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Trust Uses in Estate Planning

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 desired
estate goals.

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

The latter services can vary
from an investment program to
make the most out of profits not
needed in a business, to manage-
ment of the property itself 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, this article is
limited to the major types of trusts
and the advantages of each. This
should give you enough informa-
tion 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.

Trusts — What the

terms mean

What is a trust? A trust can be
defined as a confidential, trusting
relationship where one person (the
trustee) holds the title to property
(the trust estate or trust property)

for the benefit of another (the bene-
ficiary). This is a very simple defini-
tion of a very complex legal step.

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

All transactions are governed
by the trust agreement. The result-
ing income and benefits of the trust
are transferred to the beneficiaries.
Final ownership or rights in the trust
property are eventually assigned to
the beneficiaries. Time and condi-
tions for this final transfer are out-
lined 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 instructions of
the trust agreement with ability
and diligence, and is legally liable
to do so.

The law permits a person creat-
ing a trust to write into it almost
any directions, conditions, and re-
strictions desired. The grantor may
leave the trustee little room for per-
sonal decision making, or may give
the trustee sweeping powers, as may
be necessary if the trustee will be
required to run a farm business.

Any kind of property can be
placed in trust, including personal
property, land contracts, and real
estate. Usually only income-pro-

ducing 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
possession of the real property, de-
pending on the terms of the trust.

A trust can continue for a
lifetime, until a child reaches a spe-
cific age, until a spouse remarries,
or for any period of time set by the
owner in the trust agreement. The
only limit is the rule against per-
petuities. Under this rule a trust
cannot last longer than lives "in
being” at the time the trust is
created, plus 21 years.

There are two general types of
trusts: lifetime trusts and testamen-
tary trusts. Lifetime trusts are, in
turn, divided into two major kinds
— the living or inter vivos trust and
irrevocable trusts. Each of these has
different requirements and fits into
different situations.

Living Trust

One of the most commonly
used ftrusts is the living trust. Its
correct legal name is an inter vivos
trust, meaning “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 amend-
able and revocable. 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 living trust is that property put
in the trust before the grantor's
death does not pass through pro-
bate. This reduces the costs of pro-
bate and estate settlement.

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

Tax advantages are usually one
of the major reasons for creating a
trust. This revolves around efforts to
minimize 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 in-
vestment done. By its nature, a trust
department offers a professional
securities investment service. This
appeals to people 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 per-
sonally maximize the growth of the
savings in other investments.

A person may turn to a living
trust in his/her later years because of
an inability to properly manage the
business, or a wish to retire. Or a
couple may be doing a lot of travel-
ing 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 $S10 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 living
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 testamen-
tary trust, you would make your in-
surance payable to "my estate” If
you have an inter vivos trust, how-
ever, the insurance would be made
payable to Bank and Trust
Company, or whoever the trustee
may be. The big difference is that in
Michigan, insurance payable to a
named beneficiary isn't subject to
state inheritance tax, while that
paid to "my estate” is. If payable to
the trust, it will also avoid probate.
Federal estate taxes will come out
the same either way.

Irrevocable Trust
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someone puts property into an irre-
vocable trust, he or she has given it
away for good. It will not come back
to the grantor.
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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 irrevoca-
ble trust is no longer under his/her
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 in-
cluded 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 if the transfer is less than the
exemptions for a generation skip-
ping trust.

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

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 bene-

ficiary of the estate.

A grantor who creates a tes-
tamentary trust keeps direct control
over the property during his or her
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 re-
lated costs and taxes are paid at
that time. Few tax savings are possi-
ble 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 im-
portant method of providing 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 lifetime and then pass
the unused portion on to the chil-
dren 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
management  responsibilities. A
trust department usually will not be
directly involved in management of
an operating business, but will act in
a supervisory role over the manager.

Tax Example

Without a Trust

The general method used to
minimize taxes is similar in both
the living trust and the testamen-
tary trust. The main target of tax
management 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 estate administra-
tion costs.

The following example shows
the federal estate and state inheri-
tance taxes for a $900,000 net estate
owned jointly by a husband and
wife. The property could be in life
insurance, real estate, personal
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 surviv-
ing spouse.

When the wife dies, however,
the transfer costs are high. Let's as-
sume the wife lived on the income
from the property without touching
the principal and the property is
transferred to two children. If the es-
tate had not appreciated, $900,000
would be subject to federal and
state taxes. Total transfer costs
would be approximately $130,400.




Tax Example With

a Living Trust

Now let’s calculate how a living
trust would change the total trans-
fer 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 conse-
quence would result from the un-
joining of the property.

During lifetime, the property
could be managed and operated by
the owner the same as if in an indi-
vidual'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 trans-
fer all individually owned property
the grantor might have missed into
the living trust. The estate transfer
taxes at the husband’s death would
be $14,000. 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
provisions for her to invade the prin-
cipal of the family trust under certain
situations, always at the sole discre-
tion of the trustee.

