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Where there’s a will, 
there’s a way!

How can you provide a financially sound future for your loved 
ones while avoiding estate planning or even making a will? Are 
you unsure about how to effectively plan for the disposition of 

your assets?
Estate planning is essential—no matter how much money or 

property you intend to leave to your heirs. In this handy Q&A guide, 
you’ll find answers to all your questions about taxes, gifts, wills, will 
substitutes, and much more, including:

•	 What is a community property state?

•	 What are the disadvantages of intestacy?

•	 What is the fair market value of an estate?

•	 What is the generation-skipping transfer tax?

With this book at your side, you can use the estate and tax laws and 
options to make sure you’ve made the best allotment of your property. 
And when you’ve done that, you can face the future with confidence, 
knowing your heirs and family are provided for.
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Introduction

Estate planning involves understanding tax law and being able to 
manipulate financial equations to figure out how to give away all 
you’ve built and accumulated while you are here and after you are 
gone. You’ll find that estate planning has a language of its own, and 
it’s filled with words you’ve probably never used before or never 
used in the way they’re used here.

I can’t promise you that you’ll be able to plan your estate after 
reading this book, but you will have a good idea of key issues to 
discuss with your accountant and attorney as you put together your 
estate plan. You won’t feel so lost when your attorney tries to deter-
mine whether you want a Power of Attorney Trust or a QTIP Trust 
and whether you want to use a Crummey Trust or a bypass trust to 
help fund your grandchildren’s education.

You probably don’t care, as long as your goals are met, but it 
helps to understand the basics. In this book I start with the essen-
tials of estate planning, talk about the advantages and disadvantages 
of probate, convince you why it is important to have a will and not 
die intestate, talk about will substitutes, delve deeply into gift and 
estate taxes, and discuss types of property transfers that may be 
necessary to divide your assets.

I also explore how life insurance can help you pay those estate 
taxes and how you can minimize the amount of taxes your estate 
will have to pay. 

Estate taxes are a moving target, thanks to the ridiculous law 
that Congress passed called the Economic Growth and Tax Relief 
Reconciliation Act of 2001. To keep the cost of that law under 
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limits specified by President George W. Bush, the Congress played 
a dangerous game with estate taxes. The amount of wealth you can 
exempt from gift and estate taxes gradually goes up until 2010. If 
you die in 2010, your beneficiaries won’t have to pay any taxes on 
your estate. But that is only for one year. Then the old estate tax law 
comes back into play.

So what do these shenanigans mean to your pocketbook? In 
2007 and 2008, the first $2 million of an estate is excluded from 
taxes. In 2009, the exclusion amount increases to $3.5 million. Then 
in 2010, no estate taxes are due. In 2011, if Congress doesn’t act fast, 
estate taxes will be due on any estate worth more than $1 million. 

In addition to worrying about estate taxes and how to mini-
mize them, think about what happens if you become incompetent 
during your lifetime. It’s not a pleasant thought, but it’s better to 
plan for it, just in case. 

Finally, I present special types of estate planning in which you 
leave something to someone you lived with but to whom you were 
not married. People who are not married can’t take advantage of 
many of the laws that married people use to avoid estate and gift 
taxes.

All of this is critical to help you decide how your assets will be 
divided after you’re gone or maybe while you are still here. The only 
alternative is to let the government do it for you, something most 
people don’t want to happen. 
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C h a p t e r  1
The Basics of  
Estate Planning 

Before getting into the nitty-gritty of estate planning, I want to 
introduce you to the key terms and concepts you need to under-
stand. This chapter reviews the overall goals of estate planning, who 
needs to do it, and why.

Question 1. What is estate planning?

Estate planning is the process of determining what you want to 
happen to your estate, which includes all the rights, titles, and inter-
ests that you have in the property you own. When preparing a plan, 
consider the accumulation of that property, how you want to con-
serve its value, and finally how you want to distribute your estate 
after your death. Throughout this process, consider the best ways to 
effectively and efficiently accomplish these tasks, keeping both tax 
and non-tax objectives in mind.

Estate planning and financial planning have many of the same 
concerns, including income-tax planning, investment planning, 
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insurance planning, and retirement planning. There are three main 
objectives of estate planning:

	1.	 Preserve the wealth that has been passed down through pre-
vious generations.

	2.	 Use the wealth as desired during your lifetime.
	3.	 Pass on to your heirs the greatest possible amount of that 

wealth in the appropriate form after your death.

There are several key words that are unique to estate planning. 
I will present them in greater detail later, but I want to introduce 
them here. 

Probate is the process of proving who is entitled to get the 
property if the person who died did not make that clear 
before his or her death. 
Testator (male) and testatrix (female) refer to people who 
leave a valid will upon their death.
Intestacy is what an estate is called if there is no will. Par-
tial intestacy means the will did not effectively dispose of 
all the assets.

Three types of property classifications are generally used in 
estate planning:

Real property includes land and any permanent improve-
ments on that land.
Tangible personal property includes property other than real 
estate that has a value because of its physical existence. This 
includes such things as cars, furniture, and collectibles.
Intangible personal property includes property that you 
can’t touch but that has a value because of the legal rights 
you hold. This can include a stock certificate or an install-
ment note but can also include copyrights, patents, and 
other intellectual property rights.

■

■

■

■

■

■
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Question 2. Who needs estate planning?

Just about everyone. Even though you may not be wealthy, some 
degree of planning will probably be necessary. 

Here are a few examples: 

People with minor children. You need to specify who will care 
for the children upon the death of their parents and how you 
will provide for that care financially. You normally make these 
provisions in your will.

People who own assets in multiple states. Estate planning will 
avoid what is called ancillary probate, in which an additional 
probate process must be completed in a state different than 
the one in which you resided because you owned real estate in 
that second state. Ancillary probate can be very costly and can 
reduce the value of your estate.

People who own a small business. You must determine what 
should be done with your interest in that business—whether 
it is to be passed on to your heirs or sold. If it is to be sold, you 
must be certain that your interest in the estate will be market-
able at the time of your death.

People who will have to pay estate taxes. If your estate is large 
enough that taxes will need to be paid upon your death, you 
must plan for that payment. You want to be sure you have 
enough liquid assets to avoid the forced sale of estate assets. 
Often this is done with life-insurance planning.

People who want to determine how their assets will be divided 
among their heirs. If you don’t specify how you want to divide 
your assets, the state will do so as part of probate. 

People in high-liability occupations. If you’re in an occupation 
that has a high risk of being sued or facing claims from credi-
tors, estate planning will help protect your assets. Doctors are 
a prime candidate for this type of planning.
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People whose spouses are not U.S. citizens. You will need to 
provide for your spouse’s death. The marital deduction is not 
available in most cases for a spouse who is not a U.S. citizen. 

People who think they may become disabled. You need to appoint 
a surrogate decision maker as part of your estate planning. 
Your surrogate will be able to make medical and financial deci-
sions for you. You may also need to plan for possible Medicaid 
eligibility as part of your estate-planning process.

Question 3. What are the financial goals of estate 
planning?

There are two areas of financial goals: non-tax financial goals and 
tax-related financial goals. Here, I’ll focus on the non-tax goals, 
which will involve issues such as preserving your business’s value, 
maximizing your estate’s financial flexibility, maximizing benefits 
to your surviving spouse, minimizing non-tax transfer costs, and 
maintaining adequate liquidity. Your tax-related financial goals will 
focus on how to minimize your estate’s tax bite, including:

Preserving your business’s value. Without proper planning, 
the value of your business could plummet at your death. 
Maintain the value by using buy-sell agreements among 
the owners that lay out the distribution of the business 
upon one of the owner’s deaths. Usually these agreements 
are funded with life insurance policies.
Maximizing your estate’s flexibility. The key to keeping an 
estate’s flexibility is to make it as easy as possible for your 
heirs to access your liquid assets after your death by using 
certain types of trusts (see Chapter 11), POD (payable on 
death) designations for bank accounts, and TOD (transfer 
on death) designations for brokerage accounts.
Maximizing benefits for surviving spouse. The best way to be 
sure your spouse won’t be socked with a lot of taxes upon 
your death is to place the spouse’s estate in a trust that gives 

■

■

■
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the surviving spouse access to both the income and prin-
cipal of the trust. Minimizing non-tax transfer costs. Ways 
of paying as little in fees and costs as possible in your estate 
planning include will substitutes, such as taking a title to 
property with joint tenancy with right of survivorship. This 
will allow you to avoid the costs of setting up a trust.
Maintaining adequate liquidity. You must plan for enough 
cash and cash-equivalents as part of your estate to cover all 
the immediate non-tax and tax costs of settling the estate. 
Cash equivalents can include money market accounts, 
IRAs, and other investments that can be easily converted 
to cash. Cash needs after your death are most commonly 
met with life insurance policies when you put together your 
estate plan.

Question 4. What are the non-financial goals of estate 
planning?

The non-financial goals focus on several issues: meeting the 
needs of dependents, properly distributing assets, and control-
ling your assets after your death. When considering the needs of 
dependents, the amount of planning will depend on the degree of  
support the dependent will need. For example, a minor child who 
can be expected to attain full capabilities when she or he attains 
adult age will need less planning than a disabled child who will 
need planning for the basics of life. You will need to specify who 
will be responsible for a disabled child’s clothing, food, and med-
ical care.

Proper distribution of assets involves more than just deciding 
who gets what. You also must decide the most efficient way to 
transfer the assets, so the transfer can be done as quickly and orderly 
as possible. 

Another key non-financial goal is control. With a properly 
drawn will, you can be certain your assets will go to the people you 
intend to get them.

■
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Question 5. What are the tax goals of estate planning?

These goals will depend on the type of tax involved. Tax goals are 
grouped into two pots: one for income taxes and the second for 
transfer taxes, which include gift, estate, and generation-skipping 
taxes. Tax goals related to income tax involve minimizing taxes 
through shifting the receipt of income, shifting the taxation of 
income, and deferring the recognition of income and gain. Tax goals 
related to the various transfer taxes involve freezing or reducing the 
value of assets subject to tax; using exclusions, exemptions, deduc-
tions, and credits; and delaying the payment of taxes. Chapters 6 to 
10 focus on these tax questions.
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C h a p t e r  2
Taking Time for 
Probate

After your death, any property you own needs to be distributed 
appropriately. Even if you have left a will, your personal representa-
tive will need to complete a process called probate before disposing 
of your assets. This chapter reviews the basics of probate and the 
statures that impact the disposition of your assets after death.

Question 6. What is probate?

You’ve probably heard the most difficult process after a person’s 
death is probate. Probate is derived from a Latin word that means 
“to prove.” In probate, you must go before a judge to prove that the 
will is valid. You must be able to prove several key things:

The document you present is the will the person intended 
to be presented as his last will and testament.
The person whose will you are presenting is dead.
The will you are presenting has not been revoked.

■

■

■
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The will was properly executed and was valid in the state in 
which it was executed.

Each state has its own laws about probate, but in most cases 
you can prove these things using an affidavit by the person appointed 
in the will as the deceased person’s personal representative. That 
representative is called an executor, if male, or executrix, if female.

If the person died without a will or with a will found to be 
invalid or incomplete, some additional issues must be investigated 
and established during probate in most states:

Was the deceased married and survived by his or her 
spouse?
Was the deceased survived by lineal descendants (which 
include children, grandchildren, great-grandchildren, and 
stepchildren)?
Were the children also the lineal descendants of the sur-
viving spouse?
Does the deceased have lineal descendants who are not the 
lineal descendants of the surviving spouse?

Question 7. What property interests are affected by 
probate?

Whether probate after your death will affect property you own 
depends upon how you took title to that property. If you took title 
in the form of “joint tenancy with right of survivorship” or “tenancy 
by the entirety,” you’ve probably designated who the owner of the 
property should be upon your death, and the property will need to 
go through probate.

If you took title to the property in the form of “sole” owner, 
“tenancy in common,” or “traditional community property,” you 
will need to designate in your will who should get the property 
because it becomes part of your probate estate, and it will need to 
go through the probate process.

■

■

■

■

■
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Question 8. What are the objectives and process of 
probate?

After a person dies, his assets are distributed in a process called 
probate. There are three objectives of the probate process:

	1.	 To distribute the property according to the provisions of the 
will

	2.	 To pay the legitimate claims of creditors
	3. 	 To collect taxes on the estate

The process is controlled by a probate judge, whose job is 
to make sure the three objectives are met. First, the assets of the 
estate must be pulled together and secured. Then an inventory of 
the assets is filed with the judge. Creditors must be notified by mail, 
and a notice must be published in an appropriate public place, such 
as a newspaper where probate notices are generally published. Any 
valid debts, expenses, and taxes must be paid before the probate 
assets can be distributed to the heirs. Once all is done to the satis-
faction of the judge, the assets can be distributed.

Each of these steps must be done within time frames set by 
the court. That ensures the person who has been appointed as a per-
sonal representative of the decedent cannot drag her feet and delay 
the process indefinitely. Also the judge makes sure the property 
is being disposed of in a trustworthy manner and that the proper 
records are kept of how the money is used (to pay creditors or taxes) 
and distributed.

Question 9. Who is a personal representative, and what 
are his or her duties?

When drafting your will, you must designate a personal repre-
sentative who will carry out your wishes after your death. In most 
states, this personal representative is called an executor (if male) or 
executrix (if female). If you die without a will, the state will appoint 
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a personal representative, who can be called an administrator (if 
male) or an administratix (if female).

If you have appointed a personal representative in your will, 
the probate court will likely honor your wishes unless it finds a 
good reason to deny them, such as the court finds your personal 
representative to be untrustworthy. If you did not appoint a per-
sonal representative, or if you die without a will, then the state 
appoints a personal representative for you based on state statutes. 
State statues specify a priority list of people who can be appointed 
as personal representatives. First priority goes to a surviving spouse, 
then adult children of the deceased, and so on. If the state can’t find 
an appropriate relative, an attorney or bank will be appointed to 
handle probate.

The key duties of the personal representative include:

Collect money in bank accounts titled solely in the dece-
dent’s name
Notify all financial institutions that any communications 
about the decedent’s assets should be sent to the personal 
representative
Collect any money due to the decedent, such as rents, pay-
ments, salary or wages, or life insurance policies.
Pay any money due to valid creditors of the deceased
Pay all taxes due
Manage estate assets during the probate process
Distribute any estate assets left after the payment of all 
valid creditors and all taxes

Question 10. What is a will?

The primary purpose of a will is to make provisions for how you 
want to dispose of any property after your death. There are several 
different types of wills:

Simple (or single) will. This type of will involves a single 
document with provisions executed by a single maker.

■

■

■

■

■

■
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Joint will. This type of will involves a single document with 
provisions executed by more than one party. It is most com-
monly used by a husband and wife.
Mutual wills. This type of will involves single or multiple 
documents executed by two or more parties. The parties 
contract with each other to leave their property in a speci-
fied manner. 
Reciprocal wills. This is a type of mutual will in which 
each party names the other as the recipient of his or her 
property.

While there are several different types of wills, financial 
planners exclusively recommend the use of simple wills. All other 
types of wills can make it impossible for a surviving party to make 
changes in her or his estate planning after the death of a party to 
the will.

Question 11. What is a community property state?

A community property state gives your spouse an undivided half-
interest in all your property, both real estate and personal prop-
erty acquired during the marriage. The only exception is property 
acquired by gift or bequest. This interest is given even if the spouse’s 
name is not on the title to the property. The surviving spouse, if not 
on the title, must assert his or her rights during probate process. 
States with community property laws include Arizona, Idaho, Lou-
isiana, Nevada, New Mexico, Texas, Washington, and Wisconsin.

Question 12. What is a common law state?

In common law states, any property acquired by a married person 
during marriage is the property of that person separately, unless the 
person agrees with his or her spouse to hold the property jointly. In 
common law states, a surviving spouse is given a certain percentage 
of the property by statute. The common law states may set a flat 

■

■

■
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percentage without regard to the length of the marriage or may set 
a percentage based on the length of the marriage. In either case, 
the statues usually declare that a maximum percentage is usually 50 
percent of the assets belonging to the deceased spouse can go to his 
or her survivor. If your state is not listed in Question 11, you live in 
a common law state.

Question 13. How do laws differ between a community 
property state and a common law state?

When it comes to estate planning and the distribution of assets, the 
primary difference between the common law and community prop-
erty states involves the ownership of property and the proportion 
of that property that must be distributed to the surviving spouse. 
In a community property state, a spouse has an undivided right to 
half of the deceased spouse’s property even if the property is not 
titled in the surviving spouse’s name but is instead titled to a third 
party outside the marriage. During probate, the surviving spouse 
can assert ownership of the property for which she was not on the 
title. In a common law state, the surviving spouse’s portion of own-
ership is a percentage of the deceased spouse’s assets, which can be 
determined by the court based on the length of the marriage.

Question 14. What happens if a child is omitted from 
the will?

In most states a child who has been omitted from the will can claim 
a share of the property provided:

There is no evidence that the omission was intentional.
The will leaves an amount to the surviving parent that is 
sufficient to provide for the child.
The decedent made other provisions for the omitted child 
outside the will. (Thus, if the child was being taken care 
of—say, through a trust outside the will—and was omitted 

■
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from the remaining estate included in the will, he could 
claim a share of that remaining property. That fact that 
something was left to the child helps prove he was not 
intentionally omitted.) 

If you draft a will and want to avoid omitting a child who was 
not yet born at the time you executed your will, include a clause that 
includes children born at the time of the will as well as any born 
afterward. If you want to disinherit a child, state that clearly in the 
will or your child could file claim for part of your property.

Question 15. What rights do adopted or illegitimate chil-
dren have to an estate?

They have the same inheritance rights as naturally born children 
in most states. An adopted child does not have the right to inherit 
from his or her birth parents because the birth parent’s rights were 
terminated when the adoption was allowed.

You are not obligated to leave any property to an adopted or 
illegitimate child, but if you want to be certain that child does not 
receive any property after your death, you must state that in your 
will.

Question 16. What are abatement statutes?

If someone is left out of a will and successfully makes a claim during 
probate, then the court must decide how to split up the assets to 
provide for the omitted person, whether it’s a child or spouse. To 
avoid holding court hearings each time this situation occurs, states 
have enacted abatement statutes, which specify the order in which 
the amount of property to go to each heir will be reduced. 

The most common situations in which the portion left to an 
heir must be reduced are when a spouse claims a statutory share 
rather than the share that is left to him or her in the will or when, 
after paying the debtors’ claims, expenses, and taxes, there is not 
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enough to pay all heirs the amount specified in the will. You can 
specify an abatement order in your will, which the state will honor. 
If you don’t specify a priority order, the state abatement statute will 
be used to determine the order by which shares of your estate will 
be reduced.

Question 17. What are ademption statutes?

Sometimes a person specifies that an asset in the will should be left 
to a specific person, but at the time of death, the asset is no longer 
available. Probate courts must determine whether the inheritor 
deserves a replacement asset from the estate or at least the cash 
value of the missing asset. The property that is missing is called 
adeemed, and remedies for adeemed properties are specified in state 
laws known as ademption statutes.

States deal with this issue very differently, so if you plan to 
leave a specific asset to someone, check with your attorney about 
what will happen if that asset is not available at the time of death. 
If you are supposed to inherit an asset that is no longer available, 
most states put a heavy burden on you to prove that the deceased 
intended for you to get a replacement asset if the asset was no 
longer available. 

Question 18. What are anti-lapse statutes?

If a person named in your will dies before you or before probate is 
complete, a probate court must determine what to do with the assets 
left to that person. How the probate court will handle this situa-
tion varies greatly, but unless the will contains instructions on what 
to do in such a situation, the probate judge will turn to the state’s 
anti-lapse statutes to make a determination. When drafting your 
will, if you name a contingent beneficiary, you can avoid allowing 
the probate judge to decide how to split any assets left to a person 
who died before you.
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Question 19. What are divorce or annulment statutes?

Suppose you named your spouse in a will and the marriage was 
annulled or you divorced but did change your will. Can your ex-
spouse still inherit the amount you specified in the will? Most states 
answer no. The statutes that impact what happens to a decedent’s 
property involving a dissolved marriage are called divorce or annul-
ment statutes.

Question 20. What are simultaneous death statutes?

In many cases, the disposition of property at the time of death 
depends on who survived whom. If you are dealing with a life insur-
ance property or financial assets, such as a mutual fund, you prob-
ably designated a primary beneficiary or beneficiaries who get the 
money if still alive and secondary beneficiaries in case the primary 
ones are dead. Couples often take property as joint tenancy with 
rights of survivorship or by the entirety, so property automatically 
passes to the person who survives.

But what happens if both you and your specified heir die 
simultaneously. Every state has adopted some form of the Uni-
form Simultaneous Death Act to provide for these situations. As 
long as your state hasn’t changed the language of this act, the basic 
terms are that each of the parties is presumed to have survived the 
other. This statute will not be used if it can be determined that one 
person survived the other, even if only for seconds. Since the act 
presumes each of the parties survived the other, the provisions of 
their wills would be followed. For example, suppose you and your 
spouse died in a car crash and no determination could be made as 
to who survived longer. Further suppose you each left your share of 
the estate’s assets separately. Under the act, 50 percent of the estate 
would follow your spouse’s provisions, and 50 percent would follow 
your provisions. 
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Question 21. What are tax apportionment statutes?

When more than one person inherits property from the decedent, 
sometimes there can be disagreement as to which source should be 
used for the estate taxes. This can become particularly tricky if one 
person, such as the spouse, inherits the home and no cash assets 
while the child or children get cash assets. Where should the cash 
come from to pay the taxes?

This question is settled by state statutes known as tax appor-
tionment statutes. It can be an easy answer if the home transferred to 
the spouse without generating the need for taxes. In that case, any 
taxes due would be paid out of the children’s share. In some states, 
the order from which taxes are taken is set by statute. If that is the 
case, then you can specify the order you prefer, and the state will 
honor what you have written in your will.

Question 22. In which state does probate occur?

Many people spend part of the year in one state and part in another, 
such as summers in New York and winters in Florida. This can 
cause some confusion upon death. Where should probate take 
place: in Florida, in New York, or both? If the person dies without 
a will, the portion of the estate the spouse would get could be dif-
ferent depending on state laws. Personal property is probated in the 
decedent’s domicile (permanent residence), while real property is 
probated in the state in which it is located. 

For example, suppose a person goes to Florida to avoid winter 
in New York, but he considers New York his personal residence. 
Probate would take place in New York, but if he owned real property 
in Florida, an additional probate proceeding would be needed. The 
additional probate proceeding would be called ancillary probate.



	 Taking Time for Probate	 17

Question 23. What is the difference between residence 
and domicile in estate law?

In probate law, this is an important difference. A residence is the 
place where the person is staying at the time of death. A domi-
cile is the place the person considers her permanent home and the 
place she will return to after her visit. The primary probate state 
will always be the state of domicile. Often both the residence and 
domicile are the same.

Question 24. What are the advantages of probate?

While many people dread the thought of going through the pro-
bate process, it does have advantages:

It’s orderly. A neutral party, the probate judge, oversees the 
collection of the assets, development of the inventory, noti-
fication of the creditors, payments to creditors and tax col-
lectors, and the disbursement of the assets to the heirs. If 
the personal representative does not have strong skills in 
this area, the judge can be essential.
It’s open to all parties. Probate can serve as a forum if there 
are any disputes or critical issues to be decided. Beneficia-
ries can be certain they will receive inherited property with 
a valid title. They can also be sure that what they receive 
cannot be claimed by creditors or by the tax collector. 
Creditors can be assured of a process for payment of valid 
claims. Governmental agencies can be certain to get their 
share in taxes.
It’s fair. The probate judge serves as a disinterested, unbi-
ased arbiter of any disputes. The judge can be particularly 
important if someone questions the validity of the will or 
the specified distribution of assets.

■

■

■
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Question 25. What are the disadvantages of probate?

While there are significant advantages to probate, there are disad-
vantages as well:

It’s costly. When taking an estate through probate, every-
body wants a share of the pie. Payments are usually made 
to an attorney, an accountant, appraisers, auctioneers, and 
the personal representative. 
It’s lengthy. The actual length of time will depend on the 
complexity of the estate to be settled and that can take 
years. For example, if a small business is involved and estate 
taxes are more than can be paid at the time of the death, 
they can be paid in installments over as long as fifteen 
years. The estate is opened for that long, and estate assets 
cannot be distributed until all taxes are paid. To avoid this 
problem, many small-business owners will take life insur-
ance to pay the anticipated estate taxes.
It’s public. In most cases, your personal estate information 
is open for public inspection.

■

■

■
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C h a p t e r  3
When There’s a Will

I mentioned a will briefly in Chapter 2, but this chapter takes a 
closer look at what makes a valid will and its key clauses. While you 
can buy a workbook or computer software to draft your will, your 
best bet to avoid problems during probate is to seek legal assistance 
in drafting and executing your will. 

Question 26. What are the requirements for a valid will?

To be valid, all wills must meet certain basic requirements. These 
include:

Minimum age. The person writing the will must be of legal 
age to write a valid will. That age is eighteen or nineteen in 
most states.

Testamentary capacity. A person who makes a will, a testator 
(if male) or a testatrix (if female), must have the testamentary 
capacity to make the will. This involves three elements:
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	1.	 The will maker must understand the nature of the document 
he or she is signing.

	2.	 The will maker must understand the nature and extent of his 
or her property.

	3. 	 The will maker must understand who is in his or her family—
that is, the will maker must understand who is a family 
member and who is not. 

The term of sound mind and body captures the most important 
elements of testamentary capacity.

Valid form. The will must be in a form that is recognized as 
valid in the state in which it will be executed. Every state 
authorizes a typewritten or witnessed will, but some people 
like to be more creative. If you want to use another form for 
your will, be sure it will be recognized as valid in your state.

Property executed. Every state has requirements about how the 
will should be executed. Be sure you know the requirements 
for your state, and follow them exactly.

Question 27. What are the typical clauses of a will?

Common wills are broken down in to four types of clauses: pre-
liminary clauses, dispositive clauses, appointment clauses, and con-
cluding clauses. 

	1.	 Preliminary clauses set the stage for the will with identifying 
information including the name of the maker, the maker’s 
domicile, the fact that this is meant to be the maker’s will and 
the revocation of any prior wills.

	2.	 Dispositive clauses specify who should get the assets. 
	3.	 Appointment clauses specify the personal representative and his 

or her fiduciary responsibilities, as well as any guardianships.
	4.	 Concluding clauses seal the validity of the will, including signa-

tures of the maker and required witnesses.
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Question 28. What are dispositive clauses of a will?

The dispositive clauses are the core of the will, where the maker 
specifies how his assets will be distributed. Since the will is often 
written long before the death of a person and the actual property 
that will be owned at the time of death may be different than that 
owned at the time the will was written, specific property items are 
seldom mentioned unless they are family heirlooms or other assets 
that will definitely be there at the time of death. 

These clauses should be written directly with a clear command 
of how the property should be distributed. If the words wish or hope 
are included, the court may decide not to honor those wishes or 
hopes. Real property is disposed by a devise and the recipient is 
known as the devisee. Personal property is disposed as a bequest or 
legacy and the recipient is a legatee. If the assets to be disposed are 
specifically named, then it’s a specific bequest. If the bequest is to be 
paid out of the general assets, then it’s a general bequest.

If you have many small items to list in the will that are not 
of great value, include a tangible personal property clause that will list 
the items and to whom they should go. Some states allow people 
to include a document that is separate from the will called a tan-
gible personal property memorandum to dispose of small items. The 
advantage of the memorandum is that since it is not part of the 
will, if you want to change it, you don’t have to go to the expense of 
executing a new will.

In some cases, you may not want to give the asset directly to 
the beneficiary but instead transfer the property to a testamentary 
trust. The will should also include terms for how the trust must be 
distributed. If the trust already exists and will be added to at the 
time of your death, then it’s known as a pour-over trust, and the will 
is a pour-over will. I talk more about trusts in Chapter 5.

In all cases, the will should name both a primary beneficiary 
(first priority) and contingent beneficiary (who gets the assets if the 
primary beneficiary is not alive) for each asset named in the will. 
This will avoid any problems if a beneficiary dies before you do.
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Question 29. What are appointment clauses of a will?

The most important appointment clause in any will is the clause 
that specifies the personal representative. Question 9 explained 
who the personal representative is and briefly described his or her 
duties.

In addition to appointing a personal representative to admin-
ister your will, you also may need to appoint guardians. For example, 
if you have children, you should specify who you want to be the 
guardian and conservator of your minor children. Some people may 
also specify a guardian and conservator for favorite pets.

You may also want to include a fiduciary powers clause that 
specifies the powers you want to give your appointees. If you don’t 
include this clause, your appointees will only be able to do what is 
specified by state statute.

Question 30. What are concluding clauses of a will?

