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ow that the federal gift and estate tax

exemption is permanently set at an

inflation-adjusted $5 million ($5.25 mil-
lion in 2013), many people are feeling more
relaxed about the need for estate planning. But
don’t overlook state death taxes. Without planning,
these taxes could generate significant tax bills for
your family.

Planning after ATRA

In early 2013, the American Taxpayer Relief Act
of 2012 (ATRA) made the higher federal exemp-
tion amount permanent (it had been scheduled to
drop to $1 million) and set the top estate and gift
tax rate at 40%. The act also made permanent the
concept of “portability,” which allows a surviving
spouse to take advantage of a deceased spouse’s
unused exemption. This means that married

couples can give or bequeath up to $10.5 million
without exposure to gift or estate taxes.

If your estate is under $5.25 million ($10.5 million
for married couples), and you don’t expect it to
grow beyond that threshold during your lifetime,
there’s less pressure to implement sophisticated
estate planning strategies to minimize or eliminate
federal gift and estate taxes. But be sure to evalu-
ate the potential impact of state death taxes on
your estate. These taxes can be substantial, and in
some states, they apply to every dollar of a bequest.
(In other words, there’s no exemption.)

A state of flux

One challenge in planning for state death taxes
is that they’re in a constant state of flux.
Currently, more than 20 states and the District
of Columbia have an estate tax, an inheritance
tax or, in at least two cases, both. As the names
suggest, estate tax applies to one’s estate

and inheritance tax is imposed on those who
inherit property.

Tax rates and exemption amounts vary from
state to state and may change over time.
Inheritance taxes often kick in with the first
dollar of an inheritance, but some states offer
exemptions for inheritances by certain family
members (such as children, parents or siblings).
In recent years, there’s been a trend toward
softening the blow of state death taxes by
increasing exemption amounts. Still, exemp-
tions in many states are substantially lower than
the federal exemption.

Suppose, for example, that you live in a state that
imposes estate tax at a flat rate of 16% beyond an
allowed $1 million exemption. If you die with

$5 million in assets, your estate will escape federal
estate tax but will be liable for state estate tax of
$640,000 ($5 million less $1 million exemption =
$4 million taxable x 16% tax rate = $640,000).




Planning strategies

To avoid surprising your family with an unex-
pected tax bill, it’s important to include state
death taxes in your estate planning. Here are

some strategies to consider:

Use a credit shelter trust. Traditional estate
planning for married couples typically includes a
credit shelter (or “bypass”) trust to preserve both
spouses’ exemptions and defer estate taxes as long
as possible. With higher exemption amounts and
portability, this strategy is less critical today for
federal tax purposes. But it still offers significant
benefits for estate tax planning in some states.

Here’s how it works, assuming you have a

$5 million estate and live in a state with a $1 mil-
lion exemption: When you die, your estate plan
transfers $1 million to a credit shelter trust, which
is shielded from taxes by your exemption and pro-
vides your spouse with income for life (with the
remainder going to your children). The other

$4 million goes into a marital trust, which escapes
taxation in your estate by virtue of the marital
deduction. When your spouse dies, $3 million

($4 million less the $1 million exemption) will be
subject to state estate taxes, but you will have used
both of your exemptions and deferred state taxes
until the second spouse’s death.

Onmne challenge in planning for
state death taxes is that they’re
in a constant state of flux.

Give it away. Making gifts to your children or
other heirs — either outright or in trust — is

a simple but highly effective strategy. For fed-
eral tax purposes, you can make gifts up to your
unused exemption amount tax-free. You can also
use the annual federal gift tax exclusion to give
up to $14,000 per person tax-free to any number
of recipients. And direct payments of tuition or
medical expenses also escape gift taxes.

SLAT lets you have your
cake and eat it too

Only two states have gift taxes: Connecticut and
Minnesota. Connecticut’s tax kicks in after life-
time gifts reach $2 million, while Minnesota’s
threshold is $1 million. In other states, you can
make unlimited gifts to remove assets from your
estate and minimize or eliminate state death taxes.

If you're not ready to let go of your wealth,
another option is a spousal lifetime access trust

(SLAT). (See “SLAT lets you have your cake

and eat it too” above.)

Relocate. Consider moving to one of the 20+ states
without estate, inheritance or gift taxes (and, in
some cases, without income taxes). Many of these
states also happen to be attractive retirement desti-
nations, so it’s an option worth looking at.

Review state laws

Regardless of your federal tax situation, it’s critical
to consider the impact of state death taxes on your
estate plan. Before you play down the importance
of estate planning, review any estate or inheri-
tance tax laws in the state where you live as well
as any states in which you own property.
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he American Taxpayer Relief Act of 2012

(ATRA) made the estate tax exemption

“portability” feature permanent. This
allows a surviving spouse to take advantage of a
deceased spouse’s unused federal gift and estate
tax exemption. The main advantage of portabil-
ity is simplicity. It lets married couples make the
most of both of their exemptions without the
need for “bypass” trusts or other estate planning
maneuvers.

