
This article is a review of six
techniques for reducing estate
taxes, along with some sugges-
tions on how to use these tools
effectively .

JOSEPH R. POZZUOLO AND
GARY M. PERKISS

T
here are . of course, numerous estate
planning techniques-some basic and
others quite sophisticated-for mini-
mizing taxes on a client's estate .

Among the basic techniques, applicable to
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most clients, are (1) making lifetime gifts to
minor children, (2) removing life insurance
from the estate, (3) using the marital deduction
effectively, (4) establishing a residuary trust,
(5) utilizing a common disaster clause and (6)
keeping $100,000 of death proceeds from quali-
fied retirement plans out of the estate . While
there are many other estate planning tech-
niques, this article will focus on these six
fundamental techniques and illustrate how they
can generate substantial estate tax savings .

GIFTS TO CHILDREN
One technique to minimize estate taxes is to
remove assets from one's estate by making
lifetime gifts . Minor children are the most
common donees in a gift program. However,
because of the immaturity of these donees, it is
desirable that the transfer of assets be accom-
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For those practitioners who may encounter estate
tax situations only occasionally, here is a brief
review of the basic rules for computing the estate
tax :

Gross Estate
Section 2031 includes in gross estate the value of

all property, real or personal, tangible or intangible,
wherever situated .

In addition, other Code Sections specify that the
gross estate also includes (1) property transferred
by a decedent who retains an interest in the proper-
ty,' (2) certain transfers of property taking effect at
death2 , ( 3) dower or curtesy interests of the surviv-
ing spouse, (4) revocable property transfers made
during a decedent's lifetime,' (5) annuities 4 (6)
property of the decedent which is subject to a
general power of appointment s (7) nonspousal joint
tenancies (reduced by the contribution made by the
survivor) 6 and (8) life insurance proceeds on the
decedent's life payable to the executor or other
named beneficiaries if the decedent possessed any
"incidents of ownership" in the insurance policy at
death . 7

Under the Economic Recovery Tax Act of 1981
(ERTA), gifts made within three years of death are

1 . Section 2036 .
2. Section 2037 . Lifetime transfers of property (in trust or oth-

erwise)byay decedent are included in gross estate where (1) the
transferee can obtain possession or employment only by surviving
the decedent, and (2) the decedent has retained a reversionary
interest in the property valued at 5% or more of the value of
property just prior to death.
3. Section 2038 .
4. Section 2039 .
5. Section 2041 .
6. Section 2040 .
7. Section 2042 .
8. Effective for estates of decedents who die after 1981 .
9. Section 2001 .

partied by proper safeguards during the child's
minority-and even beyond . The two most
common methods of accomplishing these goals
are (I) gifts under the Uniform Gifts to Minors
Acts and (2) gifts in trust under Section
2503(c) .

Uniform Gifts to Minors Acts
The Uniform Gifts to Minors Acts, which all

50 states have enacted (with some slight varia-

Figuring the Estate Tax

no longer included in gross estate unless they are
includable under items 1, 2, 4, 6, or 8 listed above .

Deductions from Gross Estate
The deductions from gross estate to arrive at

taxable estate include (1) funeral and administrative
expenses, (2) claims against the estate, (3) unpaid
mortgages on property included in the gross estate,
(4) transfers of property by the decedent for public,
charitable or religious uses and (5) uncompensated
casualty losses. There is also an unlimited marital
deduction for transfers to a surviving spouse . 8

Taxable Estate
The estate tax rate schedule is applied to

the taxable estate to arrive at the gross tax 9 pay-
able, which can then be offset by any credits for (1)
state 10 and foreign" death taxes paid, (2) gift taxes
paid on the decedent's gifts of property which are
included in decedent's gross estate, 12 (3) estate
taxes paid on transfers of property to the decedent
by a person who died within two years after or ten
years before the decedent's death 13 and (4) the
annually increasing unified estate tax credit (which
is $79,300 in 1983 and increases to $192,800 in
1987) . 14

10 . Section 2011 .
11 . Section 2014 .
12. Section 2012 .
13. Section 2013 .
14. The Economic Recovery Tax Act of 1981 increased the unified
credit to. $192,800 for decedents dying after 1986 . phased in as
follows :

tions), allow individuals to transfer property to
a custodian (who may be the donor's spouse)
for the benefit of a minor . Such a gift is
considered a completed gift of the full fair
market value of the property, rather than a gift
of future interest .' and therefore qualifies for
the $10,0001$20.0(10 annual gift tax exclusion .'
However, if the donor dies while serving as
custodian, the property will be included in the
donor-custodian's estate .' If . instead, the do-

