I.  Global Tax Exposure. 

It is important to understand the long-arm reach of the Japanese tax authorities over permanent residents of Japan. Solely for tax purposes, there is a presumption an individual is a permanent resident of Japan if the individual had continuously resided in Japan for five or more years.  An individual characterized as a permanent resident is within the grasp of the long-arm reach of the Japanese tax regulations.  Specifically, the individuals’ world-wide earned income as well as passive income from all sources is effectively exposed to the Japanese tax authorities.  The result of this characterization requires the individual to report passive income from all assets held by the individual on the yearly Japanese Individual Income Tax Return. 1    Although taxpayers are eligible for the U.S. foreign tax credit to mitigate the double tax exposure, there may be situations to prefer non-exposure for income tax and estate tax purposes. 2  
A traditional vehicle utilized to minimize global tax exposure has been for U.S. citizens and U.S. residents to establish a revocable living trust.   (Details of the trust are explained in the later sections).  The most important income tax reason for having a trust is to minimize the global tax exposure of income producing assets held by U.S. citizens and U.S. residents from non-U.S. tax authorities.  Although income-producing assets held in trust are reportable to the IRS, the income is effectively protected from third party claims and effectively sheltered from non-U.S. tax authorities. 3.     
1. Permanent residents of Japan must report world wide earned income as well as passive income from all sources.  
2. The relevant 2003 Japanese tax rates follow: a) interest and dividends are taxed at 10% and b) capital gains taxed at 20%.  The relevant 2003 U.S. tax rates follow: a) interest and dividends are taxed at 5% and b) capital gains taxed from 15%.  
3. Alternatively, individuals have traditionally held income producing assets as well as real estate in corporations for asset protection and minimize tax exposure.  
In a nutshell, the fundamental issue is whether or not the assets are in the individual’s name since all sources of income in the individuals’ name must be reported and may be taxable by the Japanese tax authorities.   In accordance with trust rules, assets must be in the name of the trust and not the individual.  Thus, the trust enables the individual to hold assets in the name of the trust, receive income as a beneficiary and protect the income-producing assets from being exposed to third parties.  
II. The Issues of Probate. 

Another benefit of a trust is to avoid probate. 4   Although some estates (valued under $10,000 to $60,000, depending on the particular state- or the assets were held in joint tenancy) avoid probate, the estate will inevitably go through probate upon the death of the survivor.  
Probate is not required until an asset is to be sold; No one has to go through probate as long as the person does not want or need to sell an asset.  The survivor does not realize that title to the assets still must be transferred into his or her name until the survivor attempts to sell an asset.  At this time, the process of probate commences- clearing title, clearing creditors, and transferring the cleared title in the name of the new owner.  
4. The stated legal purpose of probate is to establish clear title to, or ownership of, an asset.  Typically, when one buys real estate, they also buy “title insurance”, which promises to pay them if their property is lost to an unknown but rightful claimant.  Before issuing such, an insurance company conducts a title search to assure that there are no other claimants and that the title can clearly pass to the new owners.  Upon your death, before title to your assets can pass to your heirs, all potential claimants to those assets must be eliminated.  The process to eliminate all potential claimants is called probate, a process that can be expensive, time-consuming, and agonizing.  

A. The Five Methods by Which Property is Transferred at Death.
1. Will. A Will covers all property owned by the testator at death.5  A state court proceeding “probate” is instituted and the provisions of the Will are implemented under supervision of the probate court.  Both the tax and family estate planning objectives of the decedent can be accomplished with a Will. 

2. Revocable Living Trust.6  A revocable living trust ( also known as “inter-vivos” trust) is a document that is revocable at any time by the person signing it (“grantor”).  Living trusts have become quite popular as a method to avoid probate.  To avoid probate, the trust must be “funded”; this means that title of the assets which the grantor owns personally must be actually transferred to the trust.  Real property is deeded to the trust; bank accounts are switched to the trust; and stocks, bonds, partnership interests and other holdings are assigned or transferred to the trust.  The grantor is usually the trustee and beneficiary of the trust during his or her lifetime.  As your financial or personal situation changes, you can easily change your revocable trust.  
5. A Will is a written document that takes effect at the death of the person signing it (the “testator”).  