Three fairly typical reasons for
the principal invasion that are often
built into the family trust are (1) to
maintain the standard of living that
a wife and children enjoyed 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 providing 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 com-
mon 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 prob-
ably 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 taxable estate would be
$450,000. After the credits and de-
duction, state taxes on her estate
would be $14,000.

How much did the use of trusts
add to the estate received by the
children? Total taxes paid by the
father and mother in the first exam-
ple, without the trust, were $130,400.
Total taxes paid by the husband
and wife in the trust example were
$28,000. The difference between the
two was $102,400 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 surviv-
ing 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 de-
manded.

For simple management of a
stock and bond portfolio, trustee
fees generally run between one-half
and three quarters of one percent of
the property in the trust, payable
annually — for example $500 on a
S100,000 trust. For extra service,
such as business management,
extra fees are charged. The more
complex the duties of the trustee,
the higher the fees. Most trust de-
partments have a schedule of cur-
rent fees that you can examine for
different services.




Checks and Balances

Is a Trust Needed?

Trustees are required by state
law to operate under the prudent
management rule. That means
trustees are not allowed to invest in
anything that a prudent manager
wouldn't invest in. The department
is required to keep the money in the
trust working and earning for the
beneficiaries or the trust depart-
ment is held responsible.

Other checks and balances
exist in the form of regular inspec-
tions 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 depart-
ment funds are always held sepa-
rate from those of the related bank.
Then there is also the reputation of
the individual or trust department
acting as trustee. This is an impor-
tant factor in itself and should be
closely scrutinized before selecting
a trustee. The size and expertise of
the staff that will be servicing the
trust should also be taken into con-
sideration.

Another important check can
be built into the trust itself. The pri-
mary 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. The
grantor can continue to protect the
trust if a change takes place by out-
lining in the trust instrument cer-
tain minimum requirements for a
new trustee.

Trusts may provide unique tax
and management benefits to the
settlor and beneficiaries. More
often than not, trusts are set up not
so much for the settlor's own direct
benefit, but for the benefit of others
such as a spouse, children, parents,
or grandchildren. Trusts may be a
virtual necessity to hold property
for minors and elderly persons who
are unable to take care of their fi-
nancial needs and achieve estate
tax savings.

In other situations, however, a
trust may not be an appropriate so-
lution in accomplishing estate
planning goals. Trust assets some-
times may be held for too long a
period to serve a beneficiary or may
never be turned over to an heir.
Small trusts can become adminis-
trative nuisances and be costly.
Trusts that made sense for bene-
ficiaries when they were young may
be continued unnecessarily. The ad-
vantages and disadvantages of a
particular  trust need to be
evaluated based on the estate
owner’'s family and financial situa-
tion and objectives.

With the recent changes in the
federal estate tax exemptions and
deductions, most estate owners do
not have a federal estate tax prob-
lem and do not need a trust to save
taxes. Even if the estate owner
needs freedom from property man-
agement or tax savings, the bene-
ficiaries may not analyze the finan-
cial burden of estate transfer costs

in the same way as the settlor. A
parent’'s creation of a trust may
leave an adult beneficiary with feel-
ings of personal inadequacy or re-
jection, stemming from a perceived
lack of respect for his or her finan-
cial ability or responsibility.

Trusts that last too long into
the beneficiary’s adulthood may
stunt his or her financial skills or
business potentials. The trust may
be too restrictive and inflexible to
meet the changing needs of the
beneficiaries. A suitable trustee
may not be available in the local
community who knows the business
or family situation well enough to
manage the assets and deal with the
beneficiaries. Outright disposition
of property may be preferable.

Careful Planning

First, come up with an estate
plan with its many pecple-related
goals. Once these have been estab-
lished, take a long look at trusts to
see if they can help you reach those
goals.

Carefully created, a trust could
enable you to accomplish desired
actions both before and after your
death for the benefit of your spouse,
family and other beneficiaries.
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Other Available Publications

There are many other publications about estate planning that are available
from your Cooperative Extension Service. Some of these are listed below.

Record of Important Family Papers, 8 pp .. ... . ... ... ... .. ... Price 0.50*
Federal Estate & Gift Taxes, 8 PP . .. ..ottt Price 0.50
Life Insurance Uses in Farm Estate Planning, 4 pp . ....................... Price 0.20*
Michigan Inheritance Tax, 4 PP . ... ... Price 0.25*
Estate Planning Tools for Farm Corporation Owners . .......... Price 0.65, for sale only.
Insurance for Your Family, 6 pp. . ... ... ... ... Price 0.25*
Wills, Probate & Estate Planning, 16 pp..................... Price $1.00, for sale only.

*Single copies free to Michigan residents.
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