Year
Unified
Credit

Equivalent
Exemption

1983 $ 79,300 $275,000
1984 96,300 325,000
1985 121,800 400,000
1986 155,800 500,000
After 1986 192,800 600,000



nor's spouse is custodian and dies while serv-
ing in that capacity, the property is not includ-
ed in her estate . even if the spouse consented
to have the gift treated as made one-half by
her. In other words, the gift-splitting consent
does not make the spouse a donor for estate tax
purposes .'

Another tax trap the donor should avoid is
using income from the transferred property for
the minor's support . To the extent that the
income is so used, it may be taxed to the
parent-donor (or other person) who is legally
obligated to support the minor .'

Section 2503(c) Trusts
The major drawback of the Uniform Gifts to

Minors Acts, notwithstanding their relative
simplicity and economy, is that some state
statutes require the distribution of the custodial
assets to the minor at age 18 . Many parents
therefore prefer to make a gift in trust under
Section 2503(c), which delays the minor's ac-
cess to the assets until he or she is age 21 .
Another major advantage of a Section 2503(c)
trust is that it is a separate taxpayer, and thus
can shelter taxable income if the child is in a
high tax bracket .

A Section 2503(c) trust is created by trans-
ferring property to a trustee, who holds the
property for the minor . The gift will not be a
transfer of a future interest, and will therefore
qualify for the $10,000 annual gift tax exclu-
sion, if it meets three requirements :
I/ At all times, both the principal and the income
may be spent by or for the benefit of the child
before he or she attains age 21 ; 6
2/ Any balance of principal and income will pass to
the child at age 21 ;
3/ If the child dies, the trust assets will pass to the
child's estate or to a beneficiary appointed by the
child under a general power of appointment s

JOSEPH R. POZZUOLO, Esq., a member of the Pennsyl-
vania Bar, is senior shareholder of Joseph R . Pozzuolo
Associates . P .C ., in Philadelphia . He is a member of the
ABA's Committee on Taxation and the Philadelphia Bar's
Probate and Trust Committee . GARY M. PERKISS, Esq .,
also a member of the Pennsytvania Bar, is a member of
the same law firm . Both authors are frequent lecturers on
business, tax and estate planning and have written many
articles in these areas .
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The trust property generally will not be
included in the grantor's estate if these require-
ments are met and the grantor gives up owner-
ship of the property and does not retain any
substantial rights or powers over the trust as to
either management or administration .

LIFE INSURANCE
Life insurance proceeds generally are includ-
able in the decedent's gross estate if (I) they
are payable to (or for the benefit of) the dece-
dent's estate or (2) the decedent possesses any
"incidents of ownership" in the policy at the
time of his death .' However inclusion in gross
estate can be avoided where all incidents of
ownership in the policy are owned by a person
other than the decedent . Either the other per-
son can buy the policy initially (assuming he or
she has an insurable interest in the insured's
life) or, if the insured already owns the policy,
the insured can gift it (retaining no incidents of
ownership) to the other person . But keep in
mind the risk that the owner of the policy will
withdraw the cash value of the policy or cancel
it at a time when the insured is uninsurable .

An insured whose adjusted gross estate is
less than twice the exemption equivalent
($275,000 for 1983, rising in stages to $600,000
in 1987) can maintain full ownership rights in
the policy and insulate the proceeds from es-
tate tax at both his and his spouse's death by
having the proceeds payable to a residuary
trust (as discussed below) at his death or by
transferring the policy to a revocable trust
during his life . 10

If the insured's adjusted gross estate exceeds
$1,200,000 (after 1986), an irrevocable trust can
eliminate the insurance proceeds from both
spouses' gross estates-and save probate costs
as well (as shown in Exhibit I on page 48) . This
policy must be owned by and payable to the
irrevocable trust .

If the grantor of the irrevocable trust trans-
fers a life insurance policy on his life to an
irrevocable trust, a gift for gift tax purposes has
been made .'' The value of the gift will be the
fair market value of the policy as of the date of
the transfer." As a general rule, this value or
the value of future premium payments does not
qualify for the annual gift tax exclusion . The
reason is that the gift is considered a future
interest unless one or more of the trust benefi-
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ciaries have an immediate power to withdraw
trust assets ." Favorable rulings qualifying the
gift for the exclusion have been issued where
the trustee was required to notify the beneficia-
ries of additional contributions within seven
days of receipt and the beneficiaries had 30
days after the receipt of notice to exercise
withdrawal rights ."