6. See “Basics of the Trust” on page ## for a detail explanation of the rules.
3. Joint Tenancy.  Joint tenancy is a method of holding title of property when two or more people own property together, but the last survivor will own the property outright.  When a joint tenant dies, his or her interest goes automatically to the survivor; there is no probate and a Will or Living Trust has absolutely no effect on joint tenancy property.  There may be adverse tax consequences to the joint tenant who dies first.  There is a presumption that the entire fair market of the property is part of the decedent’s estate for estate tax purposes, unless the surviving joint tenant can prove, through financial records, the amount of his or her share of the payments made towards the purchase, improvement or upkeep of the jointly held property.  For instance, if the surviving tenant can prove he or she made a thirty percent contribution towards the purchase, improvement or upkeep of the property, then seventy percent of the property will be included in the deceased tenant’s estate for estate tax purposes.
4. Community Property.  In a community property state, such as California, any earnings and assets acquired during the marriage are shared equally among both spouses, regardless of who earned the income.  Property acquired prior to marriage, or gifts and inheritances received by one spouse during the marriage are categorized as separate property of the receiving spouse.  Upon the death of the either spouse, the community property is split equally and the surviving spouse receives his or her share of community property outright.  The deceased spouse’s fifty percent share of property is included in his or her estate and is subject to his or her Will or Living Trust.  
5. Irrevocable Life Insurance Trust.  An Irrevocable Life Insurance Trust is an ideal vehicle in which to place a life insurance policy.  The goal is to have the trustee of the trust the owner of the policy;   the grantor exercises no control over the trust.  In this manner, the life insurance proceeds do not become part of the decedent’s estate for estate tax purposes.  The beneficiaries of the Life Insurance Trust are typically the same beneficiaries of a funded Revocable Living Trust (usually the surviving spouse for the rest of his or her life and then the heirs).  The annual life insurance premiums are paid by the grantor contributing the necessary funds to the trust and the trustee then pays the premiums.  These contributions are treated as gifts and in order to qualify for the annual gift tax exclusion, these gifts must be subject to current withdrawal by the beneficiaries of the trusts (although in reality the beneficiaries are expected not to exercise their right of withdrawal).  The benefit of an Irrevocable Life Insurance Trust can be illustrated as follows:  The trust purchases a $1,000,000 life insurance policy on the life of the grantor.  The grantor then makes annual contributions of $5,000 (assume this is the premium amount) which are considered a gift eligible for the annual gift tax exclusion.  Upon the grantor’s death, the entire $1,000,000 is excluded from the grantor’s estate for estate tax purposes and the trustee distributes the proceeds according to the terms of the trust.  
B. Optional 

C. Optional

D. Optional

7. A Will is a written document that takes effect at the death of the person signing it (the “testator”).  

Appendix A.