The first of the concluding clauses reaffirms that the document is 
your last will and testament and includes your signature and the 
date that you signed it. That clause is followed by the attestation 
(statement of witnesses) clause. The witnesses affirm that they saw 
you sign the will and that you had testamentary capacity at the time 
of signing (that is, you were “of sound mind and body”). This clause 
should include all the essential statements that the witnesses would 
have to verify if they were called to personally testify at the time 
of probate. If so, this can also serve as a self-proving clause, which 
means that the proof that the will is valid can be assumed and the 
courts won’t need to talk with the witnesses. 

Both your signature and the signatures of the witnesses must 
be notarized. If your state does allow the attestation clause to be 
admitted to probate court without personal testimony, be sure that 
your concluding clauses are done in the form specified by state 
statute.
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Question 31. What is a no-contest clause in a will?

If you want to leave someone out of your will, be sure to include 
a no-contest clause. This type of clause usually specifies that if you 
want to disinherit a family member but that family member suc-
cessfully challenges the provision in your will that disinherits him 
or her, then the family member receives only a nominal amount 
that you specify, such as one dollar. This clause can also state that if 
a beneficiary contests the inheritance because he or she is not happy 
with the amount received, then that amount is revoked and distrib-
uted as if that beneficiary had died before the testator or testatrix. 

Probate judges may not enforce a no-contest clause because 
it takes away the right of a family member to exercise his right to 
legally contest the will. Some states have statutes regarding how 
no-contest laws should be treated by the probate court.

Question 32. What are other common clauses in a will 
that are optional?

Other common clauses specify disposition of assets or payment of 
taxes. If you anticipate that there will be estate taxes, you may want 
to include a clause specifying how those taxes should be paid. If 
you have intangible property, such as a copyright or patent, you may 
want to include an intangible personal property clause to specify 
who will control those rights. If you have many different parcels 
of real estate, you may want to include a real-property clause to 
specify the disposition of the property. To be sure all property is 
disposed of, even if not specifically named in the will, you may want 
to include a residuary clause that disposes of all probate property 
not effectively disposed of in other clauses of your will.

Question 33. How do you amend or revoke a will?

All wills are totally revocable until your death. Each state has its 
own laws specifying how you can amend or revoke a will. If you 
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want to change your will, be sure to follow the rules of your state to 
avoid any problems during probate.

If you want to revoke a will, your best bet to ensure it is never 
used is to collect all the copies and destroy them. If that is not pos-
sible, keep the original and write the word revoked on the front of 
it. The word revoked should be handwritten by the maker.

If you want to revoke a will, be sure you have already executed 
a new will before you write revoked on the old will. If you don’t do 
this and you die before the new will is completed, the court will 
consider that you died intestate (without a will), and the state will 
determine how your assets should be distributed.
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C h a p t e r  4
Intestate—When 
There’s Not a Will

If you want to have some control of what happens to your assets, 
you don’t want to die intestate—without a will. This chapter explains 
what happens to your assets if you die without a will.

Question 34. What happens if you die without a will 
(intestate)?

Some people can’t even sit down and think about their death, so 
they never prepare a will. Others prepare a will, but it does not 
dispose of all assets effectively. If a person dies without a valid will, 
he or she is said to die “intestate,” and the state laws of intestate 
succession take over. Each state has its own set of laws to deal with 
intestate succession, and the probate proceedings are called intes-
tacy proceedings.

Sometimes a person will die in partial intestacy, with only 
some of his assets not properly disposed of in a will. Avoid this 
by including a residuary clause, which specifies the disposition of 
leftover assets.
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A person who has no valid will and has property not held in a 
will substitute form, such as property titled joint tenancy with right 
of survivorship, is said to die in total intestacy. When this happens, 
the state laws determine what goes to whom, and the state appoints 
a personal representative for the deceased. (Question 9 covers the 
duties of the personal representative.)

Question 35. In intestacy laws, what provisions are 
made for survivors?

Surviving family members have first priority. The states believe that 
the decedent’s spouse and lineal descendents (children, grandchil-
dren, great-grandchildren, adopted children, and illegitimate chil-
dren) should get most of the property of the deceased. Before the 
state will even consider the rights of more remote family members, 
the spouse and lineal descendents must be cared for appropriately. 
The proportion of the estate that goes to the eligible family mem-
bers is specified by state law.

Question 36. What provisions can be made for charities 
or non–family members?

Most states have no provisions for charities or non–family mem-
bers. That’s because the state has no way to know which friends and 
charities the deceased would want to give part of the estate. Even 
if a charity or friend could prove there would have been something 
left had the decedent made a will, there is no way for the state to 
know how much.

This can be a very difficult situation if the couple were not mar-
ried and lived as domestic partners. Some states have amended their 
statutes to include a “registered domestic partner” in their intestacy 
statutes, whether the partner is of the same sex or of the opposite 
sex. If your state allows you to register as a domestic partner and the 
relationship is dissolved, be sure to officially terminate the record 
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with the government. If not, your registered domestic partner may 
have the right to claim assets from your estate if you die intestate 
and if the state provides for domestic partners in their intestacy 
statutes.

If you want money to go to a charity or non–family member, 
make a valid will with that information included.

Question 37. What provisions are made if there are no 
surviving family members?

Sometimes a person dies with no will and no surviving family mem-
bers. All states include statutes that specify what to do if there are 
unknown heirs. The state will hold the decedent’s property in trust 
for a number of years, as stated by law. If no one comes forward to 
claim the estate within the specified time, the property belongs to 
the state. This property is said to escheat to the state.

How closely related do you need to be to make a claim on the 
estate? Each state specifies the degree of kinship required to make 
a claim.

Question 38. How is the estate distributed if a person 
dies intestate?

After the payment of all claims by creditors and any taxes due, 
the estate will start distribution of the assets by giving the spouse 
his or her share as stated in the intestacy statute. This could be 
the entire estate if there are no lineal descendants. In some states, 
the spouse may get all the assets even if there are surviving lineal 
descendants, if these descendants are also the descendants of the 
surviving spouse. Each state has its own laws, so if you want to have 
some control over the distribution of your assets, you must make a 
valid will.
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Question 39. What are the disadvantages of intestacy?

There are many disadvantages of intestacy. The only advantage is 
that you don’t have to deal with what happens after you die.

Here are some important disadvantages:

Intestacy laws as written in each state must be applied rig-
idly. There are no provisions for special needs. For example, 
if you have a disabled child and want to set aside a larger 
share for his or her care, the state laws won’t allow for that 
special circumstance if you die intestate.
The share each heir gets is set by law, so the assets will not 
be distributed based on what you think is best for each 
heir.
All children are treated equally, regardless of age or 
competency.
If you have minor children, a guardian or conservator will 
be appointed by the court, and it may be someone you 
would not have wanted to be in charge of your offspring. 
Most states have no provisions for domestic partners or 
other nonfamily members.
No state has provisions to give part of your estate to 
charity.
Estate taxes could be higher because the property will be 
distributed by state law, and that distribution may not min-
imize the tax bite.
The state will name your personal representative, who will 
administer the disposition of your assets.

Don’t die intestate. Take the time to prepare a valid will, so 
you can be sure your assets will be disposed of in the way that you 
want.

■

■

■

■

■

■

■

■
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C h a p t e r  5
Will Substitutes, or 
How to Avoid Probate

Probate can be a long and complex process. You can make it easier 
for your heirs by using will substitutes to avoid or minimize the 
need for probate. Most of your major assets can be passed on using 
will substitutes. This chapter reviews the key will substitutes you 
can use.

Question 40. How can you avoid probate?

Luckily every state offers some ways to avoid probate for major 
assets, so your family doesn’t have to wait for the probate process to 
be completed to make use of or dispose of those assets after your 
death. Since probate can take a year or more, this can be a huge 
benefit when you are dealing with a home or other key assets.

When property is involved, you can own that property with 
a title that names the survivor’s rights. These types of titles auto-
matically transfer the property to the joint owner, when one of the 
owners dies. 
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Another common way to avoid probate is to name a benefi-
ciary when you purchase the asset or insurance policy. This type 
of will substitute is commonly used to avoid probate when people 
open accounts with banks, brokerage houses, or mutual funds or 
when they buy an insurance policy.

Question 41. What are rights of survivorship?

Two types of property titles offer the right of survivorship. The 
most commonly used are joint tenancy with the right of survivor-
ship ( JTWROS) and tenancy by the entirety (TBE). The first type, 
JTWROS, means all owners of the property own an equal and 
undivided share of the property. When one of the owners dies, the 
property ownership automatically transfers to all other owners. This 
type of ownership does avoid probate but can be a problem when 
the last surviving owner dies. At that time, the property needs to 
go through probate.

Only a married couple can use TBE. Neither spouse can sell or 
take a loan on the property without the other spouse’s permission. 
After the death of one spouse, the property automatically transfers 
to the surviving spouse; there is no probate. The property will have 
to go through probate after the death of the sole surviving spouse.

Question 42. What is joint tenancy?

Any time two or more people share ownership in real-estate prop-
erty or other assets such as a bank account, when one owner dies, 
that property can transfer automatically to the surviving owners 
without the need for a will or probate. For example, if you open a 
bank account with your child as joint tenants, your child can auto-
matically become full owner without the need for a designation in 
your will.

There are actually three types of joint bank accounts:
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	1.	 Joint tenancy with immediate vesting. Each owner has an 
immediate right to half the account but cannot withdraw 
more without letting the other owner know.

	2.	 Revocable account. Either owner can withdraw all the funds 
in the account without seeking permission of the other, so 
neither owner’s interest is vested.

	3.	 Convenience account. One person deposits all the money, and 
a second person serves as an agent for managing the funds. 
The person who deposited the money has sole rights to the 
funds. This type of account is typically used by a child who is 
assisting an elderly, incapacitated parent.

Question 43. What is a beneficiary?

A beneficiary is any person or organization that has the legal right 
to receive assets or other benefits through a legal document, such as 
a will, trust, or insurance policy. Many types of will substitutes can 
be used to designate a beneficiary and avoid probate:

Government savings bonds
Payable-on-death (POD) accounts
Bank account trusts or Totten trusts
Transfer-on-death (TOD) accounts
Contract provisions in pensions, IRAs, annuities, and life 
insurance policies.
Gifts causa mortis
Revocable living trusts
Irrevocable living trusts

Questions 44 to 50 cover how each of these types of will sub-
stitutes can be used to avoid probate.

■

■

■

■

■

■

■

■
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Question 44. How can a government savings bond be 
used as a will substitute?

To use a government savings bond as a will substitute, you’ll need 
to buy Series EE bonds. You can buy these bonds using a right of 
survivorship designation or a beneficiary designation. If you choose 
a right of survivorship designation, then you and someone else are 
buying the bonds as co-owners, and the surviving owner gets the 
proceeds upon the death of the other owner without having to go 
through probate. If you choose a beneficiary designation, you con-
trol the bonds completely and can change the beneficiary at any 
time before your death. Upon your death, your beneficiary would 
get the proceeds without having to go through probate. 

If you have property to leave, you can’t use bonds as a will 
substitute. You can use bonds as long as you name a beneficiary or 
buy them with right of survivorship. For example, a father and son 
buy bonds with right of survivorship. When the father dies, the 
son gets full possession of the bonds without having to go through 
probate. Or a husband and wife buy bonds and name their children 
as beneficiaries. The children can get the bonds when their parents 
die without have to go through probate. 

Question 45. How can POD accounts be used as a will 
substitute?

When you open a payable-on-death account, you maintain com-
plete control of those funds while you are still alive. Any assets left 
in that account after your death are then transferred to your desig-
nated beneficiary without the need for a will or probate. Beneficia-
ries are usually spouses, children, or a charitable organization.

Question 46. What are Totten trusts?

If you want to use this type of trust, you deposit money in a bank 
account for the benefit of another person but maintain control of 
the money until your death. Prior to your death, you have the right 
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to withdraw funds at any time. Your beneficiary can’t touch the 
money while you are still alive. This is also known as a revocable 
trust using a bank account. Only thirty-six states allow this type of 
trust, so check with your financial adviser or attorney to find out 
if this is even an option in your state. After your death, the trust 
transfers to the beneficiary without a will or probate.

Even if this trust is available in your state, you may not want 
to go through the expense of setting it up. You can have the same 
control with a POD account and avoid the hassle and expense of 
establishing the trust.

Question 47. What are TOD accounts?

Transfer-on-death accounts operate in a similar fashion to POD 
accounts. The primary difference is that TOD accounts are used 
for publicly traded securities and debt obligations. While the reg-
istered owner is alive, he maintains total control over the securities 
in the account. After he dies, the securities transfer to the desig-
nated payee without a will or probate. The beneficiary designation 
is revocable, so the owner of the TOD can change the designee at 
any time while he’s alive. 

Question 48. What are gifts causa mortis?

In a few states, you can make a revocable gift called a gift causa 
mortis if you believe you are near death. Your death must be immi-
nent for this will substitute to be used, but it can reduce gift taxes. 
Causa mortis is Latin for “contemplation of death.” A gift causa 
mortis is both conditional and revocable. If you survive the illness 
or other peril that you thought would result in your death, the gift 
is automatically revoked. You can revoke the gift at any time for any 
reason if you are alive.

This type of will substitute is rarely used as an estate-plan-
ning tool. Most attorneys will recommend a trust or other formal 
arrangement if you wish to designate a gift after your death. 
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Question 49. What are revocable living trusts?

All states recognize the use of revocable living trusts. With this 
type of trust, you transfer assets to someone but keep the power to 
revoke the trust at any time. You must fund this type of trust before 
you die to avoid probate.

You can draw up the trust agreement to transfer the assets 
upon your death to a designated beneficiary, or you can designate a 
later time for the assets to transfer to your beneficiaries. All assets 
in a revocable trust can be transferred to the designated beneficia-
ries without a will or probate, as long as you don’t revoke the trust 
prior to your death.

Question 50. What are irrevocable living trusts?

An irrevocable living trust has almost all the same characteristics of 
a revocable living trust discussed in Question 49. The primary dif-
ference is that the person who grants the trust to someone cannot 
change his or her mind later. The beneficiaries of the trust have a 
vested interest in the trust, and that interest cannot be revoked.

Question 51. How can provisions in contracts be used 
to avoid a will?

Every time you fill out the forms at your workplace for life insur-
ance or employer-sponsored retirement plans, you are signing a 
contract that likely has provisions to avoid the need for a will or 
probate. When you designate a beneficiary as part of those forms, 
you are essentially completing a will substitute. The assets in your 
retirement account or the proceeds from the life insurance policy 
will transfer to your designated beneficiaries automatically without 
probate. Any life insurance policy, individual retirement account, 
annuity, or other type of contract you sign designating a beneficiary 
works the same way as employer plans after your death.
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Question 52. What are the advantages of a will substitute?

The biggest advantage of any will substitute is that it will help your 
heirs avoid the expensive costs and delays of having to go through 
probate. You can also transfer your assets privately without having 
to file them with the probate court.

Many will substitutes are revocable, so you maintain control 
over the disposition of those assets while you are still alive. This can 
also be a disadvantage because revocable assets are used as part of 
the owner’s gross estate and are taxable at death.

Question 53. What are the disadvantages of a will 
substitute?

The biggest disadvantage is that you must fund the substitute prior 
to your death—that is, you must put in the assets you intend to 
include. This can be a big factor if you are funding a trust, POD, or 
TOD. Will substitutes can be costly, especially if you want to set up 
a revocable or irrevocable living trust. You must hire an attorney to 
establish the trust initially, and you may need to pay maintenance 
fees as assets in the trust are purchased or sold. You will also need 
to file tax returns if you set up an irrevocable living trust.
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C h a p t e r  6
Dealing with Taxes—
Federal Unified 
Transfer Tax System

Estate taxes or “death taxes,” as they are frequently called, are in a 
state of flux and will be until the U.S. Congress determines what 
it will do after 2010. In 2007 and 2008, the first $2 million of 
an estate is excluded from taxes. In 2009, the exclusion amount 
will increase to $3.5 million. Then in 2010, the estate tax will be 
repealed—if you die that year, your family won’t have to pay estate 
taxes. But, if Congress doesn’t act to extend that repeal of the estate 
tax law, in 2011 estate taxes could go back to excluding just the 
first $1 million in assets. This chapter explains the law as currently 
written, but be aware that will likely change in 2011. This makes it 
difficult to do long-term estate planning.
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Question 54. What is the federal unified transfer tax 
system?

The federal unified transfer tax system combined the gift taxes 
(taxes on gifts made during your lifetime) and estate taxes (taxes 
on your assets passed on at your death) in 1976. Prior to that time, 
the two types of taxes were separate. Today, the same tax rates are 
used to determine both your estate and gift tax liability. With this 
system, a $250,000 taxable gift would be taxed in the same way 
as a $250,000 taxable estate provided there had not been taxable 
transfers prior to your death. The maximum gift or estate tax rate 
for 2007 to 2009 is 45 percent for gifts or estate exceeding the 
maximum exclusions.

With the passage of the Economic Growth and Tax Relief 
Reconciliation Act of 2001, the gift tax maximum exclusion from 
taxation is $1 million, and the maximum exclusion for estate taxes 
is $2 million. Anything you leave to your spouse is entirely excluded 
from gift or estate taxes, provided your spouse is a U.S. citizen. This 
tax system also makes possible for you to transfer your assets by a 
lifetime gift or a bequest at death to a qualified charity and reduce 
the tax liability of the estate.

The amount of your estate is cumulative, and both gifts and 
transfers of property after your death are totaled to calculate the full 
value of your estate under the unified system.

Question 55. What is a gift tax?

A gift tax is a tax due on gifts over $1 million during your life-
time. You can avoid ever having to pay a gift tax provided you give 
$12,000 or less to an individual each year. A couple can give up to 
$24,000 because the law treats the gift as though one-half of the 
gift was given by each spouse. These limits can be adjusted by the 
government annually for inflation. Provided you don’t give more 
than $24,000 in any one year, all the gifts could be given without 
using up any of your $1 million gift tax exclusion. 
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You can also give away an unlimited amount of money pro-
vided the gift goes directly to an educational institution for tuition. 
So you can pay the tuitions of all your grandchildren without having 
to worry about gift taxes. You can also avoid gift taxes if you pay 
a medical provider for any uninsured medical expenses for a third 
party. For example, suppose wealthy grandparents want to fund 
cancer treatments for a grandchild, and the amount will exceed 
$12,000. As long as they pay the cancer treatment center directly, 
the money given will not be included in gift tax calculations.

Question 56. What is an estate tax?

An estate tax is a tax on your estate after your death. When you die, 
any property or assets that you leave behind are part of that estate. 
The federal government taxes that estate before the assets can be 
transferred to your heirs. How much that tax will be depends on the 
size of the estate and when you die. In 2007 and 2008, the first $2 
million of an estate are excluded from taxes. In 2009, the exclusion 
amount will increase to $3.5 million. Then in 2010, no estate taxes 
will be due. In 2011, if Congress doesn’t act fast, estate taxes will 
be due on any estate worth more than $1 million. Tax rates would 
range from 41 percent on estates over $1 million to as high as 60 
percent on estates between $10,000,000 and $17,184,000. Estates 
over $17,184,000 would be taxed at a rate of 55 percent.

Question 57. What is a generation-skipping tax?

The federal government doesn’t want to miss collecting taxes during 
each generation, so if you try to avoid taxes by giving your estate 
to your grandchildren rather than to your children, you might have 
to pay a generation-skipping tax. For example, suppose you decide 
to give a sizable gift of $1 million to your grandchild. You would 
have to pay both the gift taxes and the generation-skipping taxes on 
that gift. You can avoid paying any gift taxes by applying that gift 
to your applicable credit amount of $1 million in gift taxes. You can 
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still skip generations by giving money to your great-grandchildren 
or great-great-grandchildren, or any person who is more than one 
generation younger than you, because a gift tax is only applied once 
even if you skip more than one generation with your gift. You won’t 
be subject to generation-skipping taxes if you pay medical or edu-
cational expenses directly for any of person who is more than one 
generation younger than you.

Question 58. What is EGTRRA, and how does it impact 
the federal unified transfer tax system?

The Economic Growth and Tax Relief Reconciliation Act of 2001 
(EGTRRA) created a temporary change to the gift and estate tax 
system that expires in 2011. Congress wanted to keep the tax cut 
to a certain size, and repealing the gift and estate tax completely 
would have been too expensive. So instead they passed this night-
mare that leaves everyone guessing as to what will happen to gift 
and estate taxes in the future. It’s very hard to plan an estate, when 
you have no idea what the tax will be on that estate in 2011. If Con-
gress does not act, then the estate and gift taxes will revert to what 
they were before the passage of EGTRRA, which means just $1 
million will be excluded from gift and estate taxes. Tax rates would 
range from 41 percent on estates over $1 million to as high as 60 
percent on estates between $10 million and $17,184,000. States 
over $17,184,000 would be taxed at a rate of 55 percent. (See Ques-
tion 56 for further discussion of this.)

Question 59. What is the marital deduction?

If you’re married, the marital deduction allows you to offset or reduce 
your estate from tax liability by transferring it to your spouse. You 
also get a gift tax marital deduction to offset any gift tax liability 
when you give your spouse a gift. Essentially anything you give as 
a gift to your spouse or leave to your spouse in your estate will not 
be taxed thanks to the marital deduction.
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Question 60. What is the charitable deduction?

You can reduce your tax liability with a gift to a charitable insti-
tution using the charitable deduction. Any gift or bequest to a 
charitable institution will reduce the taxable amount of your 
estate. For example, suppose you die in 2009, when $3.5 million 
is excluded from estate taxes and your estate totals $4 million. 
You can avoid estate taxes completely by donating $500,000 to 
charity. (See Chapter 8 for how to use charitable donations in 
estate planning.)

Question 61. What is the applicable credit (or unified 
credit)?

The applicable credit (formerly known as the unified credit) allows 
you to exclude a certain amount of your taxable transfer from the 
calculation of estate tax. This credit is part of the Internal Revenue 
tax code. The amount of your estate that will be free from taxes is 
determined by Congress. Question 58 explains the current state of 
estate law.

Question 62. What is the fair market value of an estate?

The key to figuring out how much your estate is worth depends 
on the value established for the assets you are transferring either 
as a gift or after your death. The U.S. Treasury Department defines 
fair market value (FMV) as “the price at which property would 
change hands between a willing buyer and a willing seller, neither 
being under a compulsion to buy or sell and both having reasonable 
knowledge of the relevant facts. The fair market value of a particular 
item of property includible in the decedent’s gross estate is not to 
be determined by a forced sale price. Nor is the fair market value of 
an item of property to be determined by the sale price of the item in 
a market other than that in which such item is most commonly sold 
to the public, taking into account the location of the item wherever 
appropriate.”
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The IRS will question certain types of property transfer. For 
example, the price an employee pays for property from an employer 
could be questioned, so if you plan to sell your business to an 
employee to avoid estate taxes, expect some scrutiny from the IRS 
regarding its value. Also a forced sale situation, such as an auction, 
cannot be used to determine the fair market value. The price the 
IRS will use to determine value is the retail value of the prop-
erty. Questions 63 to 72 present more specifics of fair market value 
based on the type of asset involved.

Question 63. How do you determine the fair market 
value of real estate?

This can be a difficult task because there are so many factors that are 
relevant to the calculation. The key elements to setting a fair value 
for a parcel of real estate include:

Condition of the property, including consideration of its 
physical qualities and defects
Size and location of the property
Actual and potential use of the property with consideration 
of trends, such as the increase in property value if the land 
has been rezoned from residential to commercial and is 
now more valuable as commercial real estate
Suitability of the property for actual or intended use
Applicable zoning restrictions
Size, age, and condition of any structures on the property
Market value and sales of comparable property in the area
Value of any net income received from the property
Probate court valuation
Cost of making improvements on the property to make it 
salable
Uniqueness of the property

Another factor in valuing real estate could be whether the 
decedent owns the property fully or owns just a partial share of 
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the property. If the real estate is jointly owned and cannot be sold 
because the surviving co-owner (co-tenant) refuses to sell, the IRS 
allows a discount to the property’s value in the estate. This dis-
count can only be claimed if the co-owners are not related by family 
(spouses or close relatives) or business associates. Any property 
owned in joint tenancy with the right of survivorship or tenants 
by the entirety (see Questions 41 and 42) will not qualify for this 
discount.

Question 64. How do you determine the fair market 
value of closely held stock?

If you own stock in a closely held company, such as a family busi-
ness or a partnership with friends, valuing that stock can be a dif-
ficult task. Some key factors include:

Nature and history of the business
Outlook for the economy and the industry in which the 
business operates
Book value of the stock
Earning capacity of the company
Dividends paid annually to the stockholders
Recent stock sales that show its value
Fair market value of comparable public stock

You may be able to get a discount on the value of the stock in 
a closely held company if you are a minority stockholder for estate 
tax purposes. To qualify for this discount, your minority status must 
mean that you are not able to influence business decisions or force 
the business to liquidate, merge, consolidate, or sell.

■
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Question 65. How do you determine the value of life 
insurance?

If the person insured under the insurance policy and the decedent 
are the same person, the value of the death benefit payable minus 
any loans or other charges against the policy will be used as the 
value of the life insurance policy.

But if the decedent bought the policy and the insured is not 
dead, the calculation of value becomes much more difficult. If the 
decedent leaves you life insurance on someone who is still alive at 
the time the decedent dies, then the value of that life insurance is 
not based on the face value of the policy. In fact, if the payments on 
the life insurance policy are not made after the decedent’s death, 
the death benefits may never be paid. 

Instead the value of life insurance on someone who is not yet 
dead is based on the replacement value of the policy in question. 
For example, if the policy was bought just a year before, the value 
of that bequest would be the premiums that had been paid. If the 
policy was a single-premium policy or is completely paid up, the 
value would be based on the issuing charge for the policy based on 
the age of the insured at the date of transfer.

If a whole life policy is transferred as part of the estate that 
has a cash value, the terminal reserve (terminal value) plus the 
unearned portion of the last premium will be used to determine 
the value unless the surrender value is greater. The surrender value 
is the cash value of a whole life policy. When you buy a whole life 
policy, part of the yearly premium is added to a cash account, which 
grows through the life of the policy. If the surrender value is greater, 
that value will be used. If a term policy is transferred as part of the 
estate, the unused portion of the last premium is used to determine 
value.
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Question 66. How do you determine the fair market 
value of corporate stocks and bonds?

When you inherit stocks or bonds that are traded on the public 
markets, the valuation of these assets can be fairly simple. The fair 
market value of a stock or bond is calculated by the mean between 
the highest and lowest stock or bond price on the date of valuation. 
For example, if the market price of a stock at its high on the date of 
valuation is $20 and the low was $18, the mean would be $19.

Things are a bit more complicated if the stock was not sold 
on the date of valuation. Then the fair market value would be the 
weighted average of the means between the highest and lowest 
trading dates before and after the valuation date. For example, sup-
pose the stock in question sold for $10 per share for three trading 
days before the valuation date and $15 per share for two trading 
days after the valuation date, then the value of the stock would be 
$12, using this formula from the IRS:

(3 × 10) + (2 × 15)  = 12
5 days

You can easily get the market value of a public stock in any 
newspaper that prints information about stock sales or on numerous 
financial Web sites. For example, Yahoo! Finance (finance.yahoo 
.com) can give you daily historical prices throughout the lifespan of 
most stocks.

Question 67. How do you determine the fair market 
value of annuities?

Annuities are a type of life insurance product that pays money to 
individuals or an entity based on some prior deposit of funds by 
the person or entity who is to receive the payments. For example, 
people who get a lump-sum payment out of their company 401(k) 
plan often use this lump-sum payment to buy a single-premium 
annuity that will guarantee them a set payment for the rest of their 
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lives in retirement. Payouts of the funds can be structured in many 
different ways.

If you inherit an annuity, the value of this stream of payments 
must be determined for estate tax purposes. If the annuity is issued 
by an insurance company, the value of these survivor benefits is 
determined by the premium charged for the issuance of a single 
life annuity based on the survivor’s life as of the deceased date of 
death. If the annuity is a private annuity, the value is calculated 
by determining the present value of the future payments from 
the annuity or trust. The IRS publishes a Cumulative Bulletin that 
includes actuarial tables for use in determining the present value of 
an inherited annuity.

Question 68. How do you determine the value of a U.S. 
government bond?

Determining the value of U.S. government bonds can be done fairly 
easily by getting their redemption price at www.savingsbonds.gov.  
If you don’t want to use the Internet, the value of that bond is based 
on the value as of the transfer or valuation date, which is deter-
mined by tables published by the Bureau of Public Debt and the 
Treasury Department. Most banks can figure out the value using 
those tables.

There are currently five types of savings bonds on the market: 
Series E, H, I, EE, and HH. Series E, H, and HH bonds are no 
longer issued, but many have still not reached maturity and are still 
held by investors. Series EE bonds have been on the market since 
January 1, 1980. Series I bonds are the new kid on the block. They 
were first issued in 1998 and pay interest at a variable rate. If you do 
inherit an I bond and want to cash it in, be sure it’s been owned for 
at least five years. I bond holders pay a penalty for cashing them in 
before then. If you cash them in before they are five years old, you 
forfeit the three most recent months’ interest.

http://www.savingsbonds.gov
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Question 69. How do you determine the value of prop-
erty held as a co-ownership?