But there are several disadvantages to relying on
portability. For example, unlike trust-based strat-
egies, portability doesn’t shield future apprecia-

tion and income from estate tax or protect assets
from creditors. Also, portability doesn’t apply

to the generation-skipping transfer (GST) tax
exemption, so, for couples who wish to preserve
the GST tax exemption of the first spouse to die,
a bypass trust is the way to go.

One area where portability may provide an
advantage, however, is in planning for retire-
ment benefits.

No need for estate equalization

Before portability, married couples who wished
to preserve their exemptions and minimize estate
taxes generally needed to “equalize” their estates.
Here’s an example that illustrates why, absent
portability, estate equalization is important:

Rich and Samantha are married with two chil-
dren. They have $10 million in assets, all of
which is Rich’s separate property. Rich’s estate
plan can avoid tax in both spouses’ estates by
transferring the exemption amount (currently
$5.25 million) to a bypass trust for the benefit of
the kids and the $4.75 million balance to a mari-
tal trust (assuming the exemption hasn’t been
reduced when Samantha dies).

If Samantha dies first,
however, there’s no estate
tax, because she owns no
assets. But under the old
rules, when Rich died
later, his estate would
owe $1.9 million in estate
taxes — $4.75 million

% 40% (assuming the
exemption amount and
tax rate haven’t changed).
Samantha’s exemption
would be wasted.

To avoid this result,
preportability estate
planning techniques
would call for Rich to
transfer $5 million to




Samantha to equalize their estates. That way,
regardless of who died first, both of their exemp-
tions would be preserved and estate tax would
be avoided. But what if Rich’s $10 million is in
an IRA? To equalize their estates, Rich would
have to withdraw $5 million from the IRA —
subject to income taxes and, possibly, a 10%
penalty — and transfer the funds to Samantha.
To determine whether this is a good strategy,
they would have to weigh the income tax cost
against the potential estate tax benefits.

Portability eliminates this problem, because
there’s no need to equalize estates. If Samantha
dies first (and her estate files a portability elec-
tion), Rich can combine her unused exemption
with his own to shield his entire $10 million
estate against tax. And if Rich dies first, the
marital deduction allows him to leave his entire
estate to Samantha tax-free without using any
of his exemption. Portability then allows
Samantha to use their combined exemptions

to avoid estate tax.

Maximizing tax deferral

Portability provides another important advan-
tage. Generally, leaving retirement benefits to
your spouse is the most effective way to maximize
their tax-deferral benefits. Why? Because a spouse
can roll those benefits over into his or her own
IRA, name new beneficiaries, and stretch out the
deferral period over many years.

If you leave retirement benefits to a credit shelter
trust, however, the funds will have to be distrib-
uted sooner and some of the benefits of tax defer-
ral will be lost. Portability allows you to leave
retirement benefits to your spouse without wast-
ing any estate tax exemptions.

Weigh your options

If you have significant assets in IRAs or other
retirement plans, ask your advisor whether
relying on portability is a good strategy. He or
she can help you weigh the potential benefits of
portability against those of other strategies.

hen John and Emily’s daughter was

born with a disability that will require

lifelong care, the couple decided to
set up a special needs trust (SNT). Also known
as a supplemental needs trust, an SNT allows you
to enhance a family member’s quality of life with-
out jeopardizing his or her eligibility for govern-
ment benefits, such as Medicaid or Supplemental
Security Income (SSI). Let’s take a closer look at
questions to consider when using an SNT.

Will government benefits
be preserved?

The costs of extended-term care for a family
member with special needs can be enormous
and aren’t always predictable. These costs can
endanger your family’s financial security. An
SNT can preserve your loved one’s access to
government benefits that cover health care and
other basic needs.
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Medicaid and SSI pay for basic medical care,
food, clothing and shelter. To qualify for
these benefits, however, a person’s resources

must be limited to no more than $2,000 in
“countable assets.”

Generally, every asset is countable with just a few
exceptions. The exceptions include a principal
residence, regardless of value. (But if the recipi-
ent is in a nursing home or similar facility, he or
she must intend — and be expected — to return
to the home.) They also include a car; a small
amount of life insurance; burial plots or prepaid
burial contracts; furniture, clothing, jewelry and
certain other personal belongings.

An SNT is an irrevocable

trust designed to supplement,
rather than replace,
government assistance.

An SNT is an irrevocable trust designed to
supplement, rather than replace, government
assistance. To preserve eligibility for government
benefits, the beneficiary can’t have access to the
funds, and the trust must be prohibited from pro-
viding for the beneficiary’s “support.” That means

it can’t be used to pay for medical care, food,
clothing, shelter or anything else covered by
Medicaid or SSI, such as the basic medical care
provided by those programs.

Are supplemental
expenses covered?

With those limitations in mind, an SNT can

be used to pay for virtually anything government
benefits don’t cover, such as unreimbursed
medical expenses, education and training,
transportation (including wheelchair-accessible
vehicles), insurance, computers, and modifica-
tions to the beneficiary’s home. It can also pay
for “quality-of-life” needs, such as travel, enter-
tainment, recreation and hobbies.

Keep in mind that the trust must not pay any
money directly to the beneficiary. Rather, the
funds should be distributed directly — on behalf
of the beneficiary — to the third parties that
provide goods and services to him or her.