Estate liquidity can be assured by giving the
trustee of either a revocable or irrevocable
trust discretion to purchase assets from or
make loans to the insured's estate . And, as
with most other trusts, it can provide the
general advantages of family protection, such
as: (I) providing professional management, (2)
protecting beneficiaries against their indiscre-
tion by use of a spendthrift clause, (3) avoiding
probate on the death of a beneficiary prior to
termination of the trust, (4) protecting minors
and those who are (in fact or in the grantor's
view) incapable of properly managing their
own affairs and (5) minimizing the income tax
of the beneficiaries as a group by giving the

EXHIBIT 1/ How an Irrevocable Life Insurance Trust Can Save Taxes

Jones expects to have an adjusted gross estate of $1 .5 million, including a $300,000 life insurance policy. His wife
has no assets of her own. Neither of them has used or plans to use any of their unified credit . By transferring the poli-
cy before his death (after 1986) to an irrevocable life insurance trust, in a transfer' that does not result in a taxable gift,
Jones can reduce his estate taxes by $114,000. Here's how:

trustee discretion to sprinkle income among a
family group .' s

MARITAL DEDUCTION
The unlimited marital deduction," while offer-
ing the potential of eliminating estate taxes at
the decedent's death, can result in greater
estate taxes at the death of the surviving
spouse than would have been payable had the
decedent taken a lesser marital deduction .

Property passing to the surviving spouse that
is eligible for the marital deduction, including
nonprobate assets that qualify (such as a family
home owned by both spouses, and life insur-
ance owned by the decedent but payable di-
rectly to the surviving spouse), should be limit-
ed to the amount necessary-but no more-to
reduce the federal estate tax payable, after the
entire unified credit and state death tax credit,
to the lowest possible figure . This ensures that
full use is made of the insured's exemption
equivalent and leaves the survivor's estate
room to increase up to the survivor's exemp-

' Although the marital deduction is unlimited, the marital deduction clause in the decedent's will should specify that the surviving spouse is to receive
only those assets (and no more) that will keep estate taxes, net of the unified credit, in both spouses' estates as low as possible . Without this wording,
the statute requires use of the entire 100% marital deduction . Using the unlimited marital deduction in the estate of the first to die may lead to
increased tax in the surviving spouse's estate . Estate planners should consider both spouses' estates when applying the marital deduction .
"The balance of the taxable estate passes into a residuary trust, discussed later in the article .

Policy Transferred To
Irrevocable Life Insurance

TrustPolicy Owned at Death

Husband Wife Husband Wife

Adjusted gross estate $1,500,000 $900,000 $1,200,000 $600,000
Less : Marital deduction* 900,000 -0- 600,000 -0-

Taxable estate" $ 600,000 $900,000 $ 600,000 $600,000

Tentative tax $ 192,800 $306,800 $ 192,800 $192,800
Less: Unified credit 192,800 192,800 192,800 192,800
Estate tax -0- $114,000 -0- -0-

Net estate tax saving $114,000



tion equivalent rather than have any apprecia-
tion be subject to estate tax .
EXAMPLE : H dies in 1987, with a $1 million
adjusted gross estate. If he leaves the $600,000

exemption equivalent to W and the $400,000

balance to a residuary trust, then, upon W's
death, her estate will be taxed (at a minimum of
37%) on every dollar of appreciation (above the
$600,000) . But if H puts the $600,000 exemption
equivalent in the residuary trust, leaving W only
$400,000 outright, this will allow her to accumu-
late an additional $200,000 before her estate
becomes subject to estate tax . (Also, see Exhibit
1 .)

If a marital deduction trust is used, the trust
agreement should (1) direct that the income be
currently distributed to the surviving spouse
and (2) permit the trustee to use the principal
for the surviving spouse should it be necessary
to provide against accidents or illness or to
maintain her accustomed standard of living
Since these assets are includable in the surviv-
ing spouse's estate, she should also be given
the right to withdraw all the principal or make
gifts from the trust to, for example, children or
grandchildren, at any time . This gives the
spouse the opportunity to deplete the trust .