If the property to be transferred after your death is held with another 
person, it can greatly affect the value to be reported as part of your 
estate. The estate laws assume that one person is the sole owner of 
the property. If you have partial ownership, the value of that prop-
erty may need to be adjusted based on that partial ownership. How 
that value is adjusted will be based on the type of co-ownership 
involved. Ownership can be by tenancy in common, joint tenancy 
with right of survival, and tenants by the entirety and community 
property. Each of these types of ownership is addressed separately 
in Questions 70 and 72.

Question 70. How do you determine the value of prop-
erty held as tenancy in common?

When calculating the property value in this case, multiply the per-
centage ownership of the deceased in the property by the property’s 
fair market value. As discussed in Questions 63 and 64, there may be 
some additional discounts if real estate or a business is involved.

Question 71. How do you determine the value of prop-
erty held as joint tenancy with right of survival?

Valuation of this property depends upon whether the joint tenants 
are husband and wife. If the property is held by husband and wife, 
the ownership is considered to be one-half each, and one-half of 
the property value is included in the value of the estate. But if that 
joint tenancy was created before 1977, the spouse may use the rule 
for non-married joint tenants.

When determining the value of property in an estate involving 
non-married joint tenants with right of survivorship, the deceased 
tenant’s share of that property is based on his or her proportional 
contribution to the original purchase price plus any improvement 
costs. The executor of the will must be able to prove the contribu-
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tion of the surviving joint tenants or 100 percent of the value of 
the property must be included in the gross estate. If you do buy 
property with right of survival jointly with someone to whom you 
are not married, be sure to document how much you contributed 
to the purchase of that property, as well as any improvements made 
on that property, or you could end up having to pay estate taxes 
on money you contributed if you live the longest and inherit the 
property in its entirety.

Question 72. How do you determine the value of prop-
erty held as tenancy by the entirety and community 
property?

Property held in this way can only be held by husband and wife. 
For this type of ownership, the co-owners are considered to own 
one-half the property, and the property value included in the estate 
of the deceased owner will be one-half the value of the property.

Question 73. What date is used for the valuation of 
property?

When an executor is determining the value of property in the estate, 
he has two possible dates from which to choose. The value of the 
property in the estate can be based on the value at the time of the 
death or it can be valued six months after the death.

In either case, the executor must value all property in the 
estate based on one of these two dates. For example, suppose the 
value of a stock portfolio dropped rapidly during the six months 
after a person’s death. It may make sense to use the value date six 
months after the death to save taxes on the estate. But, if during 
that same time other assets, such a real estate, rose dramatically in 
price, then the executor would need to calculate the estate based 
on both dates to determine which date would result in the lowest 
tax liability. The executor must use the same date for valuing all the 
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property. He can’t choose one date for some of the property and the 
other date for the rest of the property.

Question 74. How do you report and pay federal estate 
tax?

Whether you have to file an estate tax return will depend on the 
value of the estate. If the value of the estate does not exceed the 
maximum applicable exclusion amount, which is $2 million in 2007 
and 2008 and $3.5 million in 2009, then no tax return must be filed. 
In 2010, since the estate tax is fully repealed, no heirs who inherit 
an estate from someone who dies that year will have to file an estate 
tax return. But in 2011, unless the law is changed, you will need to 
file an estate tax return for any estate with a value over $1 million.

In many cases the executor or executrix is responsible for filing 
the tax returns. If all assets were transferred using will substitutes 
(see Chapter 5), the recipients of the assets will be responsible for 
filing the tax return. 

An estate tax return is due nine months after the person’s 
death, but often the full value of the estate is not known at that 
time. Sometimes the estate can include assets that take longer to 
determine the value, such as the assets of a small business owner. If 
more than nine months are needed, you can file for an automatic 
extension of six months by filling out IRS Form 4768. Any further 
extensions will require you to show cause for why you can’t com-
plete the forms.
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C h a p t e r  7
Calculating the 
Estate Tax

Calculating estate taxes can be a mathematical nightmare. While 
the actual calculation of the tax can be done fairly simply using IRS 
tables, the reason estate tax computations are so difficult is due to 
the elements you must calculate to find the taxable amount. This 
chapter reviews the basics of what you must consider to calculate 
estate taxes.

Question 75. What are the key parts of calculating 
estate tax?

The actual calculation of the tax is simple once you find the value of 
the net estate. Getting to that value is where the complications arise. 
Here is the actual formula for finding your net estate tax due:

Take the gross estate value, and subtract the amount allowed 
by deductions. This gives the taxable estate.
Now add taxable lifetime transfers since 1976. This gives 
your tax base. 

■

■



50	 The 250 Estate Planning Questions Everyone Should Ask

Next, multiply your tax base by the applicable estate tax 
rate. This gives your tentative estate tax. 
Finally, subtract your credits to find your net estate tax 
due. 

In the following questions I break down the key parts of this 
calculation and discuss how the estate tax calculation differs from 
the income tax calculation.

Question 76. What is the difference in calculating estate 
tax versus income tax?

The primary difference between income tax and estate tax calcula-
tions is how you determine your applicable tax rate. For income tax, 
you calculate your tax rate based on the level of income earned in 
a given year. For estate taxes, you need to calculate what remains 
in an estate as of the date of the decedent’s death, and also add all 
cumulative taxable transfers of wealth throughout the decedent’s 
lifetime since 1976 when the gift tax and estate tax were combined. 
That means any taxable gifts given to family over the years must be 
added as part of the total estate. 

If the decedent’s estate involves more than the current max-
imum allowed to be excluded from tax—$2 million in 2007 and 
2008 and $3.5 million in 2009—you must be able to calculate how 
much was given in taxable gifts over the years as well as how much 
is left in the estate. Taxable gifts are gifts of more than $12,000 in 
any one year ($24,000 if a couple). The amount can be adjusted by 
the government annually for inflation. If taxes were already paid 
on these gifts, they can be subtracted as credits, so the estate is not 
taxed twice. You will face a big problem if proper records have not 
been kept and you can’t perform this calculation.

■

■
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Question 77. What is the gross estate?

The gross estate serves as the starting point for all estate tax cal-
culations. While in many states, the gross estate is the same as the 
probate estate, this is not true at the federal level. In addition to 
the probate estate, you must add any items not included in pro-
bate, such as property transferred by will substitutes (see Chapter 5), 
insurance proceeds, and retirement benefits.

Question 78. Which property is calculated in the gross 
estate?

When trying to determine which property should be included in 
the gross estate, the key question to ask is whether the decedent 
was in possession of that property at death—no matter what kind 
of property is involved. The gross estate can include antiques, art, 
bank accounts, bonds, cars, certificates of deposit, contracts, house, 
leases, life insurance policies on the life of another, partnership 
interests, promissory notes, royalties, and stocks. All these assets 
must be included in the calculation of the gross estate. Even if the 
decedent only had a partial interest in any of these items, value 
for these items must be included in the gross estate. The valuation 
of property is covered in Chapter 6. For example, if the decedent 
owned community property with his wife, then one-half the value 
of that property must be included in the gross estate.

In addition, income that is not includable in the decedent’s 
income tax returns for the year of his or her death must be calcu-
lated and included in the gross estate. This income is called income 
in respect of decedent (IRD) and includes bonuses, deferred com-
pensation, expense reimbursements, interest accrued and payable to 
the decedent in the future, proceeds from installment sales, renewal 
commissions, and any other type of income that will be received by 
the estate in the future.
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Question 79. Is life insurance part of the gross estate?

The insurance proceeds from any insurance policy owned by the 
decedent at death must be included in the gross estate. Even if the 
decedent does not own the life insurance policy outright (such as 
might be the case with policies owned by an employer), if the dece-
dent had some incident of ownership, such as the right to name a 
beneficiary, then the proceeds must be included in the gross estate. 
Examples of incident of ownership include the right to borrow 
against the policy cash values; the right to cash in, surrender or 
cancel the policy; the right to pledge the policy as collateral for a 
loan; and the right to receive policy dividends.

You can avoid including insurance proceeds from a life insur-
ance policy by assigning all incidents of ownership to an irrevocable 
life insurance trust. But you must set up this trust at least three 
years before your death in order for the proceeds to be left out of 
the estate.

Question 80. How is joint property calculated in the 
gross estate?

How joint property is calculated depends upon the type of joint 
ownership. Two types of ownership do not include the right of sur-
vivorship: tenancy in common and traditional community property. 
In these situations, the decedent is considered to have a fractional 
interest in the property, and that fractional interest is included in 
the gross estate.

If the ownership includes a right of survivorship, such as joint 
tenancy with right of survival or tenancy by the entirety, then the 
portion of the property included in the gross estate will be depen-
dent on the relationship of the owners. If the joint owners are hus-
band and wife, one-half of the value of the property is included in 
the gross estate no matter how much each spouse contributed to 
the property. There is an exception to this if the joint tenancy was 
created before 1977. In that case, the surviving spouse can choose 
to use the rules for joint owners who are not spouses.
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For joint owners who are not spouses, the portion of the 
property’s value that will be included in the decedent’s estate will 
depend upon the decedent’s contribution when the property was 
purchased. For example, if you can prove that the decedent only 
contributed 33 percent of the cost to purchase that joint property, 
then only 33 percent of the current value of the property would be 
included in the decedent’s gross estate. 

Question 81. Are survivorship benefits (retirement 
benefits, pensions, annuities) included in the gross 
estate?

Inclusion of survivorship benefits for retirement benefits, pensions, 
or annuities in the gross estate depends upon what happens to the 
value of those benefits upon the decedent’s death. In some cases, 
the benefits for an annuity may end, and nothing will be added to 
the decedent’s gross estate. If the benefits will be paid in a lump 
sum upon death, then the lump sum is added to the gross estate.

If the periodic benefits will continue to be paid after the dece-
dent’s death, then you must calculate the present value of those 
benefits. That present value should be added to the gross estate. 

Formulas for calculating present value depend upon the type 
of annuity. If the annuity is a private annuity (any annuity issued by 
an entity other than an insurance company, such as an employer), 
use the interest set by the IRS, called the applicable federal rate, to 
calculate the present value. The IRS does publish valuation tables 
to make this calculation easier. For example, you can access the 
June 2007 rate table online at the IRS Web site http://www.irs 
.gov/pub/irs-drop/rr-07-36.pdf. 

If the annuity is provided by a commercial insurance com-
pany, the present value is measured by the premium charged for a 
newly issued single life annuity on the survivor’s life, which is the 
amount you would have to pay to buy the same type of annuity on 
the survivor’s life.

http://www.irs.gov/pub/irs-drop/rr-07-36.pdf
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Question 82. Is property subject to a qualified conserva-
tion easement included in the gross estate?

You can reduce the value of land to be added to your gross estate by 
up to 40 percent by setting up a qualified conservation easement. 
You give up the right to develop, improve, or modify the property 
in the easement.

To keep the value of this land out of your gross estate, you 
must:

Own the land for a three-year period before your death.
Make a qualified conservation contribution of the property 
in perpetuity to a qualified charitable organization.
Maintain no development rights over the granted 
easement.

Preservation of a certified historic structure does not qualify 
as a conservation purpose for this estate tax exclusion. Also if there 
is still debt financing on this property, only the equity portion of the 
property value is eligible for the exclusion.

Question 83. What are lifetime transfers, and how are 
they included in the gross estate?

Even if you give away large portions of your estate prior to your 
death, those portions must still be included when calculating the 
gross estate. Each year you can give a gift of up to $12,000 to any 
person without having to worry about it being a taxable transfer 
for gift or estate tax purposes. A couple can give up to $24,000 to 
any individual. The annual exclusion amount can be adjusted by 
the government annually for inflation. Larger gifts are considered 
lifetime transfers and are taxable through gift taxes or estate taxes. 
Up to $1 million of taxable lifetime transfers are excluded from the 
gift tax, but any gifts above that level are taxed. When calculating 
the gross estate, all taxable lifetime transfers must be added to the 
calculation.

■

■

■
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Question 84. If a person retains a lifetime interest in 
property, is that included in the gross estate?

If you transfer your property to a family member prior to your 
death but retain an interest in that property until your death, then 
the value of that property must be included in your gross estate. For 
example, suppose you give your home to your son or daughter but 
keep a life estate in the property (continue to control the property 
until your death). The value of the property will be calculated as 
part of your gross estate. 

This is also true if you establish an irrevocable trust but keep 
the right to receive income from that trust while you are alive. You 
can stipulate that you will receive income from that trust for fifteen 
years, and as long as you die after the last payment, the value of the 
trust will not be included in your gross estate. But if you stipulate 
that the payments from the trust will continue until one month 
prior to your death, the trust value must be included in your gross 
estate. In fact, any measurement of your ownership in property that 
is based on your death will make that property subject to estate 
taxes.

Question 85. What is retaining a reversionary interest 
and is it included in the gross estate?

If you hold a reversionary interest in property that you give away, 
even if you haven’t gotten that property back, the value of the 
property must be included in the gross estate. For example, sup-
pose you gave another person a piece of property, and one of the 
provisions of that gift was that the property would revert to you if 
the recipient of the gift died before you. In this case, you still have 
sufficient control of the property for it to be considered property in 
which you have an interest, and it must be included in your gross 
estate.
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Question 86. What is retaining the rights to alter, termi-
nate, revoke, or amend the transfer of property, and is 
the property included in the gross estate?

If you maintain any right to alter, terminate, revoke, or amend an 
agreement that transfers property you own to another individual 
or entity, that property must be included in the gross estate. For 
example, if you set up a revocable trust and put property you own 
in that trust, it is assumed you still have an interest in that property, 
and the property’s value must be included in your gross estate.

Question 87. What is the three-year inclusionary rule?

Even if you give property away, if that gift of property was within 
three years of your death, it may still need to be included in your 
gross estate. This is known as the three-year inclusionary rule, which 
is sometimes known as the “transfers in contemplation of death” 
rule. There are three basic parts to this rule:

	1.	 Transferring your retained interest in a property within three 
years of your death. If you give up your rights to a life estate 
within three years of your death, the value of that property 
will still be included in your gross estate.

	2.	 Transfers of insurance. If you transfer all incidents of ownership 
in a life insurance policy on your life to someone else within 
three years of your death, then the proceeds of the life insur-
ance policy must be included in your gross estate.

	3.	 Gift taxes. If you pay gift taxes on any gifts within three years 
of your death, these taxes are included in the gross estate.

Question 88. What can be deducted from the gross 
estate?

Your gross estate can be reduced with many different kinds of 
deductions. Common deductions include:
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Debts
Funeral expenses
Administrative expenses
Casualty and theft losses
State estate taxes paid
Marital deduction
Charitable deductions

After the first four deductions are subtracted, this is known as 
the adjusted gross estate. When the last three deductions are taken, 
this becomes the taxable estate. (More about what can be included 
in these deductions is discussed in Questions 89 to 96.)

Question 89. How are debts, mortgages, and liens 
deducted from the gross estate?

Any financial obligations owed by the decedent can be deducted 
from the gross estate. This includes accrued rent and lease payments, 
credit-card balances, open accounts at retailers, mortgages, promis-
sory notes, and property liens, as well as any due but unpaid taxes.

Question 90. How do you calculate funeral expenses to 
be deducted from the gross estate?

As long as the funeral expenses are reasonable, they can be deducted 
from the estate. These reasonable expenses can include a headstone, 
even if it is somewhat extravagant; a burial plot and its future care; 
travel expenses of persons necessary for the ceremony; and the costs 
of a meal for guests after the ceremony.

Question 91. What administrative expenses can be 
deducted from the gross estate?

The cost of managing a decedent’s estate can be high, and any rea-
sonable expenses can be deducted from the gross estate. This can 

■
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include the appraisal fees, attorneys’ fees, insurance bills to protect 
the property until sold or distributed to heirs, personal representa-
tive’s commission, probate fees, rent (e.g., to keep a retail establish-
ment open until a business is sold or distributed to heirs), safe-
keeping fees (e.g., to pay security for the property or maintenance 
on the property if needed), trust fees, and utility bills.

The federal estate tax return is due nine months after the 
decedent’s death. If the estate remains open and undistributed at 
that time, you can ask for a six-month extension or estimate what 
all the administrative expenses will be. You can also decide to claim 
any unclaimed administrative expenses on the final estate federal 
income tax return.

Question 92. Can you deduct estate taxes paid to a for-
eign government?

If you own property in another country, you may be subject to estate 
taxes by that foreign government. The U.S. government permits you 
to deduct these taxes provided that the property located in that 
foreign country is included in calculation for the gross estate in the 
United States or the property was transferred for public, charitable, 
or religious uses. While this deduction is available, few people use 
it. Instead they use a tax credit that is available in the credit section 
of the taxable estate calculation, which usually saves more money. 
(See Question 101 for more information.)

Question 93. What theft and casualty losses can be 
deducted from the gross estate?

You can deduct any theft or casualty losses incurred after the dece-
dent’s death, which are not covered by insurance, and before the 
distribution to beneficiaries or heirs. For example, if the decedent’s 
house burns down before the estate is settled and the insurance 
on the home covers only 90 percent of the fair market value, the 
portion of the value not covered by the insurance company can be 
deducted from the gross estate.
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Question 94. What state estate taxes can be deducted 
from the gross estate?

When the Economic Growth and Tax Relief Reconciliation Act of 
2001 was passed in 2004, the credit for state estate taxes was killed, 
and a deduction was added instead. A deduction is worth less than 
a credit, because while a deduction reduces the amount of the gross 
estate, a credit reduces the amount of the taxes due. So you can 
deduct state estates taxes in 2007 to 2009. In 2010, it won’t matter 
because if you die in 2010, there will be no federal estate taxes. But 
if you die after that time, and there is no change to the law, then 
the old estate tax law becomes law again, and the state estate tax 
credit can be used.

Question 95. What is the marital deduction, and how is 
it calculated?

If you give your entire estate, even if it’s $100 million, to your sur-
viving spouse, the marital deduction can erase the potential estate 
tax liability to zero, as long as the money transfers to your spouse in 
a qualified way. The best way to guarantee this deduction is to pass 
your property to your spouse through a will, beneficiary designa-
tion, or right of survivorship. This removes any chance of doubt that 
the property was passed in a qualified way. 

If you die without a will and your spouse receives property 
under state intestacy law, doubts could arise. In most cases, your 
spouse would still be able to take the marital deduction—but why 
risk it? It’s best to be sure all your property will transfer by drawing 
up a will, beneficiary designation, or survivorship.

The marital deduction can only be used by a marriage between 
one man and one woman. Marriages between same-sex couples are 
not recognized in federal law after the passage of the Defense of 
Marriage Act.
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Question 96. How much can be deducted in charitable 
contributions from the gross estate?

The amount you can deduct for a charitable contribution is unlimited 
provided the charity qualifies under federal estate tax law. If the charity 
is a public charity, there is little doubt about qualification, because 
whether the charity qualifies for tax deductibility is publicly known. 
You may find it more difficult to prove qualification if the charity is a 
private foundation. The IRS publishes a list of charities that qualify for 
gift and estate tax purposes. If you want to make a charitable contri-
bution in your will, contact the IRS before writing that will to be sure 
the charity qualifies for federal estate tax deductions.

The law allows this deduction for the contribution of cash or 
property only. You can’t give a charity the right to use the property 
for free to get a deduction; you must actually give the charity title 
to the property.

Question 97. What are adjusted taxable gifts, and how 
do they impact the calculation of the estate tax?

All post-1976 gifts made by the decedent must be adjusted to 
remove the taxable portion of the gift. This is done by including 
gift items based on their value at the time of the gift, while other 
items in the gross estate are valued at fair market value at the dece-
dent’s death or six months after the death if that time frame is 
chosen. This can make a significant difference in the total of the 
gross estate, especially if the gift changed in value between the time 
it was given and the time of the decedent’s death. For example, sup-
pose parents gave their home to their child and moved to a smaller 
place. At the time of the gift, the home was worth $150,000, but at 
the time of the parents’ death, the home was worth $300,000. Only 
the $150,000 would need to be included when calculating the gross 
estate and gift or estate taxes. 

Any gift taxes paid on the gift are subtracted as a credit, so 
taxes won’t be paid twice.
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Question 98. What is the gift taxes payable credit?

Any gift taxes paid out of pocket for gifts given after 1976 can be 
subtracted from the gross estate tax. This gift taxes payable credit 
can only be taken if the decedent made taxable transfers of property 
during his or her lifetime that cumulatively exceeded the gift tax 
applicable exclusion amount in any one year. The exclusion amount 
in a year is $12,000 for an individual and $24,000 for a couple. The 
annual exclusion amount can be adjusted annually for inflation.

Question 99. What is the applicable credit?

The applicable credit is the full amount of an applicable credit 
allowed in the year of the decedent’s death. You’re entitled to the full 
credit because all gifts have been included in the gross amount of 
the estate. The following IRS charts show the 2007 federal tax rates 
for estates and trusts and the tax applicable exclusion amount.

2007 Federal Tax Rates for Estates and Trusts
Over $10,450 
2007 Federal Estate and Trust Tax Rates

If taxable income is: The tax is:

Not over $2,150 15% of the taxable income

Over $2,150 but not over $5,000 $322.50 plus 25% of the excess 
over $2,150

Over $5,000 but not over $7,650 $1,035 plus 28% of the excess 
over $5,000

Over $7,650 but not over $10,450 $1,777 plus 33% of the excess 
over $7,650

$2,701 plus 35% of the excess 
over $10,450
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Increased Estate Tax Applicable Exclusion Amount

An estate tax return for a U.S. citizen or resident needs to be filed 
only if the gross estate exceeds the applicable exclusion amount, 
listed here:

Applicable Exclusion Amounts

Year Exclusion Amount

2006, 2007, and 2008 $2,000,000

2009 $3,500,000

Question 100. What is the credit for federal gift taxes?

This credit is allowed for any gift taxes paid out of pocket prior to 
1977. The credit can also be taken for gift taxes paid out of pocket 
by the decedent’s spouse on gifts for which the decedent was the 
donor but the gifts were split. The credit that can be taken is equal 
to the lesser of the gift tax or the estate tax paid on the property in 
question. The purpose of this credit is to avoid double taxation of 
transferred property.

Question 101. What is the credit for foreign estate taxes?

You can take this credit if you paid taxes on property to a foreign 
country that is located outside the United States, as long as the 
property is included in the gross estate in the United States. The 
credit is limited to the lesser of the foreign estate or the amount of 
the U.S. estate attributable to the property in question.
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Question 102. What is the prior transfer credit?

To avoid double taxation, this credit is allowed on taxes paid for 
property received ten years before or two years after the death of the 
decedent. If the property was included in the taxable estate of the 
transferor and a beneficial interest in the property was transferred 
to the decedent, the decedent’s estate does not need to include any 
interest in the property at death. This credit can be used even if the 
decedent sold the property or gave it to charity.
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C h a p t e r  8
Estate Tax Planning

Chapter 7 presented the key factors that go into calculating gift and 
estate taxes. This chapter focuses on minimizing the estate taxes 
that will need to be paid on your estate. Through various types of 
trusts, you can significantly reduce your estate taxes.

Question 103. What are the goals of estate tax planning?

There are three important reasons to do estate tax planning:

	1.	 To lower the value of your gross estate
	2.	 To increase the deductions your estate will be eligible for or 

entitled to take
	3	 To maintain the estate’s eligibility for as many credits as 

possible

These may sound obvious, but they’re not always easy to attain. 
Consult an estate tax planner to be sure the strategies you plan to 
use will actually work when the taxes are calculated on your estate.
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Question 104. How can you reduce the gross estate?

You can reduce your gross estate by giving away assets during your 
lifetime. However, to avoid ending up with the full value of these 
assets included in your estate, you must give them away more than 
three years before your death. The three-year inclusionary rule (see 
Question 87) could force those assets to be included in your gross 
estate. You also must give the property away without retaining any 
rights for the strategy to work.

While it is true that you must include the value of gifts in your 
gross estate, a gift of property more than three years before your 
death is included based on the value of that gift at the time it was 
given rather than at the time of your death. For example, suppose 
you gave your son or daughter the title to property worth $100,000 
in 2000. At the time of your death, that property has jumped in 
value to $300,000. When calculating the estate, the property value 
would be $100,000 not $300,000. Had you held on to that property, 
the gross estate would have to include the higher $300,000 value.

Question 105. How can you preserve or increase the 
estate tax deductions and credits?

There are three tools that can help you preserve or increase your 
estate tax deduction and credits. They are as follows:

	1.	 Marital deduction. This deduction is unlimited for any property 
you leave to your spouse. Any assets given to the spouse can 
delay taxation until after the death of the surviving spouse.

	2. 	 Charitable deduction. The deduction is unlimited for any prop-
erty you leave to a qualified charity. The IRS publishes a list of 
qualified charities for federal estate tax purposes. Be sure the 
charity you pick is on that list.

	3.	 Applicable credit amount. You can end up giving too much of 
your estate to your spouse or a charity without taking full 
advantage of the applicable credit amount. 
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Basically in planning your estate, be sure to consider the appli-
cable credit amount before increasing your deductions with marital 
or charitable deductions. Otherwise you can end up writing off all 
taxes when the first spouse dies and paying even more taxes on the 
total estate when the surviving spouse dies because the marginal 
tax rate is higher.

Question 106. How do you manage the marital deduc-
tion for estate tax planning purposes?

There are no taxes on gifts between spouses. The IRS allows trans-
fers between husband and wife without any taxable event for gift 
or estate tax purposes because the IRS sees the couple as one eco-
nomic entity rather than two. The use of a marital deduction does 
not eliminate the payment of estate taxes, it just delays it.

Trusts generally cannot be used to minimize future taxes that 
must be paid on the marital estate when the second spouse dies, 
even though the marital deduction can delay those taxes. When 
managing the assets used as part of a marital deduction, trusts are 
often used for non-tax reasons, including:

Some trusts give the spouse who grants the trust control 
over who will get the assets after the spouse who receives 
the trust dies. For example, suppose the husband wants to 
give his second wife a trust that she can use while she is alive 
but wants to give children from his first marriage rights to 
the remaining funds in the trust. He could accomplish this 
through a qualified terminable property trust (QTIP). (I 
talk more about the QTIP trust in Question 109 and the 
bypass trust, another way of handling such situations, in 
Question 110.)
If set up properly, a trust can protect assets from the claims 
of the beneficiaries’ creditors.
Trusts provide for professional management of assets, 
which might offer more expertise than the individual ben-
eficiary may have.

■

■

■
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Question 107. What is the power of appointment trust 
(marital trust)?

This is a common type of marital trust where the recipient spouse 
gets an income interest for life and the power to decide where the 
remaining funds should go either during her lifetime or after her 
death. If the trust is given as a gift during her lifetime, then gift 
taxes apply. Any money left in the trust at the recipient spouse’s 
death would be subject to estate tax.

This type of marital trust is used if the spouse establishing 
the trust:

Desires to leave the funds in trust rather than as an out-
right transfer of assets. (In this case, a professional would 
manage the assets of the trust.)
Decides to use the marital deduction for these assets
Wants to give his or her spouse the maximum possible 
control over the assets
Does not care if the recipient spouse changes the person 
who will receive any remaining funds after the death of the 
recipient spouse

Question 108. What is an estate trust?

In this trust, the spouse who establishes the trust names her sur-
viving spouse as the sole beneficiary of the trust. Any income or 
money left in the trust at the end of the recipient spouse’s life-
time would be distributed based on the provisions of the recipient 
spouse’s will. The primary difference between this type of trust and 
a power of appointment trust is that income paid to the recipient 
spouse is discretionary and not mandatory. The trustee makes a 
determination about when to pay the recipient spouse income and 
how much that income should be.

The biggest advantage is that this trust qualifies for the mar-
ital deduction but doesn’t make it mandatory to pay the recipient 
spouse anything. Although rarely used, if a couple wants to get full 

■
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■

■
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advantage of the marital deduction yet leave all the money in the 
trust for their children, this is one possible vehicle to make that 
happen. The recipient spouse maintains full control over whom to 
leave the money to through his will.

Question 109. What is the QTIP trust?

The qualified terminable property trust (QTIP) is similar to the 
power of appointment trust in how income is paid to the recipient 
spouse, but its key difference is that the spouse establishing the 
trust decides who will get any trust funds remaining after the death 
of the recipient spouse. So the spouse establishing the trust main-
tains more control of the money then he would with a power of 
appointment trust. This trust qualifies for the marital deduction but 
leaves the distribution of assets to the discretion of the personal 
representative, who can decide to use the marital deduction for part 
or all of the trust assets. Use this trust if you want:

To leave property in trust rather than as an outright 
transfer
To enable flexibility about whether the marital deduction 
should be used for the trust funds
To ensure that your spouse will receive mandatory income 
for the rest of his or her life
To be sure that you can name the recipient of any remaining 
funds in the trust after the death of your spouse

Question 110. What is bypass planning?

