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The Bypass Trust (sometimes referred to
as a “Credit Shelter Trust”) is a common estate
planning tool. Its primary purpose is to allow for
assets within the trust to pass free of estate tax
at the death of the trust beneficiary (usually a
spouse or domestic partner).

Assets within a Bypass Trust, however, do not
receive a “step-up” in income tax basis upon the
beneficiary’s death. Given that capital gains are
currently taxed at a rate of 15% (for federal tax
purposes) and that the highest marginal estate
tax rate is 45%, the use of a Bypass Trust can
still provide a significant overall tax benefit
despite the loss of the step-up in basis. For
example, if an asset received from a Bypass
Trust is sold, the remainder beneficiaries are
subject only to capital gains tax, at the 15%
federal rate; the Bypass Trust assets are not
subject to estate tax. So, effectively, these
beneficiaries retain the 30% difference between
the two taxes). Nevertheless, in circumstances
where the beneficiary of the bypass trust does
not have a taxable estate, the opportunity for tax

savings can sometimes be lost and, indeed, the use
of a Bypass Trust may result in the imposition of
income tax that might otherwise be avoided.

Recently we met with new clients because
their father, the surviving spouse, had passed away.
When their mother died several years earlier, the
Applicable Credit (then known as the “Unified
Credit”) sheltered only $650,000 of her estate from
estate taxes. Atthe time of mom’s death, the family
trust held a residence valued at $350,000 and
securities of approximately $750,000. Since all
assets were owned jointly, only $550,000 could be
transferred to the Bypass Trust; the remaining
$550,000 was transferred to the Survivor’'s Trust.

The assets chosen to be placed in the
Bypass Trust were the residence (FMV: $350,000)
and securities valued at $200,000. The remaining
assets ($550,000 of securities) were placed in the
Survivor’s Trust.

The reasons for funding in this manner were
sound at the time: The residence, which was in a
highly desired neighborhood, was likely to
appreciate greatly in value while the securities were
likely to be spent for father’s care. In addition, the
residence was not mortgaged and dad was not likely
to sell and move from the property (so neither the
mortgage interest deduction or the IRC Section 121
exclusion of up to $250,000 in gain did not seem of
concern). Therefore, the law firm that assisted with




the administration of mom’s estate advised the
family that the capital gains tax paid on any
subsequent sale of the property would be less
than the estate taxes that would be incurred if
the property was subjected to estate taxes at
dad’s death (remember, the highest marginal
estate tax rate was then 55% rather than the
current 45%).

Prior to the enactment of the 2001 tax act,
this planning made very good sense. In the
interim between mom'’s death and that of dad’s,
however, the Applicable Credit was increased to
shelter $2 million from estate taxes.

At dad’s death, as predicted, the
securities in the survivor’s trust had, for the most
part, been used for dad’s care. The assets of
the Bypass Trust had increased to $1.6 million in
value (remember, the income tax basis was only
$550,000). The bulk of this gain is attributable to
a $900,000 increase in the value of the
residence). When this property is sold, between
State and Federal income taxes, $225,000 in
taxes will be paid. Additional capital gains will be
due when the securities within the Bypass Trust
are sold.

What, if anything, could have been done
differently? In this case, the trustee could have
sought to terminate the Bypass Trust and
distribute its assets to the Survivor's Trust.
Although the Bypass Trust is irrevocable,
California Probate Code Section 15403 allows
for the termination of an otherwise irrevocable
trust if all of the beneficiaries consent. While the
Probate Court must approve of any such
termination, termination is generally allowed if it
can be shown to the court’s satisfaction that the
continuance of the trust no longer serves the
purpose for which it was intended. If a Bypass
Trust is used to ensure that certain property will
not be subjected to estate tax upon the death of
the trust’s beneficiary, that purpose is no longer
served if including the property in the
beneficiary’s estate would not cause an estate
tax to be due.

Termination of a Bypass Trust is probably
appropriate in only limited situations. If the
remainder beneficiaries of the Bypass Trust
differ from those of the Survivor's Trust,
termination is likely inappropriate. Such a

situation might arise if either spouse has children
from a prior relationship -- a significant non-tax
benefit of a Bypass Trust is the guarantee that one’s
share of the estate (or at least a portion of it) will
pass as directed within the trust document.

Careful analysis is necessary in making the
decision whether or not to terminate a Bypass Trust.
As a part of that analysis, one must also keep in
mind the temporary (and changing) nature of our
current tax laws. While the amount sheltered by the
Applicable Credit is currently $2 million (which
amount is scheduled to increase to $3.5 million in
2009 and to an unlimited amount as a result of the
one-year repeal of estate tax in 2010), the amount
sheltered by the Applicable Credit is scheduled to
revert to only $1 million on January 1, 2011.

Should A Bypass Trust Automatically Be Part Of
One’s Estate Planning?

The question of whether or not a Bypass
Trust should even be incorporated as a part of one’s
estate planning involves the same analysis used
when determining whether or not to terminate an
already-established Bypass Trust.

For example, assume the following: Michael
and Isabel have been married for 42 years. Their
combined net worth is $1.9 million, with each of
them owning one-half of this value as his/her share
of the community property. They have three mutual
children. Their primary concern is to be sure that
the survivor of them is provided for after one of them
passes on.

Assuming no increase in the value of their
estate, if both Michael and Isabel die before 2011,
no estate taxes will be due. That being the case, it
may be appropriate to leave everything to the
Survivor's Trust, over which the survivor has a
power to amend or revoke. This way, the entire
estate (excluding any IRD assets) will receive a
step-up in income tax basis at the survivor’s death.