RESIDUARY TRUSTS
Estate tax savings are maximized if, after using
the optimum marital deduction, the balance of
the taxable estate of the first spouse to die
passes into a nonmarital deduction trust, com-
monly known as a "B" trust or a residuary
trust. This trust usually requires that the in-
come be distributed to the surviving spouse in
installments, either annually or more frequent-
ly. The trustee may be permitted to invade the
principal to provide the surviving spouse with
what is necessary for her health, support,
maintenance and education . The surviving
spouse also may be given an annual non-
cumulative right to draw the greater of $5,000
or 5% from principal" without the balance of
principal being included in his/her gross estate .

The advantage of this type of trust is that the
balance of trust principal eventually is trans-
mitted to the residuary beneficiaries (usually
the decedent's children), and is not included in
the surviving spouse's estate . Thus, the surviv-
ing spouse has the economic benefit of this
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portion of the decedent's estate, without it
being subject to tax in her estate . The surviving
spouse can generate further estate tax savings
by seeing to it that any funds she requires to
maintain an accustomed standard of living be
taken first from the principal in the marital
deduction (or "A") trust (if there is one) or
from her personal assets. For this reason, the
principal of the residuary trust often is restrict-
ed and made available to the surviving spouse
only after the marital deduction trust is ex-
hausted or its assets fall below a stated figure .
Further, to provide for family needs as they
change, the surviving spouse may also be given
a limited power of appointment' s to make gifts
from the residuary trust to her children and
grandchildren and to direct the manner in
which the principal is to be distributed to them
on her death .

A nonmarital residuary trust also has a num-
ber of non-tax advantages :
I/ It can provide investment management ;
2/ It can protect the surviving spouse from her own
indiscretion (especially if she remarries) ;
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3i It permits better handling of the children's inheri-
tances by :
•

	

Avoiding guardianship expense and red tape :
•

	

Deferring outright ownership to a more mature
age than 18 or 21 :
• Allowing for more equal treatment of children
(such as when one child is just approaching college
and another has received a college education) ;
• Permitting the testator to select a guardian for the
children based primarily on the guardian's ability to
provide a good home rather than his or her ability to
manage properties and finances (which the trustee
will do) ;
4/ It can protect a beneficiary from his or her
creditors (including an ex-wife seeking alimony or a
surviving spouse seeking an undue share of the
estate) as well as from the beneficiary's own spend-
thrift tendencies ;
5/It can avoid probate costs and problems on a
beneficiary's later incapacity or death ;
6/ It avoids guardianship expense, notoriety and red
tape in the event of incapacity (whether as a result
of old age, stroke, accident or otherwise) .

COMMON DISASTER CLAUSE
Proper estate planning also requires the use of
a common disaster clause in the will or revoca-
ble trust document to overcome the often cost-
ly presumption created by the Uniform Simul-
taneous Death Act. Under this Act, if both
spouses die simultaneously, there is a pre-
sumption that each spouse is deemed to have
survived the other . However, a common disas-
ter clause allows the parties to create their own
presumption (i .e ., usually that the wife sur-
vives in the event of a common disaster) . This
presumption is designed to preserve the bene-

fits of the marital deduction for the larger
estate, and thereby insure the estate plan .

EXAMPLE : The husband has 51 .200,000 in taxable
assets and the wife has 5200 .000 . Both die in a
common disaster in 1987 .

Under the Unifinrrn Simultaneous Death Act :

(There would, of course, be no tax on the
wife's estate .)

Pursuant to a common disaster clause (which
assumes husband dies first) :

DEATH BENEFITS UNDER QUALIFIED PLANS
Death benefits payable under a decedent's
qualified pension or profit-sharing plan can
amount to a sizable portion of the estate. It is
therefore extremely important to take advan-
tage of the maximum $100 .000 exclusion under
Section 2039(c) . The estate is entitled to this
exclusion whether the distribution is paid as an
annuity or in a lump sum (even if ordinary
income tax is elected) . The exclusion is re-
stricted, however. and does not apply to any
benefits payable to the employee's estate or to
any part of the benefits attributable to the
employee's contribution . For the exclusion to
apply . the distributee must elect irrevocably
not to elect ten-year averaging and not to use
capital gains treatment ." For taxable estates
up to $1 .2 million, the best way to take advan-
tage of the exclusion is to have the benefits