To be certain that the appropriate amount of the estate does not fall 
under a marital or charitable deduction, which would use up a por-
tion of the estate tax exclusion, a bypass trust can be used. This type 
of trust will not qualify for the marital deduction, because it will 
name the surviving spouse as just one of several income beneficia-
ries of the trust. As indicated earlier, it’s important not to waste the 

■

■

■
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estate tax applicable exclusion, because then all the assets that go to 
the surviving spouse become taxable. By adding both the husband’s 
and wife’s shares and putting all the assets in one pot at the death 
of the first spouse, the tax margin could be a lot higher when the 
surviving spouse dies.

Use a bypass trust if you

Want to leave property in trust rather than as an outright 
transfer
Do not want to use the marital deduction for the assets 
placed in the trust
Want to include more than just your spouse as income 
beneficiaries
Want to control who will get the assets at the death of your 
spouse

Question 111. What strategies can be used to combine 
marital and bypass trusts?

If you know that you will have to pay estate taxes, one of the best 
ways to minimize or delay those taxes is a combination of both 
marital and bypass trusts. Use the bypass trust to use up your estate 
tax applicable exclusion and then put the remaining assets in a mar-
ital trust, such as the power of appointment trust, to protect the rest 
of your assets from immediate estate taxes. Since this trust qualifies 
for the marital deduction, all assets in that trust will not be taxed 
until the death of the surviving spouse.

If you want your surviving spouse to have less control of the 
assets and not argue about who should get those assets after his 
or her death, then use the QTIP trust rather than the power of 
appointment trust. Often a combination of the three trusts will be 
used, which will allow the surviving spouse full control of the power 
of appointment trust but leave the disbursement of the assets in 
the QTIP trust to the trustee to ensure money will be there for the 
children and grandchildren.

■

■

■

■
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Question 112. How do you use the charitable deduction 
in estate tax planning?

The simplest way is to transfer the assets completely through a fee 
simple title to the cash or property you want to leave to the charity. 
But, often a person wants to leave only a partial interest in those 
assets. To make a partial charitable contribution that will meet the 
requirements of the charitable deduction, there are several types of 
trusts you can use including the remainder trust, the charitable lead 
trust, and the charitable remainder annuity trust. (See Questions 
113 to 116 for a review of these types of trusts.) All these types of 
trusts guarantee that the charity will get some part of the property 
in the trust for which the deduction is allowed.

Question 113. What is the remainder trust in a farm or 
personal residence?

Use a remainder trust if you want to make provisions for your farm 
or personal residence to be donated to a charity but guarantee that 
your surviving spouse can live on the farm or in the residence for 
the remainder of her or his life. The value of this property would 
then qualify for the charitable deduction.

If the person named to have the life estate is your spouse, the 
marital deduction would initially be used to avoid estate taxes upon 
your death. Upon the death of the surviving spouse, the charitable 
deduction would then be used. The allowable charitable deduction 
would be computed using the appropriate IRS tables and applicable 
federal rate.

Question 114. What is a charitable lead trust?

If you want to leave an income for one of your favorite charities for 
a set number of years and then name a recipient for the remaining 
trust assets, you can use a charitable lead trust. The charity has first 
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priority over the income interest in the trust. The trust is irrevocable 
and can last for a specified number of years, for your life, or for the 
life of a specified person who must be living at the time the trust 
is established. 

To qualify for the charitable deduction, you must set up guar-
anteed annuity from the trust assets or a fixed percentage of the 
value of the assets. If the trust’s interest income does not meet the 
guaranteed amount, the rest of the payment must be taken from 
the trust’s principal. The charitable deduction is then calculated by 
finding the present value of the income stream using the IRS actu-
arial tables and the applicable federal rate.

Question 115. What is a charitable remainder trust?

You may decide to make provisions for a portion of your remaining 
assets to go to charity, but you want some other beneficiary, who 
is not a charity, to receive some portion of the assets first. You can 
do this by establishing a charitable remainder trust. Initially the 
interest income would go to the non-charitable beneficiaries, and 
any remaining assets would go to the charity. This type of trust is 
irrevocable and can last for the lifetime of the named non-charity 
beneficiaries or for a specified number of years, which cannot exceed 
twenty.

Congress added requirements in 1997 to establish charitable 
remainder trusts that qualify for the charitable deduction. For the 
trust to qualify, the annuity payment in any one year cannot be more 
than 50 percent of the initial fair market value of the trust, or the 
percentage specified cannot be more than 50 percent of the trust. 
Also the value of any remainder interest must be at least 10 percent 
of the fair market value of the trust assets on the date the trust is 
established. These new provisions were added to ensure some of the 
trust’s assets actually go to the charity.
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Question 116. What are a charitable remainder annuity 
trust and a charitable remainder unitrust?

The primary difference is the way in which the ongoing payments 
to the beneficiaries of the trust are calculated. With a charitable 
remainder annuity trust (CRAT), the payment to beneficiaries is a 
set sum that cannot be less than 5 percent of the initial fair market 
value of the trust assets. With a charitable remainder unitrust 
(CRUT), the payments to beneficiaries are a fixed percentage that 
must be at least 5 percent. Any time the interest income of the trust 
does not meet the payout requirements, the principal of the trust 
must be used. A fixed percentage, such as that used in the CRUT, 
can be more risky if you want to be certain that the principal assets 
are not used.

Question 117. What are pooled income funds?

Pooled income funds, which must be established by a public charity, 
are a type of charitable remainder trust that pools your donated 
assets with others’ assets. These funds are used by people who want 
to take advantage of the estate tax charitable deduction using a 
charitable remainder trust but don’t have enough assets to warrant 
the costs of setting up an individual trust. 

When a decedent’s estate transfers property to the fund, the 
decedent’s will can specify that one or more individuals who are 
alive at the time of the transfer will get a life income interest in 
the property transferred. The remaining value of the property then 
becomes a charitable contribution; the charity involved has an 
irrevocable vested remainder interest in the property. The income 
interest paid to the named beneficiaries is paid out as a percentage 
of the total contributed by their donor/decedent. When the income 
beneficiaries die, the principal amount remaining is passed to the 
public charity.
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Question 118. What is a qualified funeral trust?

Funeral expenses can be deducted from your gross estate. One way 
to set aside these expenses while you are still alive and be sure that 
they will be deductible is to establish a qualified funeral trust. For 
this trust to meet the requirements, it must:

Result from a contract with a person in the trade or busi-
ness of providing funeral or burial services 
Have the sole purpose to hold, invest, and reinvest funds 
in the trust and to use these funds for the sole purpose of 
paying for funeral or burial services for the benefit of the 
beneficiaries of the trust
Permit only beneficiaries who are named in the trust to 
be provided services upon their death under the specified 
contract with the funeral company
Be set up specifically for the purpose of a qualified funeral 
trust. (You can’t designate a trust set up for another pur-
pose as a qualified funeral trust after the person’s death to 
avoid taxes.)
Be owned by the purchasers of the contract

■

■

■

■

■
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C h a p t e r  9
Rules on Giving—
Federal Gift Tax 

You may want to give away your assets while you are alive so you can 
watch your beneficiaries and heirs enjoy them. Be careful, because 
sizable gifts are not completely tax free. Chapter 8 focused on gift 
and estate taxes. In this chapter, I review what a gift is and the 
nuances of how you can give a gift to minimize those taxes.

Question 119. What is a gift?

A gift can include money or property, including the use of property, 
that is given without expecting to receive something of equal value 
in return. You may also be making a gift if you sell something at 
less than its value or make an interest-free or reduced-interest loan. 
The IRS takes a very broad view of whether an asset is a gift. The 
federal gift tax applies to any completed direct or indirect lifetime 
transfer of property by a competent donor for less than the full or 
adequate consideration in money. That means, the IRS can deter-
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mine something is a gift even if you did not intend it to be. The 
person receiving the gift doesn’t have to pay taxes on it but will have 
to pay taxes on any income generated by the gift. The person giving 
the gift may have to pay gift or estate taxes on it. 

Certain intrafamily transactions can actually end up being 
gifts when you didn’t intend them to be. Here are some common 
situations to watch out for to avoid giving a gift when you don’t 
intend to do so:

Forgiveness of a legally enforceable debt. Parents often given 
their children a loan to go to school, buy a house, or start a 
business. If you forgive the loan, and this loan exceeds the 
maximum allowable amount in a given year, you could end 
up owing gift taxes.
Intrafamily loans. Parents or family members often make a 
loan to another family member at an interest rate consider-
ably below what would be charged at a bank. If the amount 
of interest saved would be more than the allowable amount 
in a given year, you could end up owing gift taxes.
Bargain sales. Sometimes an older family decides to sell an 
asset to a younger family member at a price well below 
market value. This can be considered a bargain sale, and you 
may have to pay a gift tax on the difference between what 
the younger family member pays and the market value of 
the asset.

You can give up to $12,000 in 2007—$24,000 as a couple—
without having to worry about paying taxes on the gift. This amount 
is adjusted annually for inflation. Cumulatively over your lifetime, 
you can give up to $1 million without having to pay gift taxes, but 
the amount of the gifts you give will be added to the value of your 
gross estate.

There are some exceptions to the tax rules on gifts. The following 
types of gifts do not count against your annual gift-giving limit:

■

■

■
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Tuition or medical expenses that you pay directly to an 
education institution or medical institution for someone’s 
benefit
Gifts to your spouse
Gifts to a political organization for its use
Gifts to charities

If you receive a gift in exchange for services, it is not consid-
ered a gift and should be reported as income. You do not have to 
report the receipt of a true gift on your income taxes.

Question 120. How do you calculate the fair market 
value of gifts?

Generally the fair market value of a gift is calculated based on the 
value of the gift on the date of transfer. If you undervalue the gift 
on your gift tax return by 50 percent or more, you can be penalized 
for that undervaluation. The IRS states that the fair market value of 
a gift is “the price at which property would change hands between 
a willing buyer and a willing seller, neither being under a compul-
sion to buy or sell and both having reasonable knowledge of the 
relevant facts. The fair market value of a particular item of property 
includible in the decedent’s gross estate is not to be determined by a 
forced sale price. Nor is the fair market value of an item of property 
to be determined by the sale price of the item in a market other 
than that in which such item is most commonly sold to the public, 
taking into account the location of the item wherever appropriate.” 
In other words, for most gifts the fair market value equals the retail 
price at which the gift could have been purchased on the open 
market. (Chapter 6 discusses the calculation of fair market value 
for various types of assets.)

■

■

■

■
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Question 121. What are the filing requirements for gifts?

When you make a gift that is subject to the gift tax, you must file 
IRS Form 709. If a couple makes a gift, each person must file this 
form. There is no such thing as filing a gift tax return jointly. If you 
do make a gift jointly and it is less than two times the maximum 
annual exclusion amount ($24,000 in 2007), your spouse may sig-
nify consent to split the gift without filing a separate form.

In addition to filing Form 709, you must attach these docu-
ments, if appropriate:

Copies of transfer documents, such as deeds or trusts
Statements from the insurance companies on Form 712, 
Life Insurance Statement, for each insurance policy listed 
on Form 709
Financial documentation if the gift transfer involves a 
closely held business interest
Professional appraisals of assets, especially if real estate is 
involved in the transfer

You file your gift tax return on the same date as your income 
tax return. For example, if you make a large gift in June, it does not 
have to be reported until April 15 of the next year. The only time 
this deadline may be different is if the gift tax return is being filed 
after a death. In that case, the federal estate tax return must be filed 
within nine months after the death unless a six-month extension is 
requested. The gift tax return must be filed at the same time as the 
estate tax return, if it is due before April 15.

Question 122. What are special valuations for intrafamily 
transfers?

Valuation on gifts involving intrafamily transfers can be particularly 
difficult to prove satisfactorily to the government when they involve 
a closely held business. In fact, four sections of the gift and estate 
tax codes are concerned with how to value intrafamily transfers. 

■

■

■

■
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Section 2701 applies specifically to transfers relating to corporate 
or partnership interests when there is no established market for 
such interests. Section 2702 applies to transfers in trust or trans-
fers of term interests. Term interests include any interest that will 
last only for a specified amount of time or a lifetime. (Trusts and 
term interests are discussed further in Question 124.) Section 2703 
applies to restrictions on the right to acquire, use, or sell property 
at less than fair market value or in a buy-sell agreement among 
business partners. (Buy-sell agreements are presented in Question 
125.) Section 2704 applies to liquidation issues. If you are planning 
to make a gift to a family member, work with a financial adviser or 
attorney familiar with the intrafamily transfer laws. The govern-
ment pays close attention to these types of transfers because of the 
valuation games some taxpayers have played. Penalties can be high 
if you don’t value these gifts appropriately. 

Question 123. How is the valuation for purposes of gift 
taxes determined on lifetime transfers?

When valuing a lifetime transfer for the purposes of gift taxes, 
three basic situations must exist for this type of intrafamily transfer 
to be legitimate:

	1. 	 There must be a gratuitous transfer, which is a transfer of 
property other than at fair market value. 

	2. 	 The donor and the donee must be related.
	3. 	 The donor or a member of the donor’s family must retain 

ownership interest in what is given away.

You cannot use the rules of Section 2701 and 2702 if the 
transfer involves a sale, a transaction between strangers, or the 
transfer of the donor’s (and all applicable family members’) entire 
interest in the asset. 

In valuing this type of transfer for the purposes of gift taxes 
when the donor gives only part of his or her interest in the asset, 
subtract the value of what the donor has retained from what he or 
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she owned prior to the transfer. This method of determining value 
is called the subtraction method. Under certain conditions, the IRS 
can rule that the value of the property retained is zero, and you 
must pay gift taxes on the entire value of what was owner prior to 
the transaction. So don’t try to do this type of transfer on your own. 
Seek professional advice.

Question 124. How is the valuation calculated on 
retained interests trusts and term interests?

When transferring interests in trust or by a term interest, the gift 
tax value is determined by the subtraction method, as discussed in 
Question 123. This does apply if the property transferred into the 
trust is a personal residence used by the beneficiaries of the trust. 
Whether the retained interests will be valued at zero or at the value 
found by using the subtraction method will depend upon whether 
the interest meets the definition of a qualified interest. If the trans-
feror and applicable family members hold control of the entity (50 
percent of the stock or partnership interest) and the transferor and 
applicable family members retain liquidation, put, call, or conver-
sion rights, then the retained interests are nonqualified and will be 
valued at zero.

For the IRS to consider that the donor or applicable family 
member has a retained interest of more than zero, which would 
mean they have a qualified interest, the retained right must give the 
donor something of economic value that will be subject to estate 
or gift tax at some future point. The IRS wants to ensure that the 
entire value of the asset will be subject to transfer tax at least once.

Question 125. What is the effect of buy-sell agreements, 
options, and restrictions on valuation on the gift tax?

Buy-sell agreements can help to transfer property at less than fair 
market value, provided that they can be proven to be a bona fide 
business arrangement. While this can be more easily done when 
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strangers are involved, they can also be used with intrafamily trans-
fers. The key things you must prove for a buy-sell agreement, option, 
or any other restriction on the right to acquire property at less than 
fair market value when intrafamily transfers are involved include:

The arrangement cannot be simply an attempt to transfer 
property to a family member for less than the full and ade-
quate consideration in money.
The terms of the agreement you draft with the family 
member must be similar to arrangements that would be 
made by persons in an arm’s-length transaction. An arm’s-
length transaction is defined as a transaction between two 
parties that is conducted as though they were not related 
and there is no question of a conflict of interest.

Question 126. How are lapsing rights or restrictions 
treated under gift tax rules?

Sometimes in a complicated intrafamily transfer of a closely held 
business, there will be a lapse of rights or restrictions. When this 
happens, the period of the lapse can be considered a gift. 

For example, suppose a person gets 5 percent of the income of 
a family business, and there is a lapse of rights for two months. The 
income received during those two months would be considered part 
of the lapse and could be subject to gift taxes if the income exceeds 
the allowable gift tax exclusion of $12,000. 

If a transfer includes a lapse in voting or liquidation rights 
and the individual who holds the right, along with members of the 
family, controls the entity both before and after the lapse, then the 
lapse is treated as a gift or a transfer includable in the gross estate 
of the individual holding the right. When determining the value 
of a transferred interest in a closely held business, restrictions on 
liquidation are ignored unless they are required by federal or state 
law or a commercially reasonable restriction that arises as part of 
financing the business. 

■

■



	 Rules on Giving—Federal Gift Tax	 81

Question 127. What is a lifetime transfer, and when is it 
complete?

A lifetime transfer is a transfer of a portion of ownership during 
a person’s lifetime to the intended heir, but with the retention of 
some benefits from that asset. A lifetime transfer can be a valuable 
tool for closely held family businesses. Suppose the owner transfers 
the business to her children or other family members but retains 
a source of income for herself and continues to consult with the 
successors regarding the operation of the business. This can create 
a problem for estate tax purposes, so it’s important that it is clearly 
stated when the donor relinquishes all dominion and control over 
the gifted property (a business, trust, or other asset). As long as 
the donor reserves certain powers over the gift, it is not considered 
complete. For a lifetime transfer to be considered complete, the 
donor must give up the power to change beneficiaries or alter the 
proportionate shares of beneficiaries. 

When trying to determine the value of a gift, two things must 
be considered: the date the gift was completed and the nature of 
the gifted asset. This can become very convoluted when a lifetime 
transfer is involved. 

In some situations, an ownership interest can be held in a 
completed gift. For example, if a father makes a gift of his business 
to his son but retains a life estate interest in the gift in the form of 
continuing income, it can be considered a completed gift for gift 
tax purposes as long as the father transfers title and all control to 
the son. 

The timing of a gift’s completion can be critical because the 
value of the gift will be based on the date of transfer. If you expect 
an asset to continue to increase in value, you want to lock in the 
earliest possible date for transfer. If you don’t complete the gift 
prior to your death, the transfer date for the purposes of valuing 
the transfer will be the date of death or six months after the death, 
depending upon the date chosen by your personal representative.
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Question 128. How does adding your child’s name to 
property impact the gift tax?

A common practice to avoid probate is to add your child’s name to 
the title of property, such as the parental home. If you do add your 
child’s name as a joint tenant with right of survivorship, then you’ve 
given your child a gift, and that gift may be subject to gift taxes if its 
value exceeds the maximum amount of the annual exclusion. 

Another common practice is for an elderly person to add the 
name of a child or other relative to a joint bank account so the 
younger person can help pay the bills. This means that either person 
has a right to the money in the account. As long as the child or 
other younger person put on the account only writes out checks to 
pay the bills of the older person, then the money will not be con-
sidered a gift. But if the younger person uses the money for himself 
or herself, that amount could be subject to gift tax if it exceeds the 
allowable annual exclusion.

Question 129. What is a defective disclaimer?

Sometimes you may get a gift and decide you don’t want it either 
because you don’t want the value of the gift to be included in your 
estate at death or you want someone else to get the gift. Whatever 
the reason, if you get a gift you don’t want, you must prepare a 
qualified disclaimer to refuse the gift. If you reject the gift without 
meeting the requirements of the IRS, you will have to pay gift or 
estate taxes on it anyway when you give it to someone else. To avoid 
writing a defective disclaimer, here are the key parts of a qualified 
disclaimer:

You must refuse the gift in writing.
You must refuse the gift within nine months by sending 
the refusal to the donor or the legal representative of the 
donor.
You must not accept the interest in the asset or any of its 
benefits.

■

■

■
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You may not have any say in who gets the asset instead of 
you.
Your refusal must be irrevocable and unqualified.

Question 130. What transfers of property are exempt 
from the gift tax?

There aren’t many transfers of property that are exempt from the 
gift tax, but a few do exist. These include:

Transfers to political organizations
Payments that qualify for an educational exemption (see 
Question 131)
Payments that qualify for a medical exemption (see Ques-
tion 132)

Medical and educational payments that qualify for the exemp-
tions are unlimited in amount and do not have to be counted against 
the allowable maximum exclusion for gift tax purposes. These types 
of payments can be made even if you are not related to the person 
receiving the payments.

Question 131. What qualifies as an educational exemption?

The payment must be paid on behalf of an individual to a qualifying 
domestic or foreign organization. Education organizations that 
qualify must maintain a regular facility and curriculum and have a 
regularly enrolled student body in attendance where the educational 
activities take place. The payment must also be made directly to the 
institution and not to the individual for the purpose of tuition. You 
can’t use this exemption for buying books or supplies. Nor can you 
use it for dormitory fees, board, or other similar expenses related 
to getting an education if these expenses are not specifically direct 
tuition payments. Any money given, even if given directly to the 
institution, for other educational costs will be considered a gift and 

■
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could be subject to the gift tax if the amount exceeds the allowable 
annual maximum exclusion.

Question 132. What qualifies as a medical exemption?

The payment must be made on behalf of an individual directly to a 
medical care provider or institution that provided medical care for 
the individual. Medical care expenses can include diagnosis, cure, 
mitigation, treatment, or prevention of disease. The payments can 
also cover the cost of transportation primarily for and essential to 
the medical care. You can also pay the costs of medical insurance for 
an individual and qualify for the medical exemption, provided you 
make the payments directly to the insurance company. You cannot 
pay for medical care that would normally be paid by the individual’s 
medical insurance. If you do make payments toward services that 
would normally be covered by insurance, those payments would be 
considered a gift and could be subject to the gift tax if the amount 
exceeds the allowable annual maximum exclusion.

Question 133. How do you calculate total calendar-year 
gifts?

When filing your taxes for any given year in which you have given 
gifts to others, make a list of those gifts. If the total gift to any 
one person exceeds the allowable annual maximum exclusion of 
$12,000 in 2007, you will be liable for gift taxes. Since you are 
allowed to give away a total of $1 million in gifts over your lifetime 
without paying taxes, you will have to report the gift but won’t actu-
ally have to pay any taxes unless you’ve exceeded your $1 million 
limit. In addition to the allowable annual maximum exclusion, you 
can also reduce your gift tax obligation by splitting the gift with 
your spouse (see Question 134).
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Question 134. How can you split gifts with your spouse?

You can split in half with your spouse the value of any gift you give 
to a third party so long as you haven’t already given your spouse a 
general power of appointment over the gifted property. With gift 
splitting, a couple can give up to $24,000 in 2007 without having 
to worry about gift taxes. To qualify for gift splitting:

Each spouse must be a U.S. citizen at the time of the gift.
You must be married to each other at the time of the comple-
tion of the gift. If you do divorce, you cannot remarry during 
the remainder of the calendar year to avoid gift taxes.
Each spouse must give his or her consent to the gift. You 
can do this by signifying consent on the other spouse’s gift 
tax return or on your own gift tax return.

Question 135. What is the annual exclusion?

The annual exclusion is an amount that you can deduct from your 
gifts that will not be subject to the gift tax. You get this exclusion 
each year, and it is not cumulative from year to year.

In 2007 that exclusion is a maximum of $12,000, and it is 
adjusted each year, if the government deems it necessary, for infla-
tion. The adjustment must be in multiples of $1,000, so it make 
take several years between adjustments before the government will 
decide it’s necessary to make one. The exclusion is set by the next 
lowest multiple. The last time the exclusion amount was adjusted—
from $11,000, which was set in 2002, to $12,000 in 2005—it took 
three years for the change to happen.

For a gift to qualify for this annual exclusion there must be 
a present value to the donee. You can’t use the exclusion if the gift 
does not grant the donee present use of the money or other asset. 
For example, cash, a gift of a life estate in property, or a gift that 
involves a fee-simple interest in property could be considered gifts 
with present value. A gift of a remainder interest in property at 
some point would not qualify for the annual exclusion. 

■
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■
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Question 136. What are gift tax deductions?

After you’ve take an exclusion for each of the gifts you are allowed, 
you may still be able to use one of two gift tax deductions to mini-
mize your gift tax liability: the marital deduction (to find out what 
qualifies, see Question 137) and the charitable (to find out what 
qualifies, see Question 138). As with the federal estate tax, both of 
the deductions are unlimited and can erase your gift tax liability.

Question 137. What qualifies for the marital deduction 
of gift taxes?

Your spouse can receive gifts from you in an unlimited amount. The 
only limits on a marital gift involve the type of interest given. To 
fully qualify for the marital deduction, there are some limitations 
to how the gift is given. 

You must be married at the time of the gift. For federal tax 
purposes, since the Defense of Marriage Act was passed 
in 1996, a qualified marriage is one between a man and a 
woman. A same-sex married couple does not qualify.
The spouse you make the gift to must be a U.S. citizen.
The gift must be included in the donor’s total calendar-year 
gifts.
The donee spouse cannot be given a terminable interest for 
the gift for it to qualify. 

A terminable interest is one that will end after a period of 
time or is based on some contingency. But, as long as an interest 
in the property in question is not given to someone else, the IRS 
usually will allow the marital deduction. 

The donee is given a qualified interest in the property for 
life.

■
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Question 138. What qualifies for the charitable deduc-
tion of gift taxes?

You can give millions of dollars to charity, and all of it will be free 
of any federal gift tax. There are no limits to the amount of money 
or other assets you can donate to charity as long as the charity is on 
the IRS list of acceptable charities. Private operating foundations 
and charitable trusts will be more carefully scrutinized by the IRS, 
but they can still qualify. To qualify for the charitable deduction, 
there are some limitations on how the money can be given. 

You can only use the charitable deduction on cash or prop-
erty. You can’t use it on time or talent.
The total of your gift can only be based on any value above 
what you may have received from a charity in return. 
Transfer cannot be one of partial interest, but the gift and 
estate code provides for some exceptions. (See Question 
155 for more information on a partial interest charitable 
donation.)
You can only claim the deduction for the calendar year in 
which you completed the gift.
The property for which the deduction is taken must be 
included in the donor’s total calendar-year gifts.

■
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C h a p t e r  10
Generation-Skipping 
Transfer Tax

You may think you can avoid paying gift or estate taxes by passing 
property to a grandchild, but you can’t. In 1976 Congress found that 
families were skipping a generation by naming grandchildren on 
trusts and other assets. So, to be sure that some transfer tax, either 
gift or estate tax, was collected in every generation, the generation-
skipping transfer tax (GSTT) was born. Congress’s first attempt 
to pass a law in 1976 didn’t work. A second attempt at designing 
a GSTT in 1985 became law and is still on the books today. This 
chapter explains the tax and how it might affect your family.

Question 139. What is the generation-skipping transfer 
tax?

A generation-skipping tax covers the situation when wealth is not 
transferred from one generation to the next but instead is trans-
ferred two or more generations in the future. For example, suppose 
you decide to give a sizable gift of $200,000 to your grandchild. You 
would have to pay both the gift taxes and the GSTT on that gift. 
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You can avoid paying any gift taxes by applying that gift to your 
applicable credit amount of $1 million over your lifetime in gift 
taxes. You can still skip generations by giving money to your great- 
or great-great-grandchildren, or any person who is more than one 
generation younger than you, because a gift tax is only applied once 
even if you skip more than one generation with your gift. You won’t 
be subject to GSTT if you pay medical or educational expenses 
directly for any person who is more than one generation younger 
than you.

Question 140. What is the difference between a skip 
person and a non-skip person?

You may find when discussing estate strategies with your financial 
adviser that she uses the term skip person or non-skip person. A 
skip person is two or more generations younger than you or your 
spouse. Anyone who does not fit the definition of a skip person is 
considered a non-skip person. 

While you might think that generation assumes a blood rela-
tionship, it doesn’t for the purposes of the generation-skipping 
transfer tax. The only thing the law considers is how many genera-
tions there are between the person giving the gift and the person 
receiving it. If generations are determined by age and not blood 
relationships, then for the GSTT to apply, any person receiving 
funds must be more than 37½ years younger (the period that the 
law defines as a “generation”) than the transferor. 

A spouse or former spouse is always considered to be in the 
same generation, and GSTT does not become a factor when assets 
are transferred. Also charitable entities are not a factor when con-
sidering the GSTT. 

Another exception that rules out the need for GSTT involves 
a family situation where a parent or grandparent dies. A child can 
move closer in generation to the living, and GSTT would not be 
a factor in the gift. For example, suppose a grandparent made a 
transfer to a grandchild, because his or her child had already died. 
The grandchild would not be considered a skip-person because 
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after the death of his parent he moved one generation closer to the 
grandparent. 

Two other key terms than impact GSTT are direct skips and 
indirect skips. The issues involving these terms are covered in Ques-
tions 141 and 142.

Question 141. What is a direct skip?

A direct skip is any transfer to a person who is a skip person, and 
it will be subject to gift tax or federal estate tax. If the property is 
transferred to a trust, the trust will only be considered a direct skip 
if the only people named in the trust are skip persons. In these 
situations, the assets in the trust would be subject to gift or fed-
eral estate taxes. You can’t avoid the GSTT by naming a non-skip 
person in the trust solely for the purpose of trying to avoid GSTT. 
For example, if a grandparent names a parent as custodian for a 
minor child, the naming of the parent would not satisfy the require-
ment of a non-skip person, and the gift would still be subject to gift 
or federal estate taxes as well as GSTT.