There Are Eight Basic Estate Tax Concepts You Should Know.
Gift Tax.  A person may make a gift of $11,000 per year per recipient “donee” without incurring a federal gift tax.  For example, a husband and wife could make a gift of $22,000 per year per donee.  
Estate Tax.  The federal estate tax is a tax levied on the property owned by the decedent at death.  The tax is paid by the estate for the privilege of passing property to the donee(s).  The tax is based on the fair market value of the property at the date of death or on the alternate valuation date. 
Stepped-Up Basis at Death.  When a person dies, all assets owned by the decedent are valued at their fair market value, usually by appraisal, by the person (the executor of the Will or Trustee of the Revocable Living Trust) filing the federal estate tax return.  As a corollary to the rule, the tax basis of the decedent’s property is “stepped-up” to the estate tax valuation amount.  The tax basis refers to the value of the property for computing gain or loss.  It is usually the cost of the property plus improvements less any depreciation.  As an example, if the decedent dies owning stock which had been purchased for $5, but has a current value of $100, the full $100 value is used to determine the estate tax.  The stock then receives a “stepped-up” basis of $100 in the hands of the donee.  No capital gain tax will be paid by the donee on the subsequent sale of the stock for $100 or less; income tax will only be paid on the sale of stock for an amount in excess of $100 and only for that excess amount.  With community property, even though 50 percent passes outright to the surviving spouse, both portions of community property receive a stepped-up basis at the death of the first spouse.  If a married couple owns a house worth $500,000 which has a tax basis of $45,000, the tax basis for the entire house (both community property shares) is stepped-up to $500,000 upon the death of the first spouse, and a later sale of the house for $560,000 will result in only $60,000 in gain.  A sale of the house for the same amount prior to the death of the first spouse would have caused a $515,000 gain.  In conjunction with the repeal of the estate tax, the stepped up basis is restricted to the following amounts:  $3 million for assets going to the surviving spouse and $1.3 million for assets going to anyone). 
The Unified Estate and Gift Tax Credit and the Credit Exemption Trust.  Each U.S. citizen is entitled to a lifetime credit of $1,000,000 for gift and estate taxes called the “unified credit.”10 The credit is not applicable to non-U.S. citizens.  This credit applies to gifts made over and above the $11,000 annual gift tax exclusion previously discussed.  If a person makes an annual gift to a single donee of $50,000, then the additional $39,000 (which does not qualify for the annual gift tax exclusion) will reduce the unified credit from $1,000,000 to $961,000.  The unified credit may be used for property left to any donee, either outright or in trust.  In a typical estate plan, the unified credit amount is used by creating a trust for that amount for the surviving spouse during his or her lifetime.  Upon the surviving spouse’s death, heirs would then become the beneficiaries of the trust.  This trust is sometimes called an “exemption trust” or a “by-pass’ trust since it is exempt from estate taxes and by-passes the surviving spouse’s estate.  The exemption provides the surviving spouse with several rights during his or her life without causing the trust to become part of the surviving spouse’s estate for estate tax purposes. 11   
10. The $1,000,000 credit is the equivalent to the fair market value of  $600,000 in the estate value.  
11.  The exemption provides the following rights during life: (1) all the trust’s net income payable to the surviving spouse; (2) The trust’s principal applied to the surviving spouse for health, support, maintenance and education with ascertainable standards; (3) the surviving spouse may withdraw the greater of 5% or $5,000 of the trust principal per year for any reason.  
The unified credit plays a major role in estate planning because there is no estate tax for estates that are less than or equal to the unified credit. 12 
The Marital Deduction and the Marital Deduction Q-TIP Trust. 12 The decedent’s gross estate is entitled to deduct all amounts passing to the surviving spouse which qualify for the marital deduction.   The marital deduction can become extremely complicated, but it represents the most important deduction available to married couples.  Property which passes to the surviving spouse under the marital deduction escapes taxation on the death of the first spouse, but that property then becomes part of the surviving spouse’s estate for estate tax purposes.13  
A Q-TIP Trust (“qualified terminable interest property”) is an exception to the general rule that to a qualify for a marital deduction, property must be left outright to the spouse or in trust in which all the principal may be withdrawn by the spouse.  A Q-TIP Trust may qualify for a marital deduction if the spouse is entitled to receive all the trust’s income at least annually and during the spouse’s lifetime.  The person filing the estate-tax return must properly elect to take a marital deduction for the Q-TIP Trust. 
12. The Q-TIP Trust is included in the Revocable Living Trust.

13. In most cases, there is no estate tax on estates of $1,200,000 (fair market value) or less if both husband and wife are U.S. citizens;  If one spouse is a non U.S. citizen then the limit is $600,000. 

14. The marital deduction applies to property that is left: (1) outright to the spouse; (2) in trust in which the spouse has the right to withdraw any or all of the property during her lifetime; and (3) property which is left in trust for the spouse’s life under a Q-TIP (“qualified terminable interest property”) Trust.  

The advantage of the Q-TIP Trust is that the desires of the decedent spouse will control the ultimate disposition of the trust’s assets, and the decedent’s estate retains the benefit of the marital deduction.  On the death of the surviving spouse, the assets in the Q-TIP Trust are taxed in the surviving spouse’s estate, but any increase in estate tax resulting from this inclusion is generally taken directly from the Q-TIP assets, not from the surviving spouse’s other assets. 

By prudently combining the unified credit with the marital deduction, the estate of the first spouse will pay no estate tax.  The surviving spouse also has a unified credit that can be applied to any estate tax owing at his or her death.  Therefore, for estates under $2,000,000 (2 x $1,000,000), assuming no increase in value during the time between the death of the first spouse and second spouse and assuming no reduction of the unified credit for either spouse, a properly structured estate plan eliminates taxation on both spouses’ estates through the maximum use of the unified credit.  