Husband's adjusted gross estate $1,200 .000
Less : Marital deduction 600,000
Taxable estate (to residuary trust) $ 600.000
Tentative tax $ 192,800
Less: Unified credit 192,800
Estate tax -0-

Wife's adjusted gross estate $ 800,000
Less: Marital deduction -0-
Taxable estate $ 800,000
Tentative tax $ 267,800
Less: Unified credit 192,800
Estate tax $ 75 .000

Net estate tax savings $ 160.000

Husband's taxable estate $1 .200.000
Tentative tax $ 427.800
Less: Unified credit 192.800
Estate tax on husband's estate $ 235 .000
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paid to a nonmarital deduction trust . For tax-
able estates in excess of $1 .2 million, estate
taxes should be deferred by having the distri-
bution (in excess of the $100,000 exclusion)
qualify for the unlimited marital deduction,
either through an outright distribution, general
power of appointment, QTIP trust or estate
trust .

I . A gift of a future interest does not qualify for the annual gift tax
exclusion . Section 2503(ht .
2 . Section 22513 . Gift tax returns need not be filed when annual gifts do
not exceed the $10,000 annual exclusion for each donee . But, if a spouse
joins in a gift . a tax return must be filed to get the $20,00) split gift
exclusion .
3 . Rev . Ruts . 57-366 and 59-357 : Estate of Prudowsky, 55 TC 90 119711
afi'd per curiam, 72-2 USTC 912,870 . 30 AFTR 2d 72-5856 (CA-7 . 1972) .
4 . Rev . R .I . 74-556 .
5 . Rev . Ruts . 56-484 and 59-357 .
6 . Section 2503(c)(1) : Reg . 25 .2503-4(a)(t),
7 . Section 2503(c)(2)(A) ; Reg . 25 .2503-4(a)(2) .
8 . Section 2503(c)(2)(B) : Reg. 25 .2403-4(a)(3).
9 . Under Reg . 20 .2042-I . life insurance means death benefits of every

description, including (a) death benefits from group insurance . (b) funeral
and death expense benefits paid by fraternal lodges under membership
certificates, and (c) death benefits under accident insurance policies .
Although the term "incidents of ownership' is not confined to ownership
in the technical, legal sense, it covers any rights or interests in the policy
whereby the insured has the practical power, directly or indirectly, to
control the existence of the policy or to rearrange its economic interests or
benefits . Reg . 20 .2042-I(c)(2) .
10. Estate of Crosley . Jr ., 47 TC 310, acq.
11, Reg .25 .251t-1(h)(8) .

CONCLUSION
We have touched on only a few basic estate
planning techniques to illustrate that even
these can generate significant tax savings .
Many taxpayers will need more sophisticated
estate planning, which requires the effort of a
team-the accountant, a tax attorney and, pos-
sibly, a life underwriter and trust officer .
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12 . The value of a gift of life insurance depends on the type of policy being
transferred . The value is generally the ''cost' to replace the policy at the
date of the gift . Reg . 25 .251'_-61a), Example 3 . If a new policy is purchased
for another, or is transferred as a gift immediately after purchase, its gift
value is the gross premium paid by the donor to the insurance company.
Reg . 25 .2512 .6(a) . Example 1 . If the gift is of a policy on which further
premiums are payable, the value is established by adding the ''interpolat-
ed terminal reserve" and the value of the unearned portion of the last
premium . Reg . 25 .2512-6(a) . Example 4 . A group term life policy assigned
by an employee to an irrevocable trust has been held to have no
ascertainable value for gift tax purposes . Rer. Rid . 76-490 . Accordingly, it
is preferable to transfer term as opposed to whole life insurance to an
irrevocable trust .
13 . Crummey, 68-2 USTC "12,541, 22 AFTR 2d 68-6023 (CA-9, 1968) .
14 . Ltr. Ruts . 8004172 and 8003033 .
15 . See Use of Trusts in Estate Planning . 1980, Tax Law and Estate
Planning Series, Estate Planning Administration Course Handbook Se-
ries, No . 108, Practicing Law Institute . p . 68-71 .
16 . Section 2056,
17 . Section 2041(b)(2).
18 . How a Will Can Maximize Protection for Your Family and Minimize
Taxes, by Cary H . Kornik and Joseph R . Pozzuolo, Prentice-Hall .
Successful Estate Planning Ideas and Methods ( 1981), § 4103 .4 .
19 . Section 2039(c) and (f) .
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