You must report a gift made by direct skip on a gift tax return 
in the year that the transfer is completed, if the gift is made while 
transferor is still alive, which means by April 15 of the next year. 
If the transferor is deceased, then the gift will be reported on the 
federal estate tax return.

Question 142. What is an indirect skip?

An indirect skip involves a transfer of assets where at least one 
skip person and one non-skip person have an interest in the prop-
erty after the transfer is complete. For example, suppose you are a 
grandparent and leave a life interest in your estate to your children 
and a remainder interest to your grandchild. That would be an indi-
rect skip. Your children are non-skip persons, and your grandchild, 
who is removed from you by two generations, is a skip person. To 
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qualify as an indirect skip, the non-skip person must have a current 
right to receive income or assets from the transfer. 

Any GSTT that may be due on an indirect skip does not usu-
ally coincide with the federal gift or estate tax that may otherwise 
be due on a direct skip. The GSTT on indirect skips cannot be 
determined when a transfer is completed because it is not known at 
the time of transfer how much of the assets will go to the non-skip 
person or persons and how much will go to the skip person or per-
sons. Only the portion of the transfer that goes to the skip person 
or persons is subject to the GSTT. Therefore the GSTT can only be 
calculated when the non-skip person’s interest is either terminated 
or a taxable distribution of the property is made.

Question 143. What is the GSTT exemption?

Unless you are very wealthy, you won’t have to worry about the 
GSTT, thanks to the lifetime exemption from this tax. This exemp-
tion allows you to make taxable generation-skipping transfers 
during your lifetime and at death in the amount equal to the estate 
tax applicable exclusion, which is $2 million in 2007 and 2008 and 
$3.5 million in 2009. In 2010, there is no estate tax, so there won’t 
be any GSTT, but if the Congress doesn’t act, the old law will go 
back into effect. If this happens, the GSTT will be restored to a 
base amount of $1 million that will be indexed to inflation by the 
next lowest multiple of $10,000.

Question 144. How do you calculate the GSTT?

The GSTT is calculated by determining the taxable amount, which 
is the value of the property received by the transferee times the 
applicable estate tax rate at the time of the transfer if a direct skip. 
If it’s an indirect skip, multiply the value of the property received 
by the transferee by the applicable estate tax at the time the value 
to the skip persons can be determined. The taxable amount can be 



92	 The 250 Estate Planning Questions Everyone Should Ask

reduced by any deduction that is authorized in Section 2053 of the 
estate tax, which includes reasonable funeral and administration 
expenses, certain state and federal estate taxes, debts of the dece-
dent, and liens against property included in the gross estate. But to 
take these deductions, the value of the property received must be 
reduced by the deductions. Any tax advice and tax return prepara-
tion fees you pay can also be deducted from the amount received as 
part of the tax calculation.

Question 145. What is the applicable rate for the GSTT?

The applicable rate for generation-skipping taxes is the same as 
the federal estate tax rate, which is 45 percent from 2007 to 2009. 
There will be no tax in 2010. If Congress doesn’t act, the estate tax 
rates from before 2004 will go back into effect. That could boost 
the estate tax as high as 60 percent for estates between $10 million 
and $17,184,000.
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C h a p t e r  11
Giving While You’re 
Alive—Estate 
Transfer During 
Lifetime

Many people enjoy giving away part of their estate while they are 
still alive so they can watch their family enjoy the gifts. This chapter 
explores what you must consider when you transfer your assets 
while you are still alive.

Question 146. What is an inter vivos transfer (lifetime 
gift)?

An inter vivos transfer includes any transfer of property between 
people who are still living. For example, if you give someone your 
home while you are still living without retaining rights to that 
home, you are making an inter vivos transfer. This gift would no 
longer be part of your estate at your death, because you no longer 
own it. To be counted as an inter vivos transfer, a gift must:
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Be given voluntarily to another person
Be gratuitous, which means you can’t have gotten anything 
in return
Be accepted by the person who received the gift

Question 147. What is a testamentary transfer?

A testamentary transfer is the transfer of property or other assets 
through the use of a will after your death. The property or assets 
remain in your possession throughout your lifetime.

Question 148. What are the advantages of an inter vivos 
transfer?

Inter vivos transfers can be a valuable estate-planning tool that lets 
you give property away while you are alive and can watch the recipi-
ents enjoy the gift. It also gets the property out of your estate, which 
makes the probate process cheaper and easier. You may be able to 
save taxes. Here are the advantages:

You can take advantage of the annual exclusion from gift 
and estate taxes of $12,000 per person or $24,000 per 
couple. This exclusion is not cumulative, and you can take 
it every year.
The value of the gift is based on the year given, so you won’t 
have additional taxes based on any appreciation in value 
that might impact the property between when you give it 
to the recipient and the time of your death. If you wait until 
your death, all that additional value can be taxed.
If the gift involves the generation of a taxable income, by 
transferring the asset to a lower tax bracket recipient, you 
can reduce income taxes that must be paid on the taxable 
income generated.
You don’t have to pay any transfer tax on gifts out of pocket 
until your cumulative total of gifts exceeds the applicable 
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credit amount, which is $2 million in 2007 and 2008 and 
$3.5 million in 2009. In 2010 the estate tax is repealed, so 
you don’t have to worry about any transfer in that year, but 
the estate tax will go back to its pre-2004 state if Congress 
doesn’t act by 2011.
The transfer is not as public as a testamentary transfer, 
which must be filed with the court as part of probate.
If done properly, you can protect the assets from claims by 
creditors.

Question 149. What are the disadvantages of an inter 
vivos transfer?

You will find some disadvantages to an inter vivos transfer. The 
primary one is that the transfer cannot be revoked, so you cannot 
ever get the property back. You lose all control over it. Other dis-
advantages include:

You may need to pay gift taxes out of pocket if you exceed 
the annual exclusion.
If property values decline, you won’t be able to reduce tax 
liability.
Sometimes tax law changes, and it would have been more 
beneficial to give the gift at a later date.
You lose control of the property and its income.

Question 150. What are the consequences of an outright 
lifetime gift?

When doing your estate planning, consider the following conse-
quences of an outright lifetime gift:

You lose control over the asset.
You may have to pay gift taxes if the value of the gift exceeds 
the maximum gift tax annual exclusion.

■
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The asset is removed from your gross estate, but its taxable 
portion will be used when calculating the estate taxes as an 
adjusted taxable gift. (Read Chapter 6 for more informa-
tion on this point).
The donee will be responsible for any taxes for capital gains 
from the time he or she receives the asset until the time it 
is sold.
The donee will need to report any income generated from 
the gift and pay taxes on it.
The gifted asset will be taxed as part of the donee’s estate if 
still owned, or the donee could have to pay gift taxes on the 
asset if he or she gives the asset away before death.

Question 151. What is an outright total interest chari-
table gift?

You make an outright gift when you give total interest in an asset 
to a charitable organization and get a charitable gift tax deduction, 
as well as a limited charitable income tax deduction. The charity 
must be on the list of qualified charities published by the IRS, and 
it must be in the form of cash or property. To qualify as an outright 
total interest charitable gift, you must give fee-simple title to the 
cash or property.

Question 152. What is a charitable bargain sale?

You can sell an asset to charity for less than its market value on the 
date of the sale and then take a charitable gift tax deduction for the 
difference between the sale price and the fair market value of the 
asset less the annual exclusion. This is called a charitable bargain 
sale. 

■
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Question 153. What is a charitable stock bailout?

A charitable stock bailout involves the donation to charity of a 
closely held stock. The donor gets a charitable gift tax deduction 
for the fair market value of the stock less the annual exclusion. In 
most cases, the stock will be redeemed by the privately held corpo-
ration for cash, since the charity wants the cash, and the remaining 
stockholders in this closely held company probably don’t want a 
charity as a co-owner. 

You cannot make a formal or informal agreement that the 
corporation will redeem the stock in order for this to qualify as a 
charitable stock bailout. In most cases a person chooses to use a 
charitable stock bailout to avoid paying capital gains that would 
be due if the stock were sold. The remaining shareholders increase 
their percentage of ownership by redeeming the shares.

Question 154. What is a charitable gift annuity?

A charitable gift annuity is a gift to a charity of a set amount per 
year during your lifetime. The actuarial value of this gift will be less 
than a cash donation or an outright donation of property because 
the gift will be given over a number of years. To calculate the chari-
table deduction for a charitable gift annuity, you would need to 
figure out the difference between the annuity and an outright cash 
gift and then subtract that difference less an annual exclusion. 

The donor can name himself as the annuitant or he can name 
his spouse, and he won’t have to pay any tax on the present value of 
the annuity. If he names his spouse, any interest given to her would 
qualify for a marital deduction. If anyone other than the donor or 
the spouse is named, the present value of the annuity is subject 
to gift tax. The donor can keep a portion of the gifted annuity as 
income, so this type of annuity is similar to a charitable remainder 
trust (see Question 115), but the advantage of using this type of 
annuity is that you don’t have to go through the expense of setting 
up a trust.
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Question 155. What is an outright partial interest chari-
table gift? 

You can get a charitable gift tax deduction even if you only give a 
qualified charity a partial interest in your personal residence or farm. 
A personal residence can include any interest in real property, such 
as a vacation home or time-share, as long as the property is used 
as at least a part-time residence. Interestingly, even the remainder 
interest in a yacht can qualify, as long as it is used as a part-time 
residence. A farm is defined as any land used by the donor for the 
production of crops, fruit, or other agricultural products or for the 
care and feeding of livestock. 

You can take the charitable gift tax deduction even if the char-
ity’s only interest is that it gets to take possession of the property 
involved after the donor’s death or the death of someone named to 
have a life estate. For example, a husband can donate property and 
give his wife the right to life on the property until her death. After 
her death, the property would go to the charity. 

Question 156. What is an intrafamily loan?

Anytime you make a loan to a family member at no interest or at 
an interest rate below the applicable federal rate as set by the IRS, 
the person who makes the loan is considered to have made a gift to 
the person who gets the loan. The amount of the interest that is not 
collected is considered as income to the person who made the loan 
even if though he doesn’t get any cash. The uncollected cash, known 
as “imputed interest,” is subject to gift tax. 

You don’t have to worry about imputed interest if the loan 
is less than $10,000 and is used to purchase non-income-pro-
ducing property. You also don’t have to worry about loans up to 
$100,000 for the purposes of buying business property as long 
as the borrower’s net investment income is less than $1,000. Any 
imputed interest on this business loan is limited to the net invest-
ment interest income over $1,000. The borrower can deduct actual 
interest paid but cannot deduct the imputed interest amount.
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Question 157. What is a gift leaseback?

A gift leaseback involves the giving of property in a fee-simple 
transfer to a closely held business owned or controlled by the donor. 
The donor then leases the property back from the business. Here 
are some reasons people enter into a gift leaseback:

The business can deduct from taxes any lease payments, as 
long as the property involved is necessary for the operation 
of that business and the lease payments are reasonable for 
the type of property involved.
The donor will be subject to gift tax on the fair market 
value of the gifted property less any annual exclusion at 
the time of the gift. If the property increases in value, the 
additional value will not be subject to gift tax.
The gift property is removed from the donor’s gross 
estate.

Question 158. What is a reverse gift?

A reverse gift can be a dangerous game played to eliminate taxable 
appreciation in property. The donor gives appreciated property to a 
donee who is expected to die before the donor. The donor gives the 
property with the idea that the donee will bequeath the property 
back to the donor as part of his or her estate, but this agreement 
cannot be in writing, and the donee cannot have a legal obligation 
to give back the property. So, you can give property with the idea 
that it will be a reverse gift and never get it back. The donee can 
decide to give the property to someone else, and you won’t have a 
legal leg to stand on. 

The reason people take this risk is that when the property is 
given back by the donee at death, the donor gets the property at 
the fair market value at the time of the donee’s death, which means 
he avoids paying any capital gains on the property during the time 
the donee had the property, and it essentially eliminates the taxable 
appreciation of the asset. For this to work, the donee must have 

■
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held the property for more than one year after receiving it before 
his or her death. If less than one year elapses before the donor gets 
the property back, the donor takes the decedent’s adjusted basis 
immediately before death. The donee will have to include the value 
of the property in his or her gross estate.

Question 159. What is a net gift?

What do you do if you want to give property to your children but 
lack the cash you need to pay the gift tax? You can make a net gift, 
which means your child agrees to pay the gift tax, and the value of 
the gift is then reduced by the amount of tax your child pays. A net 
gift does not have to be to your child. It can be to any donee who 
agrees to the terms of the gift.

Another common type of net gift is a gift of property that 
still has a mortgage on it. The net gift would be the value of the 
property after subtracting the debt obligation. If the obligation that 
is assumed by the donee exceeds the donor’s adjusted basis in the 
property, then the donor will have to recognize a capital gain on any 
excess value. The donor’s estate can claim any gift tax paid out of 
pocket by the donee as a credit against the donor’s estate tax even 
though the donee paid the tax. A net gift is similar to selling an 
asset at less than fair market value to a family member.

Question 160. What is a custodial gift?

If you don’t want to go through the cost of setting up and main-
taining a trust, but you do want to have some control of the assets, 
a custodial gift can be an excellent alternative. Custodial gifts are 
simple to set up and don’t involve the payment of many fees. 

You can administer the property or you can name a third party, 
such as a bank representative, to administer the gift. Custodial gifts 
are not a true trust because the minor beneficiary has both legal 
and equitable title to the property, but custodial gifts can function 
in a similar way to irrevocable trusts. The primary reason you save 
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money on this type of gift is that trust documents don’t have to be 
drawn up and executed. In fact, no document is necessary because 
the property is administered according to laws set up in each state 
under the Uniform Gifts to Minors Act.

Question 161. What is the Uniform Gifts to Minors Act?

Each state has its own version of the Uniform Gifts to Minors 
Act (UGMA) or the Uniform Transfers to Minors Act (UTMA). 
Many states started with the UGMA but switched to the UTMA. 
Here are the differences:

The UGMA allowed gifts of only cash, securities, and life 
insurance, but the UTMA does not restrict the type of 
property you can give.
The UGMA allowed you to make lifetime transfers only, 
but the UTMA allows you to make transfer to the trust 
during your lifetime as well as part of your will.
The custodian of a UTMA has greater investment and 
management powers than the custodian of a UGMA.

In order to contribute to a UGMA or UTMA, you simply 
title the asset in the name of a competent adult who will serve as 
the custodian for the benefit of the minor beneficiary based on 
the statutes of your state. You must set up a separate UGMA or 
UTMA account for each minor. Often the donor will name himself 
or herself as the custodian.

Question 162. What are the elements of a gift in trust?

A more complex way to leave money to a minor or other person is 
to leave it as a gift in trust. A trust has five elements:

	1. 	 The person granting the trust must be legally and mentally 
competent. State law defines legal and mental competency, so 
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it has different meanings in each state. The person granting 
the trust can be called a grantor, settlor, or trustor. 

	2. 	 The trustee, the person who manages the trust, must be legally 
and mentally competent as defined by state law. The trustee 
holds a legal interest in all trust property.

	3. 	 The beneficiary (there can be more than one beneficiary) 
holds an equitable or beneficial interest in the property. The 
beneficiaries can be classified as income or remainder benefi-
ciaries. The income beneficiaries enjoy current income from 
the trust. The remainder beneficiaries get all assets left over 
when the trust ends. Most trusts are set up with a set limit to 
their term.

	4. 	 The property given to the trust is called the trust corpus or 
principal. In most situations, the grantor contributes most of 
the property in the trust, but property can be contributed by 
others. In some states, the trust corpus is titled in the trustee’s 
name; in other states, the corpus is held in the name of the 
trustee acting in a fiduciary capacity.

	5. 	 The trustee has a fiduciary relationship with the beneficia-
ries of the trust. The trustee’s fiduciary responsibilities include 
investment of the assets and managing the trust property in 
the best interests of the trust beneficiaries. He or she also 
has the responsibility to distribute the assets according to the 
terms of the trust.

Question 163. What are the goals of a trust?

Trustors set up a trust with numerous goals in mind, including the 
following:

To allow the trust assets to benefit numerous beneficia-
ries at the same time. The trust can be set up so that some 
people get income during their lifetimes while others get 
the corpus of the trust when the term ends.
Professional management of the funds, which can be par-
ticularly important if the beneficiary of the trust is a minor 

■
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child or a mentally incompetent adult. Also, professional 
management can be useful if the beneficiaries are not expe-
rienced with investing money or managing property.
Avoiding probate by funding the trust while still alive.
Protecting assets from the grantor’s creditors, as long as the 
trust is set up as an irrevocable trust. If the assets in an irre-
vocable trust are set up with a spendthrift provision, they 
can be protected from the beneficiaries’ creditors as well.
Saving gift taxes by splitting the income among more than 
one beneficiary. You can also qualify for multiple annual 
exclusions and valuation discounts. You also reduce estate 
tax by eliminating assets from your gross estate (you can 
only eliminate taxes if you set up an irrevocable trust with 
no retained interest).

Question 164. What is a minor’s trust?

A minor’s trust is used when you want to give property to a minor 
but want the property to be administered by someone else until 
that minor is mature enough to handle the responsibilities of man-
aging that property. You also probably don’t want the trust to make 
mandatory income payments to the minor child. So a minor’s trust 
is usually set up with income distribution at the discretion of the 
trustee, which means the minor will not have a present interest 
in the trust, and the grantor will not be able to take advantage of 
annual gift tax exclusions. You can set up the trust giving the minor 
present interest, but then the minor may have access to large sums 
of money earlier than you would like.

Question 165. What are qualified tuition plans?

A popular way to set aside money for your children are qualified 
tuition plans, also known as 529 plans because they were established 
by Section 529 of the IRS code. These plans are set up for the ben-
efit of any person, including minors, provided there is an approved 
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sponsor. Approved sponsors include both private and public enti-
ties. Account balances grow tax free, and there is no required age 
for distribution. You can also change the beneficiary of the account. 
For example, suppose you set up a 529 for your child, but your child 
decides not to go to college. You can then change the named ben-
eficiary to another child, such as a niece, nephew, or grandchild.

You’ll find two types of 529 plans on the market. Some are set 
up by specific educational institutions, and you purchase prepaid 
tuition credits; these are also called prepaid plans. Other types of 
529 plans invest in mutual funds. In most cases, you are better off 
selecting a type of plan that invests in mutual funds rather than one 
that is tied to a specific educational institution.

You can contribute up to $12,000 per year per person into a 
529 plan, and the gift will qualify for a gift tax exclusion, just like 
other gifts. But 529s have a special provision that allows you to 
contribute up to $60,000 in one year because the contributions can 
be taxed as though they were made over a five-year period. Thus 
all of this single contribution could qualify for five years of annual 
exclusions and be completely exempt from the gift tax.

Question 166. What are Coverdell Education Savings 
Accounts?

Another type of educational savings account is the Coverdell ESA, 
which is a trust or custodial account created solely for the pur-
pose of paying qualified education expenses of the designated ben-
eficiary of the account. When the account is first established, the 
designated beneficiary must be under age eighteen or have special 
needs. You must establish the account specifically as a Coverdell 
ESA when you first open it. The conditions for setting up the 
account include: 

The account must be set up with a trustee or custodian that 
is a bank or other entity approved by the IRS. Contributions 
must be in cash and must be made before the beneficiary 
reaches age eighteen unless the beneficiary is a special-

■
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needs beneficiary. You cannot contribute more than $2,000 
per year. You cannot invest the money in the account in life 
insurance contracts. You cannot combine the money in the 
account with other property except in a common trust fund 
or common investment fund. The account balance must be 
distributed within thirty days after the beneficiary reaches 
age thirty, unless the beneficiary is a special-needs benefi-
ciary, or the beneficiary’s death, whichever comes first.

You can set up a Coverdell ESA even if you already have a 
Section 529 plan in place. Funds in a Coverdell ESA grow tax free 
but can only be used for qualified educational expenses including 
tuition and fees, books, supplies, equipment, and academic tutoring. 
The maximum amount you can contribute to a Coverdell ESA is 
$2,000 per year.

Question 167. What is a support trust?

If you have the obligation to support someone else, you may decide 
either by choice or by court mandate to set up an irrevocable sup-
port trust. For example, in a divorce situation, the non-custodial 
parent can be required to fund an irrevocable trust with enough 
assets to guarantee that the child support payments will be made. 
Another common use of this kind of trust would be to provide 
long-term support for an incapacitated person. 

Professionals who work in a field where their assets could 
potentially be seized by judgment creditors also may use an irre-
vocable support trust to protect those assets. For example, a doctor 
who could be sued for malpractice may use this kind of trust to 
protect his assets. The trust must be irrevocable to provide a shield 
from creditors. 

With a support trust, the trustee has discretion over the dis-
tribution of both the principal and income for health, education, 
maintenance, and support of the beneficiary. To protect the trust 
assets from claims of the beneficiary’s creditors, a spendthrift provi-
sion must be added to the trust.
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When you establish a support trust, it may be subject to gift 
tax in the year it is established, but you won’t be able to take an 
annual exclusion because the distributions of the trust are at the 
discretion of the trustee. Any income distributed to the beneficiary 
would be taxed, and the trust would pay tax on any accumulated 
income not given to the beneficiary.

Question 168. What is a revocable trust?

A revocable trust is one established during your lifetime and, as 
the name implies, is revocable, which means you can amend its 
terms during your lifetime. This type of trust provides no tax benefit 
and does not protect the assets from creditors, so its only purposes 
include:

Avoiding probate by placing assets in a will substitute
Providing a mechanism to handle the grantor’s affairs in 
case the grantor becomes incompetent or incapacitated
Providing a mechanism for a pour-over trust (see Question 
171) after the grantor’s death

You don’t have to worry about gift taxes upon funding the 
trust; since you retain the right to revoke the trust, it is not a com-
pleted gift.

Question 169. What is a contingent (standby) trust?

This type of revocable trust is set up to establish a mechanism for 
your funds to be handled if you become incompetent or need to be 
away from home for an extended period. The primary difference in 
establishing a contingent trust is that you fund the trust with very 
little money at the time it is created. Instead of fully funding the 
trust initially, you attach a durable power of attorney to the trust, 
which gives someone the authority to transfer your assets into the 
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trust if the named contingency happens. Often the person who has 
the power of attorney will also be the person named as the trustee.

For example, suppose you establish this trust when you are well, 
but you know that at some point your illness (such as Alzheimer’s) 
will result in your being unable to handle your affairs. You would set 
up the trust and include a power of attorney. The power of attorney 
must specify how to determine whether you meet the contingency, 
which in this example would be competency. Sometimes the test of 
whether you met the contingency will be at the sole discretion of 
the named trustee, but often it will be by the concurrence of one or 
more physicians.

In addition to establishing the contingency and how the 
timing of the contingency will be determined, also name benefi-
ciaries for any assets remaining in the trust after your death. You 
should include the right to revoke the trust so you can avoid the 
payment of any gift tax.

Question 170. What are distributional trusts?

While every type of trust has as one of its goals the proper admin-
istration and distribution of the trust’s assets, several types of trust 
make this their primary purpose. The two most common types of 
distribution trusts are pour-over trusts (see Question 171) and 
dynasty trusts (see Question 172). Unlike other types of trusts, these 
trusts don’t have other goals to meet, such as a contingent trust, 
which provides support after a person becomes unable to handle his 
or her affairs, or a support trust (see Question 169), which is set up 
to provide support for someone (see Question 167)

Question 171. What is a pour-over trust?

A pour-over trust is established during your lifetime as a place to 
put all your assets in one pot and then distribute them to multiple 
beneficiaries. It gets its name because assets are “poured” into the 
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trust from numerous sources such as your will, life insurance pro-
ceeds, pension or profit-sharing plans, and other assets.

By establishing this type of trust, you can avoid probate 
(except for assets that are put into the trust after your death). A 
pour-over trust can avoid a second probate for assets that are left 
over because they were not distributed based on the terms of your 
will. Otherwise any remaining assets at the end of probate would 
need to go through a second probate to determine what to do with 
them. In many cases, a pour-over trust is a revocable living trust 
that continues after your death.

Question 172. What is a dynasty trust?

A dynasty trust is a type of trust that you can use to pass your assets 
to several generations of beneficiaries. Since any transfer to people 
who are two or more generations younger than you can be subject 
to the generation-skipping transfer tax (GSTT—see Chapter 10), 
this type of trust can be used to minimize that tax by taking advan-
tage of the GSTT exemption. If set up properly, the trust can use 
the exemption to prevent the payment of GSTT each time it passes 
from one generation to the next.

To avoid the GSTT, you must create an irrevocable dynasty 
trust for the benefit of your descendants and fund the trust with 
property that you have allocated to all or part of your GSTT exemp-
tion. By doing this, the property will be subject to gift taxes only. 

Most states put a time limit on dynasty trusts, but some states 
allow these funds to transfer in perpetuity. The states that let you 
set up perpetual trusts include Alaska, Arizona, Delaware, Idaho, 
Illinois, Maryland, South Dakota, and Wisconsin. Other states 
allow such a long lifespan that the trusts can almost be considered 
perpetual. For example, Wyoming allows you to establish a trust 
for 1,000 years, and Florida permits trusts to be established for 360 
years. You don’t have to live in a state to establish a trust there, so 
if you do want to establish a trust, be sure to do so in a state that 
meets your long-range plans.
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Other advantages of the dynasty trust include:

Protection of the assets from lawsuits during the descen-
dant’s lifetime, as long as properly drafted spendthrift pro-
visions are added to the trust documents, which will limit 
the amount of money that can be taken out in any one 
year.
Administrative and tax savings during probate.
Prevention of the assets becoming marital property of the 
descendant so they cannot be subject to claims by a bene-
ficiary’s spouse in divorce.

Question 173. What is a mandatory income trust?

If you want to provide income annually to beneficiaries and take 
advantage of the gift tax annual exclusion, you can set up a manda-
tory income trust. This type of trust can be funded while you are 
alive or after your death. To qualify for the annual gift tax exclu-
sions, however, you must fund it while you are alive.

You can set up the trust naming multiple income beneficia-
ries, and you can use the annual gift tax exclusion for each benefi-
ciary, which was $12,000 in 2007. (The exclusion is adjusted by the 
IRS annually for inflation, if necessary, in multiples of $1,000.) The 
income beneficiaries have a present interest in the trust, and annual 
income must be paid out each year.

In addition to income beneficiaries, you can also name 
remainder beneficiaries who will get any principal left in the trust 
when the trust ends. There is no mandatory time at which this 
type of trust must end, but state law will limit the trust from being 
established in perpetuity unless the trust is set up in a state that 
allows perpetual trusts. Those states are Alaska, Arizona, Delaware, 
Idaho, Illinois, Maryland, South Dakota, and Wisconsin. As with 
dynasty trusts, some states allow these trusts to be set up with such 
a long lifespan as to make them, in effect, perpetual. You don’t have 
to live in a state to establish a trust there, so be sure you choose a 
state that meets your long-range plans.

■
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Question 174. What is a Crummey trust?

A Crummey trust is a way to take advantage of the annual gift tax 
exclusion by giving your child money each year but not actually 
giving the child the cash. For lifetime gifts to be eligible for the 
annual gift tax exclusion, the child must have a present interest; 
however, the Crummey trust allows you to control that interest. The 
trust is named for the Crummey family who took the IRS to court 
to win the right to restrict their children from taking money out of 
the trust at too young an age. 

This type of trust gives your child the right to withdraw a 
gift thirty days after the gift is made. While she is younger, you 
don’t have to worry. The trust meets the gift tax law by giving her a 
present interest, but she won’t be old enough to even know she can 
take it. As she gets older, if she decides to withdraw an annual gift, 
you can stop making annual gifts to the trust.

After the thirty-day window for withdrawal, she cannot 
access the funds until the age that you set for distribution. This can 
be whatever age you set up in the trust. Commonly families will 
arrange for distributions at several different ages.

Crummey trusts provide more control over the money for a 
longer period than a custodial gift (see Questions 160 and 161), 
such as the Uniform Transfers to Minors Act. This allows children 
all access to the money at the age of twenty-one, and some states 
permit access as young as eighteen.

Question 175. What is a grantor-retained annuity trust?

You can set up a trust with provisions for you to receive an annuity 
amount from the trust at least annually by establishing a grantor-
retained annuity trust (GRAT). Usually this annuity is set up based 
on a fixed percentage of the initial value of the trust assets. The pay-
ment of the trust can increase each year, but not by more than 120 
percent of the previous year’s amount. 

This is an irrevocable trust funded while you are still alive. 
Usually these trusts are set up for a specific time, and in most cases, 
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the grantor to the trust intends to outlive the terms of the trust. 
When the trust ends, its assets are distributed to the remaining 
beneficiaries. If the grantor dies before the term of the trust ends, 
any remaining funds in trust are included in the grantor’s gross 
estate. 

