Title: Estate Planning- the non-U.S.-citizen spouse

Estate Planning: Is your spouse an American Citizen? 
Most commonly overlooked trap for the unwary and the Qualified Domestic Trust: 
Your spouse’s citizenship is critical in U.S. estate tax planning if you plan to pass on wealth over $600,000. 
Although the person you marry is a very personal matter, it is a very public issue for the Internal Revenue Service.  Even with more and more executives participating in the world markets, your spouse’s citizenship is a critical factor in the important area of U.S. estate tax planning. 

Scores of attorneys do not realize the importance of nationality in preparing an estate plan and many clients do not realize the importance of mentioning it.  This is a costly oversight since the IRS disallows the unlimited marital deduction to non-U.S. citizens.  
The unlimited marital deduction, which allows you to leave everything to your husband or wife without paying any estate taxes- doesn’t apply to spouses who are not U.S. citizens.

As a result, any resident of the U.S. with a non-citizen spouse who leaves a standard U.S. will may end up bequeathing to the U.S. Government an enormous amount of money upon death.  This is the most commonly overlooked and forgotten issue in estate planning according to the Internal Revenue Service office at the U.S. embassy in Tokyo.  

The legislative intent of the law is to prevent surviving spouses from returning to their home countries with their untaxed inheritance money.  Instead of complying with the restrictive and onerous tax regulations, several attorneys recommend the non-citizen spouses to opt to become U.S. citizens.  
As you are well aware of, the US imposes estate taxes on world-wide assets of both US citizens and US residents.  Moreover, the IRS considers jointly owned assets to be  100 % included in the first-to-die spouse’s estate unless the surviving non-citizen spouse has evidence of contributions.  
Couples with less than $600,000 in assets do not need to take any special tax planning steps.  Any U.S. resident may pass up to $600,000 tax free to anyone without regard to their citizenship.  But amounts over $600,000 passed to a non-U.S. citizen spouse is subject to federal estate tax unless the funds are placed into a qualified domestic trust, or QDOT.  

The QDOT does not solve eliminate the estate tax exposure entirely if the surviving non-U.S. citizen spouse needs to get at the principal.  Any principal taken out of the trust is taxed as though it had been included in the first-to-die spouse’s estate. Such inclusion results in a significant increase in tax liability and substantially less funds for the surviving spouse.  
As an illustration, a wife with a $1.2 million estate leaves her non- US citizen husband $600,000 tax-free and put the remaining $600,000 in a QDOT.  But as the QDOT principal is withdrawn, the U.S. government would collect approximately $235,000 in estate taxes on funds that a US citizen spouse would have inherited without any tax exposure. 

The management of the QDOT is somewhat restrictive in the following ways.  1.  At least one of the trustees must be either a U.S. citizen or corporation.  ( non-U.S. citizens have the estate tax planning option to set up a US corporation).  2.  restrictions in the amount of assets invested in real property located outside the U.S.  
The challenges of the QDOT could be avoided by having citizen spouse opt to transfer assets to the non-citizen spouse.  Simply reallocating the assets equally between the individuals would effectively eliminate the estate tax exposure since each individual can leave the other spouse as much as $600,000 tax free.
Clients with over $1.2 million commonly transfer significant assets to the non-U.S. citizen spouse as the unlimited marital deduction remains intact when it is the U.S. citizen who inherits.  
Although clients have effectively transferred funds using the gift technique as well.  Caution must be taken with the annual $100,000 gift limitation to a non-U.S. citizen spouse.  Any gifts above $100,000 to a non-U.S. citizen spouse will trigger substantial gift tax.  
Although non-citizens have become U.S. citizens as an option to ensure tax free transfers of assets, the timing of citizenship is important.  If citizenship is obtained before or within nine months of the spouse’s death, there is no need for the QDOT.  After nine months, estate taxes become due unless a QDOT is established.  Even then, the surviving spouse can avoid paying QDOT taxes by remaining a resident and leaving all trust principal untouched until obtaining U.S. citizenship.  

Finally, if you spouse was oblivious to the estate tax exposure, the non-U.S. citizen surviving spouse may avoid estate taxes by initiating proceedings within nine months of the spouse’s death.  With competent counsel and a fair judge, you may petition the courts for permission to set up your own QDOT.  This limits estate taxes to any principal money withdrawn from the trust.  Afterwards, the surviving spouse should begin the process of becoming a citizen to avoid the estate taxes altogether.
ESTATE TAX PLANNING:  U.S. citizen or U.S. resident married with a non-U.S. citizen spouse. 

Please consult with your competent counsel for details on the QDOT and estate tax planning or send us an email with your questions. 
