kind of trust is the testamentary
trust. It does not exist during the life of the grantor, but




rather is created by his or her will. Then, the trust, rather
than an individual, is the beneficiary of the estate.

A grantor who creates a testamentary trust keeps direct
control over the property during lifetime. Upon death,
the trust comes into being. Property in the testamentary
trust is managed and distributed in accordance with the
directions of the trust agreement.

Because the property goes to the trust after the death of
the owner, it first passes through probate. All related
costs and taxes are paid at that time. Few tax savings are
possible on the estate of the spouse that dies first in this
situation. However, a testamentary trust acts much as a
living trust does in minimizing taxes on the death of the
surviving spouse.

Many of the benefits that exist in a living trust after the
death of the property owner also apply in the case of a
testamentary trust.

This type of trust can be an important method of pro-
viding for management of property for minor children if
both parents should die. It is a way to use property for
the protection of the spouse and family during their life-
time and then pass the unused portion on to the children
at death. It can arrange for management of the property
if the heir lacks the experience, ability, or inclination to
do so—or until the heirs are old enough to assume man-
agement responsibilities. A trust department usually will
not be directly involved in management of an operating
business, but rather will act in a supervisory capacity
over the manager.

Tax Example Without a Trust

The general method used to minimize taxes is similar
in both the living trust and the testamentary trust. The
main target of tax management efforts is the federal
estate tax because it takes the biggest amount out of a
large estate. The secondary target is the Michigan in-
heritance tax or the estate administration costs.

The following example shows the estate transfer
costs—taxes and estate administration costs—for a
$900,000 net estate owned jointly by a husband and wife.
The property could be in life insurances, real estates, per-
sonal property or any combination. Let us assume the
husband dies first and all property is transferred to the
wife. Since the property was owned jointly, there is no
estate transfer cost in passing property to a surviving
spouse.

When the wife dies, however, the transfer costs are
high. Let’s assume the wife lived on the income from the
property without touching the principal and the property
is transferred to two children. If the estate had not ap-
preciated, $900,000 would be subject to federal and state
taxes and estate administration costs. Total transfer

costs would be $155,520 with the 1987 unified credit
under the federal estate tax.

Tax Example With a Living Trust

Now let’s calculate how a living trust would change the
total transfer costs before the property reaches the
children. The same example is used as the above case
except now the jointly held property during lifetime
would be split into two living trusts of equal size or
$450,000 for each of the husband’s and wife’s estate. No
gift tax consequence would result from the unjoining of
the property.

During lifetime, the property could be managed and
operated by the owner the same as if in an individual’s
name. After an individual’s death (assume the husband)
the trust would be activated with trustee management. A
provision could be placed in the will to transfer all
individually owned property the grantor might have
missed into the living trust. The estate transfer taxes at
the husband’s death would be $15,600 assuming the
death occurred after 1986. The husband can arrange the
trust instrument so that his wife will receive the income
from the trust for her lifetime. He can also make provi-
sions for her to invade the principal of the family trust
under certain situations, always at the sole discretion of
the trustee.

Three fairly typical reasons for the principal invasion
that are often built into the family trust are (1) to main-
tain the standard of living that a wife and children en-
joyed when the husband was alive, (2) to meet the needs
of the wife and children in any emergency that arises,
such as replacing the roof on the family home or pro-
viding braces for the teeth of one of the children, and (3)
education of the children.

The wife cannot influence who will receive the family
trust property at her death. This was determined and
outlined by the husband in the original trust. He also set
forth how he wanted the proceeds paid to the children
and at what ages. It is common to break the transfer of
funds to the children down into two or three distributions
spread over a number of years.

At this point, the wife is probably receiving the income
from her trust and from the family trust. When she dies,
the family trust passes on to the children or other
beneficiaries, as provided for by the husband, with no
further taxes due.

If the wife had lived on the earnings of the two trusts
and has not invaded the principal of her trust, her tax-
able estate would be $450,000. After the credits and
deduction, state taxes on her estate would be $15,600
assuming the death occurred after 1986.

How much did the use of trusts add to the estate receiv-
ed by the children? Total taxes paid by the father and
mother in the first example, without the trust, were
$155,520. Total taxes paid by the husband and wife in




the trust example were $31,200. The difference between
the two was $124,320 that went to the couple’s children
instead of the government.

The calculated tax saving would be the same as shown
if the wife would have passed away before the husband,
except the husband would have been limited in the con-
trol of his spouse’s family trust. In order to achieve the
tax savings, the surviving spouse was by-passed with the
property ownership and control. Income rights can still
be diverted to the surviving spouse and limited invasion
of principal at the trustee’s discretion. The surviving
spouse gives up property rights in their property in order
to achieve tax savings for the children.

Costs and Fees

The fees charged by bank trust departments for
handling a trust vary greatly, depending on the size of the
trust and type of services demanded. The size of the trust
department and its location in the state will also in-
fluence fees.

For simple management of a stock and bond portfolio,
trustee fees will generally run between one-half and three
quarters of one percent of the property in the trust,
payable annually—for example $500 on a $100,000 trust.
For extra service, such as business management, extra
fees are charged. The more complex the duties of the
trustee, the higher the fees will be. Most trust depart-
ments have a schedule of current fees for different ser-
vices that you can examine.

Checks and Balances

Trustees are required by state law to operate under the
prudent man rule. That means trustees are not allowed

to invest in anything that a prudent man wouldn’t invest
in. The department is required to keep the money in the
trust working and earning for the beneficiaries or the
trust department is held responsible.

Other checks and balances exist in the form of regular
inspections of trust departments by state and/or federal
bank examiners, bonding of employees working with
trusts, internal audits by the bank staff, and the fact that
trust department funds are always held separate from
those of the related bank. Then there is also the reputa-
tion of the individual or trust department acting as
trustee. This is an important factor in itself and should
be closely scrutinized before a trustee is selected. The size
and expertise of the staff that will be servicing your trust
should also be taken into consideration.

Another important check can be built into the trust
itself. The primary income beneficiary, probably a
spouse, can be given the right to change trustees if not
satisfied with the income generated or with the trust
officers handling the trust. You can continue to protect
the trust if a change takes place by outlining in the trust
instrument certain minimum requirements for a new
trustee.

Careful Planning

First comes the estate plan with its many people-
related goals. Once these have been established, take a
long look at trusts to see if they can help you reach those
goals.

Carefully created, a trust could enable you to accom-
plish desired actions both before and after your death
and for the benefit of your spouse, family and other
beneficiaries.

This publication has been updated from in-
formation originally prepared by the authors
for use in Michigan Farmer magazine.
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