The present value of the remainder interest in the trust may 
be subject to gift tax. Compute the fair market value of the retained 
annuity interest; then deduct the value from the total trust assets to 
determine the amount of assets subject to the gift tax.

Question 176. What is a grantor-retained unitrust?

A grantor-retained unitrust, is similar to a GRAT (see Question 
175) with one twist. The amount to be received as an annual annuity 
is based on a fixed percentage of the net fair market value of the 
trust assets as valued annually. The amount to be paid out can be 
greater than the annuity amount or trust amount. The amount to be 
paid will vary each year based on the value of the trust assets. This 
type of trust can provide better protection for the assets; if the fair 
market value drops dramatically because of a change in the under-
lying assets (such as a drop in the stock market), the annuity will be 
reduced to avoid using up the assets too quickly.

The present value of the remainder interest in the trust may 
be subject to gift tax. Compute the fair market value of the retained 
annuity interest using different tables than the GRAT to allow for 
the unitrust twist. Then deduct the value from the total trust assets 
to determine the amount of assets subject to the gift tax.

Question 177. What is a grantor-retained interest (or 
income) trust?

A grantor-retained interest or income trust provides the greatest 
protection for the trust corpus because the annual annuity from 
the trust is based solely on the income produced by the trust. If 
the income goes down, then the annuity goes down. If no income 
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is generated in a particular year, no annuity will be paid from the 
trust. This trust will be subject to the highest gift tax and is seldom 
used in estate planning.

Question 178. What is a qualified personal residence 
trust?

If you want to stay in your house but set up a trust to gift the assets 
while you are still alive, you can set up a qualified personal residence 
trust (QPRT). You will retain the right to live in the personal resi-
dence for the term of the trust. Your present value in the trust will 
be your right to use the residence.

Determine any gift taxes by multiplying an income factor 
determined by the IRS times the fair market value of the residence. 
Subtract this income portion of the value from the full value of the 
assets at the time of funding to determine the portion of the value 
that will be subject to gift taxes.
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C h a p t e r  12
Selling Property—
Intrafamily 
Transfers 

Often family members will decide to sell property to each other at a 
price considerably below the market or with a series of installment 
payments. Whenever property transfers among family members, 
the IRS might take a look. This focuses on the key points to con-
sider when selling property to family.

Question 179. What is an ordinary sale?

An ordinary sale between family members transfers property from 
one family member to another at the fair market value of the prop-
erty. The seller gets payment for the full property value, and there is 
no gift to be considered. The property will no longer be part of the 
seller’s gross estate, but any proceeds from the sale that are not used 
by his or her death will become part of the gross estate.
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The family member who purchased the assets will need to 
report any income from the property bought. The seller will have to 
pay any capital gains tax that may be due on the property.

Question 180. What is a bargain sale?

This is when you sell property to a family member for less than 
its fair market value. The difference between the fair market value 
and the price you sold the property for could be subject to gift tax. 
You will be able to claim the annual gift tax exclusion of $12,000, 
or $24,000 if both you and your spouse sold the property together. 
Read more about the rules of the federal gift tax in Chapter 9.

Question 181. What is an installment sale?

Sometimes a family member will sell property to another family 
member, but the purchaser will not have to pay the full amount due 
in the year of the sale. Instead the purchaser will make payments 
over a number of years—thus, an installment sale. 

If you enter into an installment sale, execute a promissory 
note to protect yourself. This note should state the number of pay-
ments as well as any interest rate to be paid. A big advantage of an 
installment sale is that you can recognize any gain from the sale 
over the number of years the installments are to be paid rather than 
recognizing all the gain in the year of the sale. Any gain is taxed as 
capital gains, and any interest paid on the loan is taxed as current 
income. If the interest is below current market prices, the difference 
in interest to be paid could be subject to gift taxes.

Question 182. What are self-canceling installment notes?

You can get set up an installment sale with a self-canceling install-
ment note, which includes a provision that the purchaser’s obliga-
tion to pay the note is canceled at the seller’s death. The term on 
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the note cannot exceed the expected life expectancy of the seller or 
the transaction will be taxed as a private annuity (see Question 183) 
rather than as an installment sale. If such a cancellation takes place, 
the seller’s final federal tax form must recognize any gain that may 
occur with this change. As long as the note was drafted properly 
with the proper life span considered, the estate does not have to 
include the value of the canceled payments when calculating the 
gross estate. The purchaser of the property can deduct any interest 
paid as long as the property purchased is a business, residence or 
investment property.

This type of note allows the transfer of wealth prior to death 
without having to pay a transfer tax, if the seller dies early based 
on the actuarial mortality date. The seller can receive cash pay-
ments while still alive and still give the property to the person he 
had intended after his death without having to worry about gift or 
estate taxes on the property.

Question 183. What are private annuities?

Another way to structure an installment sale is as a private annuity. 
Instead of paying any unpaid amounts as installments, the amount 
of the payments due can be determined by one or more person’s 
lifetimes. For example, if a son buys the residence of his parents, he 
can set up private annuity payments based on the expected lifespan 
of both parents.

The amount of the payments will be determined by dividing 
the fair market value of the property by the annuity factors shown 
in the government actuarial table. The son only needs to make these 
payments while the parents are still alive, so when they die, the 
private annuity can transfer wealth tax-free.

Don’t worry about gift tax if the actuarially determined 
present value of the payments is equal to the fair market value of 
the property sold. The value of the property sold does not have to 
be included in the seller’s gross estate.
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Question 184. What is a sales-leaseback transaction?

You can sell business-related property to another and then lease 
that property back from the purchaser. This arrangement is called 
a sales-leaseback transaction. The buyer can either pay you in full 
for the property, or you can set up an installment arrangement for 
the payments.

If the asset was a capital asset, you will have to recognize a 
gain or loss on the transaction. The business that leases the prop-
erty can write off the lease payments as long as they are reasonable 
and the property is necessary to the operation of the business. The 
buyer must report as income any lease payments made to her, and 
she likely will be able to depreciate the property.

Don’t worry about gift taxes as long as the sale price equals 
the fair market value of the property. If the sales price is less than 
the fair market value, the difference in value between the sale price 
and the fair market value may be subject to gift taxes. You will 
have to include any unconsumed assets from this sale in your gross 
estate, but you will not have to include the property or its future 
appreciation in your gross estate.

Question 185. What are remainder interest transactions?

A remainder interest transaction involves assets you want to con-
tinue to use for the rest of your life, but you also want to get some 
cash benefit from the asset while you are still alive. You can do that 
by selling a remainder interest in the asset. The buyer will not be 
able to use the asset until you die, but he or she will get the asset 
eventually. 

You will get some needed funds immediately, while the buyer 
gets the right to buy the property for an amount lower than the 
current fair market value. The purchase price is discounted because 
you can continue to use the property during your lifetime. 

You must report all income from the asset until your death 
or until the life interest is sold. The asset will avoid probate at 
your death but will need to be included in the calculation of the 
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gross estate. If the asset was not income producing, you will have 
converted the asset into an income-producing one by selling the 
remainder interest.

Question 186. What are split interest transactions?

The split interest transaction is similar to the remainder interest 
transaction (see Question 185), but each party buys his or her 
interest in the property at the same time. One party pays for the 
present value of the remainder interest while the other party pays 
for the present value of the income.

The IRS views this transaction as though the life interest 
holder in the split purchases the entire asset, and the value of the 
asset should be included in the gross estate. If the entire value of the 
asset is not included in the gross estate, the IRS will likely rule that 
the portion not included is a taxable gift and subject to gift taxes.
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C h a p t e r  13
Business Dealings—
Transfer of Closely 
Held Business 
Interests

Transferring a business among family members or partners can 
create a tax nightmare because businesses can have a sizable value 
for transfer tax purposes. There are a number of things to consider 
when making an intrafamily transfer of a closely held business. 
This chapter reviews the key issues involved in transferring busi-
ness assets to a member of the family.

Question 187. What are buy-sell agreements?

One of the best ways to deal with the issues surrounding the transfer 
of a closely held business is to set up a buy-sell agreement at the 
time the business is formed. This type of agreement can take one 
of two forms:
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	1. 	 Cross-purchase agreement. The business partners set up a con-
tract to purchase the business from each other under specified 
circumstances, such as death, total disability, or retirement.

	2. 	 Entity-purchase agreement. Each business owner contracts 
with the business rather than with each other. The business 
entity has the obligation to purchase the person’s share under 
specified circumstances, such as death, total disability, or 
retirement.

Whichever agreement exists, the key is that a mechanism will 
be in place for valuing the business. For example, a formula could 
be agreed upon that combines the book value of the assets as well 
as the good will established over the years of running the business. 
Also the process for buying the partner out of the business will be 
established.

Even if you have a buy-sell agreement in place, review the 
agreement and the process for buying out a partner. You want to 
be certain that the agreement reflects current family situations, as 
well as current market conditions. If you need to revise it, it’s much 
easier to do when there isn’t the stress that might arise if one of the 
specific circumstances come to pass.

Question 188. What are restrictions upon transfer?

Many times a closely held business will put restrictions on the 
transfer of any stock. These restrictions will give the remaining 
shareholders the right to buy the shares if one of the partners wants 
to sell before those shares can be offered to a third party not cur-
rently an owner in the company.

While restrictions upon transfer offer some protection to the 
shareholders, they do not guarantee that a problem won’t arise when 
one of the partners wants to sell his or her shares and get out of 
the business. These restrictions usually do not establish a purchase 
price or a mechanism for setting one. Also, they do not establish 
a process for arranging what could be a sizable purchase for the 
remaining stockholders. 
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Question 189. How do you transfer the business to a 
family member?

To transfer your business a family member, you may need to make 
some changes to its structure before you transfer it, especially if you 
don’t want to gift or sell the entire business at one time. First, you’ll 
need to change the structure if your business is a sole proprietorship 
to form a business that allows multiple owners. This new form can 
be a partnership, a limited liability company, or a corporation.

Once the new structure is in place, you can then gift or sell 
interests in the partnership or shares of stock in the corporation. 
If you want to continue to control the business even though you 
gift or sell part of it to one or more family members, you will need 
to hold on to a majority of the shares that have voting power in 
making company decisions.

Question 190. What are the gift tax implications?

If you decide to give away a portion of your business as a gift to 
a family member, your gift may be subject to gift taxes. You value 
the transfer of corporate or partnership interests by subtracting 
the value of the interest you retain from the value of the interests 
held by all family members prior to the transfer. In most cases the 
retained interests are valued as zero if:

Immediately before the transfer, you and any applicable 
family members hold control of the entity and retain a 
distribution right that does not have the right to receive 
qualified payments. Qualified payments are payments that 
are fixed in time and amount. Applicable family member 
includes one’s spouse, any ancestor of either you or your 
spouse, and the spouse of any ancestor.
You and your applicable family members retain a liquida-
tion, put, call, or conversion right.

■

■
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If your retained interests are valued at zero by the IRS, then 
your gift taxes will be much higher.

Question 191. What are the estate tax implications?

When calculating estate taxes after one’s death, the original owner 
of the business can only include in his gross estate the business 
interest that he still holds at the time of his death. If the transfer 
of the business to other family members that took place during the 
decedent’s lifetime resulted in taxable gifts, then the taxable gifts 
will become adjusted taxable gifts when the owner’s estate tax is 
calculated.

Question 192. What are the income tax implications?

You won’t have to worry about any income tax implications if you 
gift the business rather than sell it to family members. As long as 
your interests in the business were gifted, you do not have to rec-
ognize any capital gains.

What happens instead is that there will be a carryover basis 
from the owner to the donee family members. Both the original 
business owner and the donee family members will have to report 
income that can be attributed to their individual shares in the 
company.

Question 193. What are the non-tax implications?

You must also consider the non-tax implications of making a 
transfer of part of your business assets to a family member. The 
good news is that now you have family member donees who will 
take more of an interest in the operation of the business, if for no 
other reason than to protect their income. 
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You can prepare the family members who become involved in 
the business to take over when you retire or die. Family members 
who were gifted a portion of the business may be more interested 
in purchasing your shares at some point in the future. You may then 
want to set up a buy-sell agreement to arrange for the transfer of 
any remaining assets. A gift of a portion of your business may now 
make it a salable asset, whereas before you might have had trouble 
finding a buyer. 

The bad news is that if your donee family members disagree 
with how you run the business, you may end up with a lot of argu-
ments that you didn’t have before. But as long as you hold the 
majority ownership, you will stay in control.
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C h a p t e r  14
Life Insurance 
Planning

Life insurance can and should become an integral part of your 
estate planning. Many families with closely held businesses use life 
insurance proceeds to pay any gift or estate taxes due upon transfer 
of the business so they won’t be forced to sell the business when one 
of the owners dies. This chapter reviews various types of life insur-
ance policies and the terms that drive them. 

Question 194. What are important reasons to use life 
insurance as an estate-planning tool?

One of the first things a financial planner will do when beginning 
to work on your estate plan is to review your life insurance policies. 
Life insurance policies are critical to your estate plan for a number 
of reasons. 
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Estate liquidity. All estates, whether large or small, need 
cash to pay any taxes, administrative costs, and debts left by 
the decedent. If there is a closely held business, cash is also 
needed to keep the business operating during probate and 
to pay an allowance to surviving family members during 
the time the estate is being administered. Life insurance 
proceeds can quickly fill this cash gap.
Retirement of debt. The loss of the paycheck or Social Secu-
rity check that used to come to the deceased person can be 
devastating to a family’s budget. Major debts such as the 
mortgage of the home can be retired using a life insurance 
policy so the family will not be forced to move out of their 
home.
Replacement of income. Life insurance policy proceeds can 
be used to fund an income stream for your family after 
your death.
Wealth accumulation. You can use life insurance as a means 
to increase your family’s wealth after the death of a family 
member.

Question 195. What is a joint-life policy?

A joint-life insurance policy covers more than one life. For example, 
sometimes business partners will buy a joint-life policy and specify 
that the face value of the policy will be paid to the surviving owner. 
In this case, the surviving owner would likely use the funds to buy 
out the family members of the partner who died. Another type of 
provision may specify that the face value of the insurance will be 
paid to certain beneficiaries after both people covered by the policy 
die. 

Question 196. What is a first-to-die policy?

A first-to-die policy can be used in either a personal or a busi-
ness situation. The policy terms specify that the face amount of the 

■

■

■

■
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policy will be paid out upon the death of the first of one or more 
covered persons. When used in a business situation, the life insur-
ance proceeds will likely be used to fund a buy-sell agreement (see 
Question 187). 

A married couple will sometimes use this type of policy rather 
than fund two policies to cover each of their lives separately. The 
face value is paid out to the surviving spouse when one spouse dies. 
Life insurance proceeds at the death of the first spouse can be used 
to pay off a mortgage, fund children’s education, replace the lost 
income of the person who died, or pay any estate taxes due.

Premiums on first-to-die life insurance are usually higher 
than the premiums would be if only one person were covered, but 
lower than the cost of carrying two or more individual life insur-
ance policies.

Question 197. What is a second-to-die policy?

A second-to-die or survivorship policy is used by couples. It 
doesn’t pay anything when the first person dies but instead pays 
the face value of the insurance at the time the last person who is 
covered dies. A married couple who wants to take full advantage of 
the unlimited marital deduction on their assets will frequently use 
a second-to-die policy to fund the payment of estate taxes. 

Premiums for a second-to-die policy are lower than the cost 
of two separate policies. This type of policy might also make sense 
if one party is substantially older or rated higher because of illness 
or other factors. With this type of policy, underwriting will focus 
primarily on the status of the person who is likely to die last.

Question 198. What are settlement options?

After a person dies, the ways in which money is paid out to the 
beneficiaries are called settlement options. The owner of an insur-
ance policy can specify how he or she wants the proceeds to be paid 
out or he or she can leave that decision up to the beneficiaries.



126	 The 250 Estate Planning Questions Everyone Should Ask

In most cases, life insurance death benefits are paid to benefi-
ciaries in a lump sum, in installments, or in an interest-only option. 
Usually life insurance benefits received in a lump sum are tax-free 
to the recipient. If the owner of the policy or the beneficiary decides 
that the money will be paid in installments, any interest received on 
money not paid out immediately will be subject to income tax. 

If an insurance policy owner specifies that the beneficiary 
should only be paid the interest generated by the insurance com-
pany on the death proceeds, and the death proceeds are paid out at 
a future date, then the total amount of the interest-only payments 
will be taxable income to the beneficiary.

Question 199. What types of ownership can you have in 
a life insurance policy?

The ownership of an insurance policy can have great gift and estate 
tax consequences. Here is a list of the possible types of ownership:

Right to name and change the beneficiary
Right to cash in, surrender, or cancel a policy
Right to receive policy dividends
Right to borrow against the cash values of the policy
Right to pledge the policy as collateral for a loan
Right to assign any of the foregoing rights or the policy 
itself
Right to revoke any assignment of the rights

If a person dies with even one of these rights to any life insur-
ance policy on the life of another person, the replacement value of 
that policy must be included in the owner’s gross estate. But if the 
owner, insured, and decedent are all the same person, the death 
benefit is included in calculation of the gross estate. If the owner 
transferred his ownership to the life insurance policy to someone 
else during the last three years of his life, the death benefit also 
would be included in the gross estate.

■
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■
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Question 200. What is a beneficiary designation?

All life insurance policies permit the owner to designate who 
will get the death benefits of the policy. This person or persons are 
the beneficiaries, and the beneficiary designation permits you to 
name these people when you buy the policy.

When deciding whom to name as a beneficiary or beneficia-
ries on a life insurance, first consider how this policy fits into your 
estate plan and how it will help you meet the goals of that plan. If 
the primary purpose of buying that policy was to help cover any 
costs after your death, don’t name someone who is not concerned 
with how the estate taxes or administrative costs of probate will be 
paid.

Question 201. What is group term life insurance?

When you get life insurance through work, the policy likely is a 
group term life insurance policy. This is a common fringe benefit 
in the workplace. An employer commonly establishes a face value 
to the term life policy that is usually equal to one year’s salary or a 
set dollar amount. 

A group term life insurance policy is owned by the employer. 
Your only right to ownership is the right to name a beneficiary 
or beneficiaries. In some cases, you will be allowed to convert the 
policy to an individual policy if you leave. 

Any premiums the employer pays can be deducted as a busi-
ness expense. The cost of coverage for the first $50,000 of life insur-
ance benefits is not taxable income for the employee, even if they 
are paid by the employer. The cost for any coverage paid by the 
employer for a death benefit in excess of $50,000 is taxable income 
to employees. For example, if an employer pays for life insurance 
coverage up to $50,000, all premiums are nontaxable. But if the 
employer pays for a life insurance policy that gives someone $55,000 
coverage, the difference of the cost between the $50,000 pre-
mium and the $55,000 premium would be taxable. That difference 
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in premium would be added to the employee’s income for the year 
and taxed at current tax rates. 

The death benefit from a group term life insurance policy will 
be included when calculating the gross estate of the decedent, as 
long as the decedent had the right to name the beneficiary. The 
death benefit will not be included in the decedent’s gross estate if 
the ownership of the policy was given to someone else more than 
three years before his or her death, but the gift of policy ownership 
may be subject to gift tax.

Question 202. What is split-dollar life insurance?

In a split-dollar life insurance policy, an employer and employee 
sign a written agreement that specifies how they will share the cost 
of a life insurance policy, as well as how the proceeds of the policy 
will be shared when the policy is surrendered either at the death of 
the employee or the termination of the employment. These types of 
policies are usually offered only to extremely valuable employees.

In most cases, the premiums paid toward increasing the cash 
surrender value of the policy are paid by the employer, while the 
employee pays the portion of the policy that buys the death benefit. 
Generally these agreements specify that the employer will receive 
any cash surrender value of the policy and the employee’s beneficia-
ries will receive the death benefit.

Either the employee or employer can be the owner of the split-
dollar life insurance policy. If the policy is owned by the employee, 
the employer secures her interest in the proceeds by having the 
employee sign a collateral assignment of the policy to the employer. 
If the policy is owned by the employer, she endorses the policy 
to allow the employee to designate the beneficiary of the portion 
of the life insurance proceeds granted to the employee under the 
agreement.
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Question 203. What is key person life insurance?

Businesses purchase key person life insurance on the life of an 
employee who is key to the success of the business. The primary 
reason for this insurance is to replace the anticipated loss of income 
generated after the death of the key employee. In many cases, the 
insured employee is also an owner of the closely held business that 
purchased the life insurance.

Many closely held small businesses will use this type of life 
insurance policy to fund a buy-sell agreement (see Question 187). 
When the insured person dies, the proceeds of the life insur-
ance policy are used to finance the buyout of the decedent’s stock. 
The money is then used to pay any estate taxes, funeral expenses, 
and administrative expenses. The proceeds from a key person life 
insurance policy do not have to be included in the estate of the 
insured so long as no part of the proceeds are payable to a personal 
beneficiary.

Question 204. What is a salary increase or selective pen-
sion plan?

A salary increase or selective pension plan is a type of executive 
bonus plan used to supplement the compensation of highly paid 
employees for whom the maximum contribution to a qualified pen-
sion plan has already been made. The employer pays the entire pre-
mium on the employee’s life insurance policy. The employee owns 
the policy and can name the beneficiaries. Since the owner of the 
policy is the employee, the proceeds paid at death must be included 
in the decedent’s estate unless he assigns his right of ownership to 
someone else more than three years before his death.
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C h a p t e r  15
Estate Shrinkage

Your estate likely will not be the same size at the time of your death 
as it will be when the final distribution of the estate is made—the 
value probably will be less. This shrinkage in value is caused by a 
number of factors, which I’ll discuss in this chapter.

Question 205. What causes an estate to shrink in size?

Estate shrinkage is caused by a number of factors: administrative 
expenses to settle the estate, estate taxes, the payoff of any debts or 
claims by creditors, miscellaneous cash needs during the period of 
administration (see Question 206), and cash bequests (see Question 
207). You can minimize estate shrinkage with property liquidity 
planning (see Questions 208 and 209). 

Another cause of shrinkage can be litigation, if family mem-
bers decide to challenge your will or any of its provisions. There are 
a number of ways to avoid litigation (see Question 210) and reduce 
attorney fees (see Question 211).
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Question 206. What are the miscellaneous cash needs 
of an estate?

Miscellaneous cash needs of an estate vary widely. The estate may 
need cash to pay the family members an allowance or to keep a busi-
ness operating during the period of estate administration. Proper 
planning can avoid draining the estate with these cash needs. For 
example, you can plan for a family allowance through buying a life 
insurance policy and using the cash from the death benefit to sup-
port the family until the estate can be settled, or you can set aside 
other cash assets in a will substitute that will not be subject to pro-
bate and the delays of settling the estate. Any cash needs of a small 
family-owned business can be covered using the proceeds of a key 
person life insurance policy (see Question 203).

Question 207. What are cash bequests?

A cash bequest is any provision in a will that gives a specific ben-
eficiary a stated sum of money. You may be able to convince the 
beneficiary of a cash bequest to disclaim (give up) the cash or agree 
to accept the bequest through a distribution of property of equiva-
lent value. This could eliminate the need and expense of converting 
non-cash estate assets into cash to pay the bequest.

If you must sell assets to cash to settle an estate, rarely will you 
get the full value of these assets because the sale becomes a forced 
liquidation. A forced liquidation is usually done as an auction, and 
the property goes to the person who makes the highest bid. Bid-
ders, of course, will seek to pay the least amount possible, and most 
go to auctions looking for a bargain. The personal representative, 
who just wants to complete the job of administering the estate, 
likely will not want to wait until he or she can get a better price for 
the assets that must be sold.
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Question 208. What is estate liquidity planning?

Liquidity planning is the process of figuring out the current and 
future cash needs of an estate and making sure you can meet these 
requirements from the assets that are in the probate estate to be 
controlled by your personal representative. You can also meet the 
cash needs of an estate using nonprobate assets that are passed to 
estate beneficiaries, but be sure those beneficiaries have a stake in 
meeting the cash needs of the probate process. For example, pro-
ceeds from a life insurance policy can be used to meet the cash 
needs of an estate.

If you do name a life insurance beneficiary who has no interest 
in the assets to be distributed by the estate, he or she may not feel 
the obligation to help pay estate expenses. Beneficiaries who expect 
to get assets from the estate will be more likely to help pay any taxes 
and other estate expense to avoid the forced liquidation of non-
cash assets, because forced liquidation will likely result in sale of 
the assets at an amount below fair market value to get needed cash 
as quickly as possible. Another incentive for estate beneficiaries to 
help pay estate taxes is that the IRS can pursue beneficiaries to col-
lect taxes due and can even put a lien against any property that was 
received from the decedent.

Question 209. How can you reduce the cash needs of an 
estate?

The best way is to use will substitutes and avoid any administrative 
expenses related to those assets, provided you can meet your estate’s 
goal using these substitutes. Probate will be more expensive than 
any of the will substitutes you can use, but will substitutes won’t 
always meet your needs. For example, you can place real-estate 
property in joint tenancy with right of survivorship (see Questions 
41 and 42) to avoid the costs of probate, but you lose total control 
over the asset. 

Every estate will have some assets over which the decedent 
wanted total control; these assets will need to go through probate. 
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You can reduce the estate’s cash needs by minimizing the assets that 
will need to go through probate. That’s because both the personal 
representative’s fees and the attorney’s fees will likely be based on 
the total of the assets that need to go through probate.

You can also minimize cash needs by reducing the number of 
hard assets, such as real estate or closely held business assets, whose 
value can be more difficult to determine than publicly traded stock. 
(Chapters 12 and 13 focus on ways to transfer these types of assets 
while you are still alive.)

Another way to reduce cash needs is to reduce any assets that 
may be difficult to manage in probate, such as rental property. If the 
personal representative has to spend more time managing certain 
assets, his or her fees will be higher.

Question 210. What causes an estate to become involved 
in litigation, and how can you avoid it?

The last thing you want to happen is for your estate to be tied up 
for years in litigation and for the assets you intended to go to your 
beneficiaries to end up paying legal fees. There are a number of 
strategies you can use to minimize the risk that your estate will be 
involved in litigation:

Be sure that your will is executed based on the legal for-
malities of your state. Using a self-proving clause, when it’s 
allowed by your state, will reduce any courtroom time and 
fees.
If you plan to disinherit someone, expect them to contest 
your will. State the specific reason for disinheritance to 
prevent a successful will contest.
 If you loan money to someone and the estate needs to 
force collection of that debt, your estate may be involved 
in litigation. Avoid this situation by not making the loan; 
otherwise, the best protection is to carefully appraise the 
creditworthiness of the borrower.

■

■

■
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Your estate can end up in litigation if a creditor tries to 
collect on a debt from the estate and neither the creditor 
nor the decedent has proof of what is owed. Be sure all your 
debt agreements are in writing and keep careful records of 
repayments of those debts.

Question 211. How can you reduce attorney fees?

The best way is to minimize the size of your gross estate that must 
go through probate. In some states, attorneys can base their fees 
in part on the size of the estate, so the smaller an estate the lower 
the fees. Another good way to reduce attorney fees to is consider 
any possible holdings or actions that could result in litigation and 
take care of the questions while you are still alive. For example, 
if you plan to disinherit someone, amending your will to explain 
the reason will likely avoid a will contest after your death. If you 
owe someone money, be sure the debt is stated in writing and keep 
careful records of how much you paid, so your estate doesn’t have 
to hire an attorney to defend against a claim from the creditor. If 
someone owes you money, be sure to make all attempts to collect 
that money before your death, so your estate doesn’t have to pay an 
attorney to file a lawsuit for collection.

Question 212. How can you reduce estate taxes?

The best way is to reduce the size of your gross estate. You don’t 
have to worry about taxes at all if your estate is less than $2 million 
in 2007 and 2008 or less than $3.5 million in 2009. You won’t have 
to worry about estate taxes at all if you die in 2010. But, if you die 
in 2011 or after, what the estate taxes will be depends upon what 
Congress does. If Congress does nothing, start worrying about 
estate taxes if your estate is more than $1 million.

Given all the uncertainty about what estate taxes will be, your 
best bet is to minimize even the possibility that estate taxes will 

■
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need to be paid by minimizing the size of your estate. You can do 
this in a number of ways including:

Transfer incidents of ownership in your life insurance 
policy more than three years before your death. If you don’t 
transfer ownership, the death benefit is included in your 
gross estate.
If you plan to make major gifts upon which you will need 
to pay gift taxes, complete the gifts more than three years 
before your death. Any gift taxes paid within three years of 
your death will be included in the gross estate.
If you retain a right to property that you have given away, 
give up that right more than three years before your death. 
Any property in which you have retained rights must be 
included in your gross estate.

■

■

■
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C h a p t e r  16
Postmortem 
Liquidity Planning

After you die, the possibility for increasing estate liquidity narrows 
considerably. That’s because your personal representative must carry 
out the provisions of your will precisely without considering the 
effect of those provisions on liquidity. Yet there are some things a 
personal representative or family members can do to minimize the 
use of cash and maximize the amount of your assets that will be dis-
tributed to your beneficiaries. This chapter presents the postmortem 
actions that can be taken to minimize the use of cash before the 
estate is distributed.