If, however, either Michael or Isabel passes
on in 2011 when the amount sheltered by the
Applicable Credit is reduced to only $1 million (or
after that year if the estate tax laws are not changed
prior to that time), leaving everything to the survivor
of them will cause the survivor to have a taxable
estate.




Given the uncertainty of the tax laws, it
may be best for the survivor of Michael and
Isabel to retain the ability to disclaim some or all
of the other’s share of the estate in order to fund
a Bypass Trust if doing so appears prudent at
the first death.

While allowing a choice to a surviving
spouse may be appropriate in some
circumstances, it is not the correct choice for all.
For example, if only two of Michael and Isabel’s
children are mutual and the third child was from
a previous relationship that Michael had before
he and Isabel were married, he may wish to
ensure that Isabel not favor her two children over
Michael's child from the prior relationship.
Similarly, Isabel wants her share of the estate to
pass to her two children (not to Michael’'s other
child). In such a circumstance, the use of a
Bypass Trust will ensure both Michael and Isabel
that their respective shares of the estate will be
distributed as they wish. Any income tax
consequences are likely secondary in such a
situation.

As shown by these scenarios, sound
estate planning includes analysis of the pros and
cons of creating a Bypass Trust.
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Roberta Repasy graduated swmma cum laude from
California Western School of Law in 1990 and received
her Masters of Law in Taxation from the University of
San Diego Law School in 1992. She is admitted to
practice in the State of California and the United States
Tax Court. Prior to joining Miller, Monson, Peshel,
Polacek and Hoshaw in 1998, Ms. Repasy litigated tax
controversies in the U.S. Tax Court on behalf of the
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IRS Circular 230 Notice: Any tax advice
contained in this communication (including any
attachments) is not intended to be used, and
cannot be used, to avoid tax penalties under the
Internal Revenue Code. No one may use any
part of this communication to promote, market,
or recommend to any person any arrangement
relating to a tax matter.

MILLER, MONSON, PESHEL, POLACEK &
HOSHAW ANNOUNCES PARTNERS AND NEW
ASSOCIATE

Miller, Monson, Peshel, Polacek & Hoshaw is
pleased to announce that Susan L. Horner and Ray
W. Ridlon became partners in the firm in January
2006, and Bradford N. Dewan has joined the firm as
an associate, effective January 2007.

Ms. Horner’s practice emphasizes
employee benefits issues under the
Employee Retirement Income Security
Act of 1974 ("ERISA"), including pension
and welfare benefits issues and “appeals”
under ERISA, ERISA litigation in the
federal district court and Circuit-level

appeals; civil litigation, business litigation and
probate litigation.

Ms. Horner joined the firm in 1993 as an
associate. She received her B.S. and an M.Ed.
specializing in Cardiac Rehabilitation from Colorado
State University, and her J.D. from the University of
San Diego School of Law. She is licensed to
practice in California and Oregon.

Ms. Horner's published and LEXIS-available
cases include Perez v. Cozen & O'Connor Group
Long Term Disability Coverage, 2006 U.S. Dist.
LEXIS 90356, (S..D. Cal. Dec. 13, 2006), Perez v.
Cozen etc., 2006 U.S. Dist. LEXIS 82480 (S.D. Cal.
Aug. 22, 2006) and Perez v. Cozen etc., 2005 U.S.
Dist. LEXIS 29370 (S.D. Cal. Nov. 3, 2005);
Hemenway v. Unum Life Ins. Co. of Am., 2004 U.S.
App. LEXIS 4011 (9th Cir. Mar 1, 2004); Rodolff v.
Provident Life & Accid. Ins. Co., 256 F.Supp. 2d
1137 (S.D. Cal. 2003); Mogck v. Unum Life Ins. Co.
of America, 289 F.Supp. 2d 1181 (S.D. Cal. 2003),
and Mogck v. Unum Life Ins. Co. of America, 292
F.3d 1025 (9™ Cir. 2002), and Mogck v. Unum Life
Ins. Co. of America, 2001 US Dist. LEXIS 25129
(S.D. Cal. Jan 8, 2001); Russo v. Hartford Life &
Accid. Ins. Co., 2002 US Dist. LEXIS 26566 (S.D.
Cal. Feb. 5, 2002); Meoli v. American Medical
Services of San Diego, 35 F. Supp. 2d 761 (S.D.
Cal. 1999).
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Mr. Ridlon will continue to practice
in the areas of wills, trusts, probate,
real estate and business law. After
serving in the U.S. Army and working
in private business for 27 years, Mr.
Ridlon joined the firm in 2000 as an
associate. He received his B.S. in

Business Administration from San Diego State
University and his J.D., cum laude, from Thomas
Jefferson School of Law.

Mr. Dewan brings to Miller,

Monson, Peshel, Polacek & Hoshaw

30 years of experience in tax planning

for both individuals and their related

business and charitable entities,

estate planning, business planning,

and succession planning. He is a recognized
expert in tax and estate planning for pension
plan benefits and Individual Retirement Accounts
(IRAs). Mr. Dewan received his A.B. in
Economics, cum laude, from Harvard University,
his M.B.A. in Finance from the University of
California at Berkeley, and his J.D. from the
University of Wisconsin, Madison. He is licensed
to practice in California, Hawaii, and Wisconsin.

IRS Circular 230 Notice: Any tax advice contained in this
communication (including any attachments) is notintended
to be used, and cannot be used, to avoid tax penalties
under the Internal Revenue Code. No one may use any
part of this communication to promote, market, or
recommend to any person any arrangement relating to a
tax matter.

This newsletter is provided to share
knowledge and expertise with our clients
and colleagues with the goal that all may
benefit.
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