Should an SNT include
spendthrift language?

Like many trusts, most SNTs contain spendthrift
language to protect the trust assets against
creditors’ claims. Also, in some states, it may
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be necessary to include specific language provid-
ing that the trust is an SNT, that the funds are
intended for only nonsupport purposes and that
your intention is to preserve the beneficiary’s eli-
gibility for government benefits. In other states,
simply designing the trust as a discretionary trust
may be sufficient, but it can’t hurt to include SNT
spendthrift language just to be safe.

Estate Planning Pitfall

Planning your estate around specific
assets is risky and, in most cases, should
be avoided. If you leave specific assets —
such as homes, cars or stock — to spe-
cific people, you may inadvertently
disinherit them. Here’s an example that
illustrates the problem:

George has three children — Michael,
Lindsay and Kyle — and wishes to treat
them equally in his estate plan. In his
will, he leaves a $500,000 mutual fund
to Michael and his $500,000 home to
Lindsay. He also names Kyle as benefi-
ciary of a $500,000 life insurance policy.

By the time George dies, the mutual
fund balance has grown to $750,000.
In addition, George has sold the home
for $750,000, invested the proceeds

in the mutual fund and allowed the

Communicate your plans

After John and Emily created an SNT, their estate
planning advisor stressed the importance of notifying
family and friends of the trust. Why? Because well-
meaning loved ones might inadvertently undermine
the strategy by making gifts or bequests directly to
John and Emily’s daughter. The couple let loved ones
know in advance that the best way for them to help
the child is to make gifts or bequests to the SNT. 1

life insurance policy to lapse. He didn’t revise or revoke his will. The result? Michael
receives the mutual fund, with a balance of $1.5 million, and Lindsay and Kyle are

disinherited.

To avoid this outcome, it's generally preferable to divide your estate based on dollar
values or percentages rather than specific assets. George, for example, could have
placed the mutual fund, home and insurance policy in a trust and divided the value of
the trust equally between his three children.

If it's important to you that specific assets go to specific heirs — for example, because
you want your oldest child to receive the family home or you want your family busi-
ness to go to a child who works for the company — there are planning techniques you
can use to avoid undesired consequences. For example, your trust might provide for
your assets to be divided equally but also provide for your children to receive specific
assets at fair market value as part of their shares.

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other professional advice or

opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2013 IEPyel3
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work on any matters that cross the borders into other states.

DAVIDT. RIEDEL

Estate Planning Practice Group Chair
driedel@apslaw.com

e Author, Wills, Trusts and Gifts

e Chairman, R.I. Bar Association’s Committee

on Probate and Trust since 1983

e Past President, Estate Planning Council of
Rhode Island

e Named to The Best Lawyers in America since1991, Super
Lawyer (R.1.), Martindale Hubbell AV rated

E. HANS LUNDSTEN

Tax Practice Group Chair

hlundsten @apslaw.com

e Chair, R.I. Bar Association Lawyer-Accountant Liaison
Committee

e Frequent lecturer and author of numerous articles on
Rhode Island tax law

e Named to Chambers USA America’s Leading Business
Lawyers, The Best Lawyers in America in Tax Law
and Corporate Law, Super Lawyer (R.1.), Martindale
Hubbell AV rated

JOSEPH R. MARION, 1l

Estate Planning Practice Group

jmarion @apslaw.com

e  Member, R.I. Bar Committee on Probate and Trusts
since 1999

e Member, Rhode Island Estate Planning Council

e Recently named as a Five Star Wealth Manager by Rhode
Island Monthly and Rhode Island Business Quarterly

e Frequent Lecturer for The R.I. Bar Association and
National Business Institute

e Admitted in R.I., MA and U.S. Tax Court

CHRISTINA M. SCOLA
Estate Planning Practice Group
cscola@apslaw.com

e Associate, Estate Planning Practice Group

e  Member, Estate Planning Council of Rhode Island

e  Member, R.I. Bar Association’s Committee on Probate
and Trust

APO'S offers a full
range of estate planning
services, including:

Wills, powers of attorney, and
healthcare directives

Creation and administration

of trusts

Charitable giving

\Wealth preservation and asset
protection

Elder and special needs planning

¢ QOrganization of private foundations

Structuring succession planning or
buy-out arrangements for closely-
held businesses

Gift and estate tax planning

® |nsurance evaluation and planning

Litigation to protect or challenge an
existing estate plan

Planning for philanthropy transfer
State residence planning

Our firm’s capabilities include:
Administrative Law
Banking & Commercial Finance

Creditor’s Rights: Insolvency,
Workout & Bankruptcy

Corporate and Commercial Law
Divorce, Family Law & Juvenile Justice
Employment Law
Environmental Law

Financial & Estate Planning
Government Relations

Health Care

Hospitality

Insurance

Litigation

Mergers & Acquisitions
Products Liability & Toxic Torts
Public Finance

Real Estate

Securities

Sports Law

Technology

Venture Capital.

We welcome the opportunity to discuss your legal needs.
Please call us at 401.274.7200.