Question 213. What actions can the personal represen-
tative take to maximize cash assets?

Your personal representative’s attempts to maximize cash assets are 
limited to those assets that are under her control. Her first duty is to 
collect all probate assets. Liquid assets initially are the most impor-
tant because she will be able to use those to pay any administrative 
expenses, debt obligations, or taxes. Liquid assets include:
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Any income that is received by the decedent after his death 
such as a final paycheck, royalties, commissions, and retire-
ment benefits. Some retirement benefits that have named 
beneficiaries are not payable to the estate.
Enforcement of a buy-sell agreement in which the sur-
viving parties to the agreement pay out the cash promised 
by contract for the decedent’s share of the business.
Collection of death benefits from life insurance companies 
or employee benefits that are payable to the estate and not 
to named beneficiaries.
Collection of any bank accounts, money market funds, 
or any other cash equivalents that do not go to a named 
beneficiary.

If the cash available to the estate is not enough to pay the 
expenses, debt obligations, or taxes, then your personal representa-
tive may have to make arrangements for a loan or to sell some of 
the non-cash assets.

Question 214. What actions can the personal represen-
tative take to minimize cash needs?

A personal representative can minimize cash needs primarily 
through strategies concerning the payment of three taxes: the fed-
eral estate tax, the federal income tax, and the federal generation-
skipping transfer tax. To minimize the federal tax, he must first 
consider the value of the assets and whether to set that value at 
the date of the decedent’s death or six months later. The best date 
to choose will be the one that results in the lowest tax bill. He can 
also minimize federal estate tax payments by being certain he takes 
advantage of all possible deductions (see Chapter 6). Finally, he can 
minimize the cash needs for taxes by being certain that he pays the 
taxes on time to avoid any penalties and interest.

■

■

■

■
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Question 215. What are qualified disclaimers, and how 
do they aid in postmortem planning?

A qualified disclaimer occurs when a beneficiary refuses the bequest 
of property from a decedent. To find out what makes a disclaimer 
qualified or defective, see Question 129. A qualified disclaimer aids 
postmortem liquidity planning because the personal representa-
tive does not have to worry about paying the cash specified in the 
bequest. If a beneficiary other than the spouse refuses a bequest, 
the value of the bequest will go to the spouse and be qualified for 
the unlimited marital deduction, so no estate taxes will need to 
be paid on the asset. A surviving spouse can disclaim a marital 
deduction bequest to avoid wasting the available estate tax appli-
cable credit amount. This will lower the surviving spouse’s estate 
tax obligations.

Question 216. What is a spousal elective share?

If the spouse is not happy with the share of the estate she was given 
and she lives in a common law state, she can elect against the will 
and take a statutory percentage of the estate rather than the amount 
given in the will. This decision is known as the spousal elective 
share. She must file a notice with the personal representative that 
she intends to exercise her rights under the statute. See Question 
12 for more information about common law states.

This decision can dramatically impact the other beneficiaries 
as well as the liquidity of the estate because if the spouse elects to 
take more than specified in the will, other beneficiaries will get less. 
The only advantage to the other beneficiaries is that this election 
will reduce estate taxes because the spouse’s share will qualify for 
the unlimited marital deduction. The reduced tax bill will free up 
more cash for the other beneficiaries.
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Question 217. What are homestead, exempt property, 
and family allowances?

Most states protect the surviving spouse and dependent children 
from the probate laws through three state laws: homestead, exempt 
property, and family allowances. The homestead and exempt prop-
erty allowances give the family rights to certain property to protect 
beneficiaries from being left penniless. The family allowance law 
mandates that the family must be paid a certain amount from the 
estate during the period of estate administration. 

Family allowance laws can impact the liquidity of the estate 
because in most states they must be paid in cash. Homestead and 
exempt property allowances can be satisfied by distributions in 
kind, such as giving the family home to the family to satisfy the 
homestead requirement.

In most states, the surviving spouse and children must elect 
to claim these allowances by notifying the personal representative 
in writing.

Question 218. Why would a will be contested?

A decedent can leave his property to anyone he wants through a 
will as long as he meets these three assumptions when the will is 
executed:

	1.	 He is legally and mentally competent to make a will.
	2.	 He executes a valid will.
	3.	 He expresses his wishes in the will in a clear and understand-

able matter.

If a person is not satisfied with what she receives in the will, 
she can contest the will in probate court. She can seek to have the 
court declare the will invalid because one of the three assumptions 
are not met, or she can ask the court to interpret something that is 
not clear in a way that is more beneficial to her. 
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If the will is declared invalid, the probate estate will be dis-
tributed based on the state’s intestacy laws (see Chapter 4). Only 
a person who stands to gain more from a distribution by state law 
would contest a will to have it declared invalid.

Question 219. What is a family settlement agreement?

Sometimes to avoid the costs and delays of litigation, the family 
members involved will negotiate a settlement to avoid a will con-
test. This is called a family settlement agreement. To reach agree-
ment, family members impacted by any settlement would have to 
convince all beneficiaries to agree to the compromise and avoid 
litigation. A family settlement agreement must get the approval of 
the probate judge before it can be enforced, but the judge will likely 
agree with the family provided the language in the will is subject to 
different interpretations.
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C h a p t e r  17
Problems of 
Incompetency

Unfortunately, some people are faced with the possibility that 
they will not be competent to handle their affairs throughout their 
lifetime. Often people don’t think about this possibility. When it 
actually happens, it can be too late for them to do anything about 
it. This chapter explores the problems that arise when someone 
becomes incompetent.

Question 220. Who can be considered incompetent?

People of any age can become unable to manage the basics of daily 
life and care for their property or financial affairs. A person can be 
considered incompetent if he or she lacks the ability or capacity to 
communicate responsible decisions concerning his or her personal 
life or financial affairs.

A minor child who has not reached the legal age of majority 
in the state in which she lives, which is twenty-one in most states 
and eighteen in other states, is considered incompetent. An adult 
with diminished capacity can also be considered incompetent. This 
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can happen because of mental illness or deficiency, physical illness 
or disability, advanced age, chronic use of alcohol or drugs, confine-
ment, detention by a foreign power, or disappearance.

Question 221. Why don’t people plan for incompetency?

Most people don’t expect to be incapacitated and have no idea 
of what problems it can cause. Others who may be aware of the 
possibility don’t want to think about such an unpleasant situation. 
Others don’t plan because they think they will have lasting health 
until it’s their time to die. Probably the most common reason is 
procrastination.

Sometimes people understand the need to plan for the pos-
sibility of incompetency but decide they just don’t like any of the 
preplanning techniques or don’t want to pay any of the up-front 
costs, such as fees to a planner or attorney to execute the necessary 
documents. Others may decide not to preplan because they don’t 
want to hurt the feelings of a family member or friend by choosing 
someone else to manage their affairs.

Question 222. What are state-mandated court-ordered 
arrangements for people to handle the financial affairs 
of an incompetent person?

When you don’t plan for your incompetency, the state mandates a 
court-ordered arrangement. So exactly how your financial affairs 
will be handled if you become incompetent will depend upon the 
laws of the state in which you live. The state will appoint a guardian 
to take responsibility for both you and your property when you are 
declared incompetent (see Question 223 about guardianship).
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Question 223. What is guardianship, and how does it 
work?

Guardianship involves any arrangement in which a person takes 
responsibility for the care of another person and his or her property. 
Court-ordered guardianship will provide for the care of an incom-
petent person. The guardian or guardians of an estate, when ordered 
by the court, will manage an incompetent person’s financial affairs. 

Plenary guardianship is a court-ordered arrangement that 
involves the complete control of an incompetent person and his or 
her property. It includes the person’s daily activities, living arrange-
ments, non-emergency health care, and any other necessary activi-
ties. In addition, it includes the management of the incompetent 
person’s financial affairs, which results in the of his or her basic civil 
and property rights.

The person who is deemed incompetent becomes a ward of 
the state. The court-appointed guardian acts under and within the 
state’s authority to protect the ward in a fiduciary capacity. Most 
states have a list of priorities for appointment of a guardian based 
on the relationship to the adult incompetent person. First will be a 
person who held the most recent durable power of attorney. Next 
will be a spouse or person designated in the incompetent person’s 
will. Next will be an adult child, followed by any family member 
with whom the incapacitated person has lived in the past six 
months. The last choice will be a person nominated by the person 
who is caring for or paying for an incapacitated person’s care.

Question 224. What is conservatorship, and how does 
it work?

A conservator is a court-appointed person who protects and man-
ages the financial affairs of an incompetent person. A conservator 
can be appointed if the court finds that a person needs protec-
tion because she is unable to manage her property. In addition, the 
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court must find that the property owned by the incompetent person 
might be wasted unless proper management is provided. A conser-
vatorship can also be mandated if the court finds it is necessary or 
desirable to protect assets so there will be funds available for the 
person’s support, care, and welfare.

Question 225. How do you establish a guardianship or 
conservatorship?

Any person who has an interest in a person’s welfare can file an 
action with the court. In many cases, the person who files a court 
action will be a family member. Because the resulting court man-
date could result in the person’s loss of civil and property rights 
if he is declared incompetent, the person will be represented by 
a guardian ad litem (a person appointed by the court to protect 
his rights during the court proceedings). Lay and expert testimony 
will be presented to the court regarding why the person should be 
declared incompetent. If the court agrees with the person filing the 
action, it will appoint a guardian or conservator and will declare the 
person incompetent.

Question 226. What are the powers and limits of guard-
ianship and conservatorship?

The state mandates specific powers to a guardian or conservator. 
The powers and limits to those powers include:

A guardian for a minor has the powers and responsibilities 
similar to those of a parent. He will be responsible for the 
minor’s support, care, and education but is not personally 
liable for the minor’s expenses or liable for third-party acts 
of the minor.
A guardian for an incapacitated person has any powers that 
are necessary or desirable so she can provide continuing 
care and supervision.

■

■
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A conservator has the powers necessary to manage and dis-
tribute the incompetent person’s property for her support, 
education, care, or other benefits the conservator deems 
desirable. The only power a conservator does not have over 
an incompetent person’s finances is the power to make a 
will.

Question 227. What are limited guardianships?

Every power and duty given to a guardian deprives the incapaci-
tated person of civil and property rights. This can include the 
right to control his or her living arrangements and daily activi-
ties. A limited guardianship imposes restrictions on the guardian’s 
powers, allowing the person who has been declared incompetent to 
make some decisions himself. A limited guardianship encourages 
the maximum self-reliance and independence of the incapacitated 
person.

Question 228. What are limited conservatorships?

Like a guardianship, a conservatorship deprives the incompetent 
person of civil and property rights. This can include the right to 
write checks, the right to make gifts, and the right to contract with 
others. It can also include the right to buy and sell property and 
the right to sue and be sued. A limited conservatorship restricts the 
powers of the conservator to handling specific transactions or types 
of transactions as manager of specific areas of the incompetent’s 
person’s financial affairs.

Question 229. What are the advantages of guardianships 
and conservatorships?

The primary advantage of guardianships is that they provide for 
continuing care and supervision of a minor or incapacitated per-
son’s living arrangements and daily activities. The main advantage 

■
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of conservatorships is that they protect and productively manage 
an incompetent person’s property and other financial affairs. Other 
advantages are that the court has supervisory and enforcement 
powers to ensure a guardian or conservator is acting in a fiduciary 
capacity to protect the incompetent person according to the state’s 
authority.

Question 230. What are the disadvantages of guardian-
ships and conservatorships?

While you might like the idea of letting the courts make the tough 
decisions about incompetency so you don’t have to plan for it, con-
sider the disadvantages of court-ordered arrangements.

They can be dehumanizing, since most states require that 
the person be declared mentally ill or incompetent before 
they will step in. This will require that evidence be pre-
sented to the court.
They can be uncertain, time-consuming, and costly. Papers 
must be filed, expert testimony must be arranged and paid 
for, and if anyone challenges the incompetency, both sides 
must be represented in court.
They can be inflexible in the powers granted. In most situ-
ations, the arrangements are not tailored to the specific 
situation.
They may be uncertain regarding who will care for the person 
or manage the person’s property. The person appointed may 
not be the one desired by the incapacitated person.

You are much better off making these decisions yourself by 
planning for incompetency while you are able to do so (see Chapter 
18).

■

■

■

■
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C h a p t e r  18
Planning for 
Incompetency

Chapter 17 presented the problems of not planning for your 
incompetency, which can leave you with little control over what 
you can do each day. This chapter focuses on how to plan for your 
incompetency. By spending a little time on planning and a bit of 
money on setting up the desired alternative, you can have a lot more 
control over what will happen to you if you become incapacitated 
or incompetent at some point.

Question 231. How do you plan for the management of 
a non-minor’s financial affairs?

There are a number of alternatives to consider in planning for pos-
sible incapacity or incompetence. Some cost you nothing, others 
will involve minimal legal fees, and still others may involve the 
costs of setting up a trust. Your choices include:
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Establishing a joint convenience checking account (see 
Question 232)
Executing a durable power of attorney (see Question 233)
Funding a revocable living trust (see Question 234)
Funding a contingent revocable living trust in combination 
with a durable power of attorney (see Question 235)
Setting up a special needs trust (see Question 236)
Drafting your own voluntary limited conservatorship (see 
Question 237)

Question 232. What is a joint convenience checking 
account?

A joint checking account is the simplest thing you can do to set 
up a mechanism for your finances to be handled by someone you 
choose. Simply follow the rules required by your bank to set up 
such an account. As long as your state laws authorize a joint con-
venience checking account, it’s better to use those forms than an 
account with joint tenancy with right of survivor. With the conve-
nience checking account, your cosigner is limited to withdrawing 
funds solely for the benefit of the incompetent or incapacitated 
person, while the cosigner of a joint tenancy account has the right 
to withdraw funds for any reason. 

If a cosigner on a joint convenience checking account uses 
funds for himself, there could be gift tax implications for the 
incompetent person. If there is any income on a joint convenience 
checking account, the income will be taxed on the incompetent 
person’s account. 

Any money left in a joint convenience checking account after 
the incompetent person dies becomes part of the decedent’s estate 
to be distributed based on the provisions in the will. Any money 
left in a joint tenancy account will go to the person who was the 
joint tenant and bypass probate.

Setting up a joint convenience checking account works best if 
these conditions exist:

■

■

■

■

■
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The funds you put into the account are needed for routine 
expenditures.
You need assistance with a task of routine bill paying.
You can handle cash for food and clothing purchases and 
other basic expenses, or you have a trusted person who can 
make these purchases for you.
You have a trusted person in mind as cosigner who is willing 
to take on the responsibility of handling your bill paying.

Question 233. What is a durable power of attorney?

A durable power of attorney creates an agency relationship between 
one person (who is the principal) and another person or institution 
(who is the attorney-in-fact). The scope of the durable power of 
attorney can be very broad, giving the attorney-in-fact permission 
to do any act the principal can do except to execute a will, or it 
can be very limited. For example, the attorney-in-fact can be given 
only the right to perform one specific act, such as to sell a piece of 
property.

You can set up a durable power of attorney as long as you have 
the legal capacity to appoint someone else to perform an act for 
you. State law determines whether you have the legal capacity.

You can’t use a traditional nondurable power of attorney for 
preplanning for incapacity because the powers of an attorney-in-
fact cease when the principal is no longer legally competent to 
complete the act. In all fifty states, a durable power of attorney 
remains in effect even after the person is incompetent.

Question 234. What is a funded revocable living trust?

You can prepare for the possibility of becoming incapacitated and 
unable to handle your affairs by funding a revocable living trust. 
Usually the grantor of the trust is also the trustee. To fund the trust, 
title all appropriate property by making the revocable living trust 
the holder of legal title to the property. In most cases, the grantor 

■

■

■
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(you) or the grantor and his or her spouse are sole lifetime benefi-
ciaries of the trust. You will continue to manage the assets of the 
trust, as well as your own finances, in the same way you did in the 
past, but now as a trustee of the revocable living trust. 

With all the legal work in place and the trust funded, the only 
action you need to take when planning for possible incapacity is to 
draw up (or have drawn up) a trust document specifying what will 
happen when and if you become incompetent or die. 

When you become incompetent, you are removed as the 
trustee, and the full trust powers will go to a co-trustee or a suc-
cessor trustee who was named while you still had the legal capacity 
to choose who you wanted to manage the trust. The trust allows 
the assets in the trust to avoid probate and may also provide for the 
management of the property after your death.

Since this will not be a completed gift because the trust is 
revocable, you don’t have to worry about gift taxes. The total value 
of assets remaining in the trust when you die will be included in the 
calculation of the gross estate for estate tax purposes. 

Question 235. What is a contingent (standby) trust?

You might like the idea of a revocable living trust as the means to 
manage your property and finances if you become incapacitated, 
but you don’t want to fund that trust immediately. A good alterna-
tive is to set up a contingent or standby trust with minimal funding 
(it can be as low as $5) as long as you execute a durable power of 
attorney. The person named in this durable power of attorney as 
your attorney-in-fact will take responsibility for fully funding the 
trust and naming the trustee should you become incapacitated. 

The power you give the person named in the durable power of 
attorney can be either immediate or “springing.” Springing means 
that the durable power of attorney will not take effect until you 
become incapacitated. You set up the terms of the trust agreement 
and specify the duties, powers, and discretion of the trustee, whom 
you can also name.
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Should you become incapacitated, the attorney-in-fact 
changes the title of the principal’s assets from the principal to the 
trustee. The trustee then manages the property based on the terms 
you set when you set up the trust.

Question 236. What is a special needs / Craven trust?

A special needs or Craven trust is an irrevocable trust set up for the 
benefit of someone else. Often this type of trust is set up by a parent 
for the care of a disabled child or by an adult child for the care of an 
elderly parent. The trustee usually is given discretionary power over 
the distribution of the income from the trust.

If the trust is created during the grantor’s life, the trust income 
will be taxable either to the trust or to the income beneficiary 
because the trust is irrevocable.

If the grantor retains too much control over the trust distri-
butions or if the trust distributions are used to pay a legal support 
obligation, then the trust income will be taxable to the grantor.

If the grantor relinquishes all control in the trust, the assets of 
the trust will not be included in his gross estate. But if the grantor 
retains too much control, the assets will be included in his or her 
gross estate. Creating and funding the trust during the grantor’s 
lifetime could result in gift taxes.

Question 237. What is voluntary, limited conservatorship?

Chapter 17 discussed state-mandated conservatorships, but you can 
avoid this by setting up a voluntary, limited conservatorship for the 
management of your financial affairs should you become incompe-
tent. Not all states authorize these types of conservatorships, but if 
your state does, you have the right to pick the conservator and con-
trol his or her powers. You can also more easily dissolve a voluntary, 
limited conservatorship than you can a state-mandated one.

This type of conservatorship is based on the fact that the con-
servator will only need to deal with part of your financial affairs. 
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For example, this type of conservatorship might be used if you can 
continue to handle routine, smaller expenditures but need help with 
large sums of money or major purchases.

The primary advantages are that you get to pick the person 
who will handle your finances, and you avoid the stigma of being 
found to be totally incompetent. You do still need to go before the 
court to establish the conservatorship.
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C h a p t e r  19
An Incompetent 
Person’s Medical 
Needs

Another set of decisions that must be made for an incompetent 
person relate to medical care. You need to decide who will make 
medical decisions for you if you no longer have the capacity to do 
so. If you don’t pick someone as part of your preplanning for incom-
petency, the state will get to make that choice.

Question 238. What is informed consent?

Each time you need medical treatment, you or someone else must 
give consent for that treatment. This type of consent is called 
informed consent. The Supreme Court has ruled that a person who 
is recognized as competent has the right to refuse unwanted med-
ical treatment. 
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Each state has the right to set up appropriate procedures for 
informed consent. Some states recognize the right to refuse life-
sustaining treatment, and others permit the right to withhold or 
withdraw treatment. Even if family members and a patient’s physi-
cian disagree with a patient’s choice to withhold or withdraw treat-
ment, the patient’s right to decide is key as long as the patient is 
considered capable of understanding the consequences of his or her 
decision.

Question 239. What is substituted judgment?

Sometimes a patient may no longer be capable of making decisions 
or communicating those decisions to his doctor, so he cannot give 
his informed consent to proposed medical treatments. When this 
happens, a family member, a friend, or someone else in the health-
care system will need to make all medical decisions for the incom-
petent person. This type of situation can be handled in two ways:

	1. 	 If the patient’s wishes are known and were conveyed to a 
family member or friend, the courts will usually respect the 
wishes of the incompetent person even if the wishes are not 
in writing.

	2. 	 If the patient’s wishes are not known, the court uses the doc-
trine of substituted judgment. Under this rule, family members 
or others close to the person are authorized by the court to 
make medical decisions for the incapacitated patient because 
the courts have ruled that these people will best know the 
patient’s feelings and value system.

If you don’t preplan for incapacity, you will have no control 
over who can make medical decisions for you and your wishes will 
not be in writing. If you have specific feelings about when and if 
life-sustaining treatment should be withheld or withdrawn, put 
them in writing while you are still competent to do so.
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Question 240. What are living wills?

If you want to be certain that your wishes about medical treatment 
are followed even if you become incompetent, put those wishes in 
writing, using a living will. This document will state your intentions 
and give specific directions concerning medical treatment at the end 
of life in the event you become terminally or incurably ill or injured 
and are incapable of granting or withholding consent for treatment.

The most common purpose of a living will is to state your 
wishes to be allowed to die without the application of life-pro-
longing measures you believe are futile. The living will can also be 
used to request certain types of treatment or pain relief, including 
artificial respiration or ventilation, heart pumping, dialysis, cer-
tain types of pain medications, and artificial feeding. The best type 
of living will specifies when you want these procedures done and 
when you want them withheld. For example, you may want these 
procedures withheld if you are in a coma and if you are not expected 
to wake up.

States set the rules for when these provisions are honored and 
when they can be ignored. Some states consider the living will to 
be advisory and a guide to medical providers. Also, the medical 
provider is the one who decides if the patient’s condition is ter-
minal or meets other specified wishes of the patient in order for the 
provisions of the living will to be followed. If you have a living will, 
discuss the provisions that are important to you with your medical 
provider, so he or she will know what your wishes are.

Question 241. Why designate another person to make 
medical decisions?

In most states, the living will law applies only if an incompetent 
person’s condition is terminal, so you still should designate another 
person to make medical decisions for you if you become incompe-
tent but are not considered terminal. The person you designate can 
also make sure that your medical provider is following your wishes 
as specified in your living will. The person you designate can use his 
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or her authority to either litigate to enforce your wishes as stated in 
your living will or to change medical providers. He or she will be 
able to make decisions on issues that are not covered in your living 
will because the courts will deem that person has knowledge of 
your wishes and values, as well as any specific instructions you may 
have given to your appointed agent.

You can appoint someone to make medical decisions for you 
if you become incompetent by completing a health-care proxy (see 
Question 242), by appointing a health-care agent under specialized 
state statutes (see Question 243), or by appointing an attorney-in-
fact using a durable power of attorney for the purpose of making 
medical decisions (see Question 233).

Question 242. What is a proxy appointment?

In some states, one way to designate someone to make medical 
decisions for you if you should become incompetent is by proxy 
appointment. Your proxy appointment can be included in your 
living will. Other states require you to make a proxy appointment 
in a separate document.

Proxies can act only when you are in a condition specified in 
state statutes, which is usually when you are in a terminal condition 
as defined in the statute.

Question 243. What is a medical power of attorney?

Another way to provide for a health-care agent is to use a sepa-
rate document called a durable power of attorney for health care 
or a document that meets the medical treatment decisions statute 
of your state. These types of documents allow a person to make 
health-care decisions for you, including a decision to withhold or 
withdraw life support.

You also can appoint an attorney-in-fact using a durable 
power of attorney (see Question 233). While this type of document 
is usually used in conjunction with the management of money or 
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property, there is nothing in state statutes or court decisions that 
restricts the durable power of attorney in such matters. Some states 
require the use of a durable power of attorney for health care, so be 
sure to seek legal advice in your state.

A health-care agent or a medical attorney-in-fact appointed 
under the durable power of attorney can usually make decisions 
for an incapacitated person whether or not you are terminal. The 
powers granted to an attorney-in-fact for health-care decisions can 
be broad or limited. There are variations in each state regarding the 
amount of power that can be granted.

Question 244. What is a medical decision-making agent?

A medical decision-making agent is anyone you designate to make 
medical decisions for you using a medical power of attorney. A 
medical decision-making agent can also be a medical attorney-in-
fact who was appointed using a durable power of attorney in most 
states. Some states will only accept your medical decision-making 
agent if a durable power of attorney for health care is in place. 

In whatever document you decide to use to appoint your 
medical decision-making agent, specifically authorize your medical 
decision-making agent:

To have access to your medical records and the ability to 
disclose these medical records to communicate your pre-
vious treatment decisions
To have the power to interpret your living will
To have the power to give, refuse, or withdraw consent for 
specific medical or surgical measures based on your condi-
tion, prognosis, and known wishes
To employ, discharge, and grant releases to medical 
personnel
To start legal action, if necessary, and to get authorization 
for specific treatment decisions
To spend or withhold funds needed to carry out medical 
treatment

■

■

■

■

■

■



158	 The 250 Estate Planning Questions Everyone Should Ask

Question 245. What are medical directives?

A medical directive is any directive written in advance of becoming 
ill and pertains to treatment preferences. The medical directive 
will also designate a person who can make decisions for you in 
the event that you become unable to make those decisions on your 
own behalf. The three most common types of medical directives are 
living wills, power of attorneys, and health-care proxies.

Question 246. What is a do not resuscitate order?

A do not resuscitate order (DNR) is an order specifying that if 
the signatory’s heart stops or if she stops breathing, no one should 
attempt to resuscitate her. As long as the patient is competent, she 
can sign this order and specify that it is in effect until she revokes it. 
Hospital procedures are in place to determine how to make DNR 
decisions, resolve disputes that may arise among medical personnel 
or family members, and protect the patient’s right to refuse treat-
ment in such emergency situations.

If a patient is incompetent and has no DNR order in place, 
then the decision is usually made after the medical providers have 
consulted with family members, friends, a legal guardian, or a court-
appointed representative. A living will can play a crucial role in this 
decision if the patient refuses artificial life-sustaining procedures in 
that will under certain circumstances.
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C h a p t e r  20
Estate Planning 
for Cohabitation 
or Nontraditional 
Family Arrangements

People who decide to live together and not get married in the tra-
ditional sense must make different types of arrangement for estate 
planning because they cannot take advantage of many of the provi-
sions in estate law that married couples have. This chapter reviews 
some key considerations in your estate planning if you live with 
someone or are involved in some other type of nontraditional 
family arrangement.

Question 247. What is a property agreement, and why do 
you need it?

If you have not married the person with whom you cohabitate, you 
should at the very least draft a property agreement that can be used 
to settle any disagreements over what should happen to property 
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accumulated both before and after the relationship began. This type 
of agreement can help you avoid both an emotional and financially 
draining legal battle. Some points you should include in a property 
agreement include:

Responsibility for the debts. Specify who will pay which 
debts. Without a specific agreement, a cohabitant will be 
responsible for any debts to which he or she cosigned or for 
any assets that are owned jointly. Loans that involve com-
mingled income-producing assets will be the responsibility 
of the cohabitants who cosigned the loan.
Household contribution. Specify in writing each cohabitant’s 
household contribution and what it covers.
Division of assets. Specify in writing a list of all assets in the 
household, who owns them, and whether any other cohabi-
tant has a claim on each asset. Include the value of each 
asset and the dates they were acquired. In addition, title any 
assets that were acquired during the cohabitation relation-
ship to reflect the desired ownership rights. You can title 
property as tenants in common, which means each tenant 
owns an equal share, or joint tenants with rights of survi-
vorship, which means the asset will automatically go to the 
cohabitant who survives.
Residence. Specify what happens to the residence if one of 
the cohabitants dies. If the property is to be sold when the 
cohabitation ends, the method of disposition should be in 
writing.
Children. If children are part of the cohabitation arrange-
ment, specify who will be responsible for their personal and 
financial care both during the relationship and after the 
relationship ends.
Termination. Specify under what circumstances the agree-
ment will be terminated. This can include separation, 
mutual consent, incompatibility, death or the marriage of 
one cohabitant to someone else, or other mutually agreed 
upon terms.

■

■

■

■

■

■
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Dispute settlement. Include provisions for how a dispute can 
be settled other than by litigation, such as mediation or 
arbitration.

Question 248. How do you use a living revocable trust in 
nontraditional family arrangements?

One good tool for solving the problems that arise when you are 
doing estate planning for a nontraditional family is the living revo-
cable trust. It allows cohabitants to place shared assets into a trust 
that can specify that property in the trust will pass to the surviving 
cohabitant. Since this trust is revocable, either cohabitant can 
change his or her mind and pull out his or her share of the assets. 

This trust has a major advantage over a will because the 
property in the trust can pass to the surviving cohabitant without 
having to go through probate. The cohabitants may also be able to 
avoid a possible will contest from one of the deceased cohabitant’s 
family members. During the grantor’s lifetime, beneficiaries can 
be changed and the trust can be altered, amended, or abolished 
completely.

Question 249. What are estate tax strategies for nontradi-
tional family arrangements?

Nontraditional families can’t take advantage of some of the estate 
tax avoidance strategies offered to married couples, such as gift 
splitting (see Question 134), the gift tax marital deduction (see 
Question 95), or the estate tax marital deduction (see Question 59), 
so their strategies to avoid estate taxes can be very different.

While you can’t save estate taxes by bequeathing your prop-
erty to your cohabitant because the property will be part of your 
gross estate, it is really your only choice if you want to maintain 
control of the property throughout your lifetime. A lifetime gift 
to avoid estate taxes can be risky, however, because possession and 

■
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control passes immediately to your cohabitant; if the relationship 
does deteriorate, you can’t get it back.

The best way to lower the value of your gross estate to avoid 
estate taxes is a charitable bequest. For example, if the value of your 
estate is $2.3 million, which is $300,000 higher than the allowable 
exclusion amount ($2 million in 2007 and 2008), then you could 
leave $300,000 to charity and avoid all estate taxes.

Since you can’t take advantage of the marital deductions, you 
may end up paying more in estate taxes. One way to fund the pay-
ment of those taxes is to buy a life insurance policy and name your 
cohabitant as the beneficiary. If the relationship deteriorates, you 
can always change the beneficiary of the policy.

Question 250. What are the lifetime gift strategies for 
nontraditional family arrangements?

You can take advantage of the annual gift tax exclusion and make 
gifts to your cohabitants during your lifetime. A gift of $12,000 
or less in 2007 can be excluded from gift taxes. This exclusion can 
be taken every year and is not cumulative. The exclusion amount 
is adjusted periodically to the nearest $1,000. The primary disad-
vantage of gifting property is that you lose all control over that 
property for the rest of your life.

Another tactic that you can consider to be certain your cohab-
itant will be able to continue to use property after your death is 
to title the property as tenants in common. While this strategy 
won’t avoid estate taxes, because the property is still retained by the 
donor, and may result in gift taxes, it lowers a person’s gross estate. 
Only the portion held by each tenant in common will be included 
in a decedent’s gross estate. For example, if you own property worth 
$150,000 and title it as tenants in common with your cohabitant, 
each of you would only need to add $75,000 to your gross estates.
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A p p e n d i x

The 250 Questions

Chapter 1:  
The Basics of Estate Planning 

	 1.	 What is estate planning?

	 2.	 Who needs estate planning?

	 3. 	What are the financial goals of estate planning?

	 4. 	What are the non-financial goals of estate planning?

	 5. 	What are the tax goals of estate planning?

Chapter 2:  
Taking Time for Probate

	 6. 	What is probate?

	 7. 	What property interests are affected by probate?

	 8. 	What are the objectives and process of probate?

	 9. 	Who is a personal representative, and what are his/her duties?

	10. 	What is a will?

	 11. 	What is a community property state?

	12. 	What is a common law state?
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	13. 	How do laws differ between a community property  
		  state and a common law state?

	14. 	What happens if a child is omitted from the will?

	15. 	What rights to adopted or illegitimate children have to an estate?

	16. 	What are abatement statutes?

	 17. 	What are ademption statutes?

	18. 	What are anti-lapse statutes?

	19. 	What are divorce or annulment statutes?

	20. 	What are simultaneous death statutes?

	21. 	What are tax apportionment statutes?

	22. 	 In which state does probate occur?

	23. 	What is the difference between residence and domicile in estate law?

	24. 	What are the advantages of probate?

	25. 	What are the disadvantages of probate?

Chapter 3:  
When There’s a Will

	26. 	What are the requirements for a valid will?

	27. 	What are the typical clauses of a will?

	28. 	What are dispositive clauses of a will?

	29. 	What are appointment clauses of a will?

	30. 	What are concluding clauses of a will?

	31. 	What is a no-contest clause in a will?

	32. 	What are other common clauses in a will that are optional?

	33. 	How do you amend or revoke a will?
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Chapter 4:  
Intestate—When There’s Not a Will

	34. 	What happens if you die without a will (intestate)?

	35. 	 In intestacy laws, what provisions are made for survivors?

	36. 	What provisions can be made for charities or non–family members?

	37. 	What provisions are made if there are no surviving family members?

	38. 	How is the estate distributed if a person dies intestate?

	39. 	What are the disadvantages of intestacy?

Chapter 5:  
Will Substitutes or How to Avoid Probate

	40.	  How can you avoid probate?

	41. 	What are rights of survivorship?

	42. 	What is joint tenancy?

	43. 	What is a beneficiary?

	44. 	How can a government savings bond be used as a will substitute?

	45. 	How can POD accounts be used as a will substitute?

	46.	 What are Totten trusts?

	47.	 What are TOD accounts?

	48.	 What are gifts causa mortis?

	49.	 What are revocable living trusts?

	50.	 What are irrevocable living trusts?

	51.	 How can provisions in contracts be used to avoid a will?

	52.	 What are the advantages of a will substitute?

	53.	 What are the disadvantages of a will substitute?
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Chapter 6:  
Dealing with Taxes—Federal Unified Transfer  
Tax System

	54.	 What is the federal unified transfer tax system?

	55.	 What is a gift tax?

	56.	 What is an estate tax?

	57.	 What is a generation-skipping tax?

	58.	 What is EGTRRA, and how does it impact the federal unified  
		  transfer tax system?

	59.	 What is the marital deduction?

	60.	 What is the charitable deduction?

	61.	 What is the applicable credit (or unified credit)?

	62.	 What is the fair market value of an estate?

	63.	 How do you determine the fair market value of real estate?

	64.	 How do you determine the fair market value of closely held stock?

	65.	 How do you determine the value of life insurance?

	66.	 How do you determine the fair market value of corporate stocks  
		  and bonds?

	67.	 How do you determine the fair market value of annuities?

	68.	 How do you determine the value of a U.S. government bond?

	69.	 How do you determine the value of property held as a co-ownership?

	70.	 How do you determine the value of property held as tenancy 
		  in common?

	71.	 How do you determine the value of property held as joint tenancy  
		  with right of survival?

	72.	 How do you determine the value of property held as tenancy by the  
		  entirety and community property?
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	73.	 What date is used for the valuation of property?

	74.	 How do you report and pay federal estate tax?

Chapter 7:  
Calculating the Estate Tax

	75.	 What are the key parts of calculating estate tax?

	76.	 What is the difference in calculating estate tax versus income tax?

	77.	 What is the gross estate?

	78.	 Which property is calculated in the gross estate?

	79.	 Is life insurance part of the gross estate?

	80.	 How is joint property calculated in the gross estate?

	81.	 Are survivorship benefits (retirement benefits, pensions, annuities)  
		  included in the gross estate?

	82.	 Is property subject to a qualified conservation easement included  
		  in the gross estate?

	83.	 What are lifetime transfers, and how are they included in the 
		  gross estate?

	84.	 If a person retains a lifetime interest in property, is that included  
		  in the gross estate?

	85.	 What is retaining a reversionary interest and is it included in the  
		  gross estate?

	86.	 What is retaining the rights to alter, terminate, revoke, or amend  
		  the transfer of property, and is the property included in the  
		  gross estate?

	87.	 What is the three-year inclusionary rule?

	88.	 What can be deducted from the gross estate?

	89.	 How are debts, mortgages, and liens deducted from the gross estate?
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	90.	 How do you calculate funeral expenses to be deducted from 
		  the gross estate?

	91.	 What administrative expenses can be deducted from the  
		  gross estate?

	92.	 Can you deduct estate taxes paid to a foreign government?

	93.	 What theft and casualty losses can be deducted from the  
		  gross estate?

	94.	 What state estate taxes can be deducted from the gross estate?

	95.	 What is the marital deduction, and how is it calculated?

	96.	 How much can be deducted in charitable contributions from 
		  the gross estate?

	97.	 What are adjusted taxable gifts, and how do they impact the  
		  calculation of the estate tax?

	98.	 What is the gift taxes payable credit?

	99.	 What is the applicable credit?

	100.	What is the credit for federal gift taxes?

	101.	 What is the credit for foreign estate taxes?

	102.	What is the prior transfer credit?

Chapter 8:  
Estate Tax Planning

	103.	What are the goals of estate tax planning?

	104.	How can you reduce the gross estate?

	105.	How can you preserve or increase the estate tax deductions 
		  and credits?

	106.	How do you manage the marital deduction for estate tax  
		  planning purposes?
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	107.	 What is the power of appointment trust (marital trust)?

	108.	What is an estate trust?

	109.	What is the QTIP Trust?

	110.	 What is bypass planning?

	111.	 What strategies can be used to combine marital and bypass trusts?

	112.	 How do you use the charitable deduction in estate tax planning?

	113.	 What is the remainder trust in a farm or personal residence?

	114.	 What is a charitable lead trust?

	115.	 What is a charitable remainder trust?

	116.	 What are a charitable remainder annuity trust and a charitable 
		  remainder unitrust?

	117.	 What are pooled income funds?

	118.	What is a qualified funeral trust?

Chapter 9:  
Rules on Giving—Federal Gift Tax 

	119.	 What is a gift?

	120.	How do you calculate the fair market value of gifts?

	121.	 What are the filing requirements for gifts?

	122.	What are special valuations for intrafamily transfers?

	123.	How is the valuation for purposes of gift taxes determined  
		  on lifetime transfers?

	124.	How is the valuation calculated on retained interests trusts and  
		  term interests?

	125.	What is the effect of buy-sell agreements, options, and restrictions  
		  on valuation on the gift tax?
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	126.	How are lapsing rights or restrictions treated under gift tax rules?

	127.	 What is a lifetime transfer, and when is it complete?

	128.	How does adding your child’s name to property impact the gift tax?

	129.	What is a defective disclaimer?

	130.	What transfers of property are exempt from the gift tax?

	131.	 What qualifies as an educational exemption?

	132.	What qualifies as a medical exemption?

	133.	How do you calculate total calendar-year gifts?

	134.	How can you split gifts with your spouse?

	135.	What is the annual exclusion?

	136.	What are gift tax deductions?

	137.	 What qualifies for the marital deduction of gift taxes?

	138.	What qualifies for the charitable deduction of gift taxes?

Chapter 10:  
Generation-Skipping Transfer Tax

	139.	What is the generation-skipping transfer tax?

	140.	What is the difference between a skip person and a non-skip  
		  person?

	141.	 What is a direct skip?

	142.	What is an indirect skip?

	143.	What is the GSTT exemption?

	144.	How do you calculate the GSTT?

	145.	What is the applicable rate for the GSTT?
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Chapter 11:  
Giving While You’re Alive—Estate Transfer  
During Lifetime

	146.	What is an inter vivos transfer (lifetime gift)?

	147.	 What is a testamentary transfer?

	148.	What are the advantages of an inter vivos transfer?

	149.	What are the disadvantages of an inter vivos transfer?

	150.	What are the consequences of an outright lifetime gift?

	151.	 What is an outright total interest charitable gift?

	152.	What is a charitable bargain sale?

	153.	What is a charitable stock bailout?

	154.	What is a charitable gift annuity?

	155.	What is an outright partial interest charitable gift?

	156.	What is an intrafamily loan?

	157.	 What is a gift leaseback?

	158.	What is a reverse gift?

	159.	What is a net gift?

	160.	What is a custodial gift?

	161.	 What is the Uniform Gifts to Minors Act?

	162.	What are the elements of a gift in trust?

	163.	What are the goals of a trust?

	164.	What is a minor’s trust?

	165.	What are qualified tuition plans?

	166.	What are Coverdell Education Savings Accounts?
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	167.	 What is a support trust?

	168.	What is a revocable trust?

	169.	What is a contingent (standby) trust?

	170.	What are distributional trusts?

	171.	 What is a pour-over trust?

	172.	What is a dynasty trust?

	173.	What is a mandatory income trust?

	174.	 What is a Crummey trust?

	175.	What is a grantor-retained annuity trust?

	176.	What is a grantor-retained unitrust?

	177.	 What is a grantor-retained interest (or income) trust?

	178.	What is a qualified personal residence trust?

Chapter 12:  
Selling Property—Intrafamily Transfers 

	179.	What is an ordinary sale?

	180.	What is a bargain sale?

	181.	 What is an installment sale?

	182.	What are self-canceling installment notes?

	183.	What are private annuities?

	184.	What is a sales-leaseback transaction?

	185.	What are remainder interest transactions?

	186.	What are split interest transactions?
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Chapter 13:  
Business Dealings—Transfer of Closely Held  
Business Interests

	187.	 What are buy-sell agreements?

	188.	What are restrictions upon transfer?

	189.	How do you transfer the business to a family member?

	190.	What are the gift tax implications?

	191.	 What are the estate tax implications?

	192.	What are the income tax implications?

	193.	What are the non-tax implications?

Chapter 14:  
Life Insurance Planning

	194.	What are important reasons to use life insurance as an estate- 
		  planning tool?

	195.	What is a joint-life policy?

	196.	What is a first-to-die policy?

	197.	 What is a second-to-die policy?

	198.	What are settlement options?

	199.	What types of ownership can you have in a life insurance policy?

	200.	What is a beneficiary designation?

	201.	 What is group term life insurance?

	202.	What is split-dollar life insurance?

	203.	What is key person life insurance?

	204.	What is a salary increase or selective pension plan?
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Chapter 15:  
Estate Shrinkage

	205.	What causes an estate to shrink in size?

	206.	What are the miscellaneous cash needs of an estate?

	207.	 What are cash bequests?

	208.	What is estate liquidity planning?

	209.	How can you reduce the cash needs of an estate?

	210.	What causes an estate to become involved in litigation, and how  
		  can you avoid it?

	211.	 How can you reduce attorney fees?

	212.	How can you reduce estate taxes?

Chapter 16:  
Postmortem Liquidity Planning

	213.	What actions can the personal representative take to maximize  
		  cash assets?

	214.	What actions can the personal representative take to minimize  
		  cash needs?

	215.	What are qualified disclaimers, and how do they aid in postmortem  
		  planning?

	216.	What is a spousal elective share?

	217.	 What are homestead, exempt property, and family allowances?

	218.	Why would a will be contested?

	219.	What is a family settlement agreement?



	 Appendix: The 250 Questions	 175

Chapter 17:  
Problems of Incompetency

	220.	Who can be considered incompetent?

	221.	Why don’t people plan for incompetency?

	222.	What are state-mandated court-ordered arrangements for people  
		  to handle the financial affairs of an incompetent person?

	223.	What is guardianship, and how does it work?

	224.	What is conservatorship, and how does it work?

	225.	How do I establish a guardianship or conservatorship?

	226.	What are the powers and limits of guardianship and conservatorship?

	227.	 What are limited guardianships?

	228.	What are limited conservatorships?

	229.	What are the advantages of guardianships and conservatorships?

	230.	What are the disadvantages of guardianships and conservatorships?

Chapter 18:  
Planning for Incompetency

	231.	How do you plan for the management of a non-minor’s financial  
		  affairs?

	232.	What is a joint convenience checking account?

	233.	What is a durable power of attorney?

	234.	What is a funded revocable living trust?

	235.	What is a contingent (standby) trust?

	236.	What is a special needs / Craven trust?

	237.	 What is voluntary, limited conservatorship?
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Chapter 19:  
An Incompetent Person’s Medical Needs

	238.	What is informed consent?

	239.	What is substituted judgment?

	240.	What are living wills?

	241.	Why designate another person to make medical decisions?

	242.	What is a proxy appointment?

	243.	What is a medical power of attorney?

	244.	What is a medical decision-making agent?

	245.	What are medical directives?

	246.	What is a do not resuscitate order?

Chapter 20:  
Estate Planning for Cohabitation or  
Nontraditional Family Arrangements

	247.	 What is a property agreement, and why do you need it?

	248.	How do you use a living revocable trust in nontraditional family  
		  arrangements?

	249.	What are the estate tax strategies for nontraditional family  
		  arrangements?

	250.	What are the lifetime gift strategies for nontraditional family 
		  arrangements? 
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Abatement statutes, 13–14
Ademption statutes, 14
Adjusted gross estate, 57
Administrative expenses, 57–58
Administratix, 10
Administrator, 10
Ancillary probate, 16
Annual exclusion, 85
Annuities

and beneficiaries, 34
charitable gift annuity, 97
charitable remainder annuity, 

72
fair market value of, 45
private annuities, 115

Annulment statutes, 15
Anti-lapse statutes, 14
Applicable credit, 40, 61
Applicable exclusion amount, 62
Appointment clauses, 20, 22
Appointment trust, 67
Attorney, power of, 149, 156–57
Attorney fees, 134

Bargain sales, 75, 114
Beneficiaries. See also Children; 

Survivorship
and annuities, 34
definition of, 31
designation of, 127

Bonds, 43–45
Buy-sell agreements, 79–80, 

118–19
Bypass trust, 68–69

Calendar-year gifts, 84
Cash assets, 16, 136–37
Cash bequests, 131
Cash needs, 131–33, 137
Casualty losses, 58
Charitable bargain sale, 96
Charitable deductions, 40, 60, 

70, 87
Charitable gift annuity, 97
Charitable lead trust, 70–71
Charitable remainder annuity 

(CRAT), 72
Charitable remainder trust, 71
Charitable remainder unitrust 

(CRUT), 72
Charitable stock bailout, 97
Charities, 26
Children. See also Beneficiaries; 

Survivorship
adopted children, 13, 26
illegitimate children, 13, 26
and lifetime transfers, 81
and loans, 75, 98
and property, 13, 26, 82, 100
and tuition plans, 103–4
and wills, 12–13

Closely held business interests, 
77, 80–81, 99, 118–22, 124

Closely held stocks, 42, 97
Cohabitation estate planning, 

159–62
Common clauses, 23
Common law state, 11–12
Community property state, 11
Concluding clauses, 20, 22
Consent, 153–54



	 Index	 179

Conservation easement, 54
Conservatorships, 143–46, 

151–52
Contesting will, 139–40
Contingent (standby) trust, 

106–7, 149–50
Contract provisions, 34
Convenience account, 31
Co-ownership of property, 

45–46
Court-ordered arrangements, 

142–46
Coverdell Education Savings 

Accounts, 104–5
Craven trust, 151
Cross-purchase agreement, 119
Crummey trust, 110
Custodial gift, 100–101

Death statutes, 15
“Death taxes,” 36. See also Estate 

taxes
Debts

forgiving, 75
and gross estate, 57
retirement of, 124

Deductions, preserving, 65–66
Defective disclaimer, 82–83
Direct skip, 90
Dispositive clauses, 20–21
Distributional trusts, 107
Divorce statutes, 15
Domestic partner, 26–27
Domicile, 17

Do not resuscitate (DNR) order, 
158

Durable power of attorney, 149
Dynasty trust, 108–9

Economic Growth and Tax 
Relief Reconciliation Act 
(EGTRRA), 39, 59

Educational exemptions, 83–84
Employer plans, 34
Entity-purchase agreement, 119
Estate, fair market value, 40–41
Estate cash needs, 131–33, 137
Estate distributorship, 27
Estate liquidity planning, 124, 

132, 136–40
Estate planning

basics of, 1–6
explanation of, 1–2
financial goals of, 4–5
nonfinancial goals of, 5
and nontraditional 

arrangements, 159–62
tax goals of, 6

Estate shrinkage, 130–35
Estate taxes. See also Taxes

calculating, 49–63
dealing with, 36–48
implications of, 121
planning, 64–73
preserving deductions, 65–66
reducing, 65, 134–35
strategies for, 161–62



180	 The 250 Estate Planning Questions Everyone Should Ask

Estate transfer during lifetime, 
93–112. See also Inter vivos 
transfer

Estate trust, 67–68
Executor, 9–10
Executrix, 9–10
Exempt property allowances, 

139

Fair market value (FMV)
of annuities, 45
of bonds, 43–45
of estate, 40–41
of gifts, 76, 79–80
of joint tenancy, 46–47
of life insurance, 42–43
of property, 45–48
of real estate, 41–42
of stocks, 42–44

Family, transfers to, 77–78, 80, 
113–22

Family allowances, 139
Family settlement agreement, 

140
Federal gift taxes, 62, 74–87. See 

also Gift taxes
Federal tax rates, 61. See also 

Taxes
Federal unified transfer tax 

system, 36–48
Financial goals, 4–5
First-to-die policy, 124–25
Foreign countries, 58
Foreign estate taxes, 62

Forgiveness of loan, 75
Funded revocable living trust, 

149–50
Funeral expenses, 57, 73
Funeral trust, 73

Generation-skipping tax, 38–39
Generation-skipping transfer 

tax (GSTT), 88–92
Gift causa mortis, 33
Gift in trust, 101–2
Gift leaseback, 99
Gifts. See also Gift taxes

and annual exclusions, 85
calendar-year gifts, 84
definition of, 74–75
fair market value of, 76, 79–80
filing requirement forms, 77
lifetime gift, 93–112
splitting, 85

Gift taxes. See also Gifts
and deductions, 86
and estate taxes, 60–62
and exemptions, 83–84
generation-skipping tax, 

37–38, 88–89
implications of, 120–21
rules on, 74–87

Government savings bond, 32, 
45

Grandchildren, 38–39, 88–89
Grantor-retained annuity trust 

(GRAT), 110–11
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Grantor-retained interest trust, 
111–12

Grantor-retained unitrust, 111
Gross estate

calculating, 51
and conservation easement, 

54
deductions from, 56–58
exclusion of, 62
and federal tax rates, 61
and joint property, 52–53
and life insurance, 52
and lifetime interests, 54–55
and lifetime transfers, 54
reducing, 65
and reversionary interest, 55
and state estate taxes, 59
and survivorship benefits, 53

Group term life insurance, 
127–28

Guardianships, 143–46

Homestead law, 139

Inclusionary rule, 56
Income, replacement of, 124
Income funds, 72
Income taxes, 50, 94, 121. See 

also Taxes
Income tax implications, 121
Income trust, 111–12

Incompetency
and medical needs, 153–58
planning for, 147–52
problems of, 141–46

Indirect skip, 90–91
Informed consent, 153–54
Installment sale, 114
Insurance policy, 34. See also Life 

insurance
Interests trusts, 79
Inter vivos transfer (lifetime 

gift)
advantages of, 94–95
consequences of, 95–96
disadvantages of, 95
explanation of, 93–112
types of, 95–112

Intestacy, 25–28
Intrafamily loans, 75, 98
Intrafamily transfers, 77–78, 80, 

113–22
Irrevocable living trust, 34

Joint checking account, 148–49
Joint life policy, 124
Joint property, 52–53
Joint tenancy, 30–31, 46–47
Joint tenancy with immediate 

vesting, 31
Joint tenancy with the right of 

survivorship ( JTWROS), 30
Joint will, 11
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Key person life insurance, 129

Lapsing rights, 80
Liens, 57
Life insurance

fair market value of, 42–43
and gross estate, 52
ownership of, 126
planning, 123–29
types of, 126–29

Lifetime gifts, 93–112, 162. See 
also Inter vivos transfer

Lifetime interests, 54–55
Lifetime transfers

and gross estate, 54
process of, 81
valuation of, 78–79

Limited conservatorships, 145, 
151–52

Limited guardianships, 145
Liquidity planning, 124, 132, 

136–40
Litigation, 133–34
Living revocable trust, 161
Living wills, 155
Loans, 75, 98

Mandatory income trust, 109
Marital deductions, 39, 59, 66, 86
Marital trust, 67, 69
Medical decision-making agent, 

157
Medical decisions, 153–57
Medical directives, 158

Medical exemptions, 84
Medical needs, 153–58
Medical power of attorney, 

156–57
Minor’s trust, 103
Mortgages, 57
Mutual will, 11
Net gift, 100
No-contest clause, 23
Non-cash assets, 132, 137
Non-financial goals, 5
Non-minor, 147–48
Non-skip person, 89–90
Non-tax implications, 121–22
Nontraditional family 

arrangements, 159–62

Ordinary sale, 113–14
Outright lifetime gift, 95–96
Outright total interest charitable 

gift, 96

Payable-on-death (POD) 
account, 32

Pension plan, 129
Personal representative, 9–10, 

136–37
Personal residence trust, 112
Pooled income funds, 72
Postmortem liquidity planning, 

136–40
Pour-over trust, 107–8
Power of attorney, 149, 156–57
Preliminary clauses, 20
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Prior transfer credit, 63
Private annuities, 115
Probate

advantages of, 17
avoiding, 29–35
basics of, 7–18
disadvantages of, 17
explanation of, 7–8
process of, 9
and second homes, 16
and will substitutes, 29–30

Property
and children, 13, 26, 82, 100
community property, 11
co-ownership of, 45–46
fair market value of, 45–48
and gross estate, 51–56
joint property, 52–53
and probate, 8
selling to family, 113–17
transfers of, 56, 83

Property agreement, 159–61
Proxy appointment, 156

Qualified disclaimers, 138
Qualified funeral trust, 73
Qualified personal residence 

trust (QPRT), 112
Qualified terminable property 

(QTIP) trust, 68, 69
Qualified tuition plans, 103–4

Real estate, 41–42
Reciprocal wills, 11

Registered domestic partner, 
26–27

Remainder interest transactions, 
116–17

Remainder trust, 70
Replacement of income, 124
Residence, 17
Residuary clause, 25
Restrictions upon transfer, 119
Retirement account, 34
Retirement of debt, 124
Reverse gift, 99–100
Reversionary interest, 55
Revocable account, 31
Revocable living trust, 34, 

149–50
Revocable trust, 33, 106, 161
Right of survivorship, 30, 82

Salary increase pension plan, 
129

Sales-leaseback transaction, 116
Second-to-die policy, 125
Selective pension plan, 129
Self-canceling installment notes, 

114–15
Settlement options, 125–26
Simultaneous death statutes, 15
Single will, 10
Skip person, 89–90
Special needs trust, 151
Split-dollar life insurance, 128
Split interest transactions, 117
Spousal elective share, 138
State estate taxes, 59
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State-mandated court-ordered 
arrangements, 142–46

Stocks, 42–44
Substituted judgment, 154
Support trust, 105
Survivorship. See also 

Beneficiaries; Children
and gross estate, 53
and intestacy, 25–26
rights of, 30, 82

Taxable gifts. See also Gift taxes
definition of, 74–75
and estate taxes, 60–62
generation-skipping tax, 

37–38
rules on, 74–87

Taxable gross estate, 57
Tax apportionment statutes, 16
Taxes. See also Estate taxes; Gift 

taxes
calculating, 49–63
dealing with, 36–48
federal taxes, 61–62
foreign estate taxes, 62
generation-skipping taxes, 

38–39, 88–92
income taxes, 50, 94, 121
and nontraditional 

arrangements, 162
Tax goals, 6
Tenancy by the entirety (TBE), 

30, 46–47

Term interests, 79
Testamentary transfer, 94
Theft losses, 58
Three-year inclusionary rule, 56
Totten trusts, 32–33
Transfer credit, 63
Transfer-on-death (TOD) 

account, 33
Transfer tax, 88–92
Trusts

goals of, 102–3
types of, 32–34, 67–73, 101–

12, 149–51, 161
Tuition plans, 103–4

Uniform Gifts to Minors Act 
(UGMA), 101

Uniform Transfers to Minors 
Act (UTMA), 101

Unitrust, 72

Voluntary limited 
conservatorship, 151–52

Wealth accumulation, 124
Wills. See also Will substitutes

amending, 23–24
and children, 12–13
clauses of, 20–23, 25
contesting, 139–40
dying without, 25–28



	 Index	 185

explanation of, 10–11
personal representative for, 

9–10
requirements for, 19–20
revoking, 23–24
and survivors, 25–26
types of, 10–11, 155

Will substitutes
advantages of, 35
and contracts, 34
disadvantages of, 35
and joint tenancy, 30–31
and probate, 29–30
types of, 31–35
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Where there’s a will, 
there’s a way!

How can you provide a financially sound future for your loved 
ones while avoiding estate planning or even making a will? Are 
you unsure about how to effectively plan for the disposition of 

your assets?
Estate planning is essential—no matter how much money or 

property you intend to leave to your heirs. In this handy Q&A guide, 
you’ll find answers to all your questions about taxes, gifts, wills, will 
substitutes, and much more, including:

•	 What is a community property state?

•	 What are the disadvantages of intestacy?

•	 What is the fair market value of an estate?

•	 What is the generation-skipping transfer tax?

With this book at your side, you can use the estate and tax laws and 
options to make sure you’ve made the best allotment of your property. 
And when you’ve done that, you can face the future with confidence, 
knowing your heirs and family are provided for.
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