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Bypass Trusts  
 Creating and Funding a Long-Term Estate Planning Instrument 

 
 

Abstract—This article provides in-depth 
information regarding establishing and funding an 
instrument (called a “Bypass Trust”) that will allow 
families to minimize their federal estate tax liability.  

I.  INTRODUCTION  
 

The easiest type of trust for married couples is a 
“simple couple trust”. With this type of trust, a 
married couple jointly shares control and benefits 
during their lifetime. When the first spouse dies, the 
surviving spouse holds complete control over the 
trust, including changing the beneficiaries. Once 
the surviving spouse dies, the assets are then 
distributed to the beneficiaries without having to go 
through probate, as long as the assets are kept in 
the living trust during the surviving spouse’s 
lifetime.  

The reason this is the easiest type of trust is 
because there is no additional income tax return 
required and the surviving spouse can manage the 
trust as they see fit. However, in circumstances 
where a couple’s combined net-worth is $10 million, 
it is usually in their interest to form an “A/B Trust”. 
An A/B Trust is administered the same way as a 
“simple” trust while both spouses are alive. 
However, when the first spouse dies, the A/B Trust 
then divides the couple's estate into two trusts.  

The “A” Trust (also called the "Survivor's Trust") 
contains the balance of the couple's assets. 

The “B” Trust (also called the “Bypass Trust”) is 
equal to the applicable exclusion amount or the 
deceased spouse’s separate property and half of the 
community property, whichever is less (see below).   

With an A/B Trust, at the death of the first 
spouse, the applicable exclusion amount will be 
held in the “Bypass Trust” and the balance of the 
couple’s estate will be held solely by the surviving 
spouse in the “Survivor’s Trust”.  

For example, in 2017, if an estate is worth $20 
million, then $5.49 million1 of that would be held in 
the Bypass Trust and $14.51 million would be held 
in the Survivor’s Trust. 

                                                           
1 For 2017, the estate and gift tax exemption is $5,49 million 
per individual.  
2 IRC § 2010(c) 

II. EXPLANATION OF A BYPASS TRUST 
A Bypass Trust is a long-term estate planning 

instrument that can be used to save estate tax.  A 
Bypass Trust can be used by married couples 
together with a marital trust in order to minimize 
federal estate tax that would otherwise be on their 
combined estates.  

It is called a “Bypass” Trust because it 
“bypasses”, or is not included in, the estate. The way 
it works is that assets will be transferred from the 
estate of the first deceased spouse into the Bypass 
Trust so that the spouse’s federal applicable 
exclusion amount (which used to be the “unified 
credit”) is fully used. 

Using a Bypass Trust allows married couples to 
have all the benefits of their wealth while still being 
able to minimize their estate taxes. Specifically, after 
the death of the first spouse, the surviving spouse 
can use the wealth accumulated by the family 
during his or her lifetime while minimizing federal 
estate tax. 

The applicable exclusion amount is a certain 
amount of assets that the law allows you to transfer 
free of estate and gift tax. The estate tax applicable 
exclusion amount is $5 million.2    

The American Taxpayer Relief Act of 2012 
(“ATRA”) made this $5 million applicable exclusion 
amount permanent for years 2013 and thereafter.  
The gift tax applicable exclusion amount is $5 
million (indexed for inflation beginning after 2011) 
for gifts made in 2011 and beyond.3    

As stated above, for 2017, that amount is $5.49 
million. Therefore, a married couple will be able to 
protect up to $10.98 million from federal estate and 
gift taxes.4  

The remainder of the assets of the first deceased 
spouse can then be transferred into a marital trust 
(see below).  

In summary, a Bypass Trust is particularly 
beneficial for spouses to ensure that their property 

3 IRC § 2505(a)(1). 
4 https://www.irs.gov/businesses/small-businesses-self-
employed/whats-new-estate-and-gift-tax 
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will only be taxed only once between the two of 
them. 

III. HOW TO USE BYPASS TRUSTS IN ESTATE AND TAX 
PLANNING 

Basic estate and tax planning for married 
couples who expect to have a joint estate would 
usually include a marital deduction gift and a 
Bypass Trust.  

Spouses who would like to set up a Bypass and 
marital trust should first divide up ownership of 
their assets. After the division of the assets, each 
spouse should own an equal share of the couple's 
total assets in his or her own name.  

A reason for dividing the assets is because if one 
spouse owns all the assets alone or all their assets 
are owned together, the couple may not be able to 
fully use the applicable exclusion amount of each 
spouse. If one spouse owns all the assets alone, 
and the other spouse dies first, the applicable 
exclusion amount of the first spouse to die will be 
lost because there will be no assets in the estate to 
which it can be applied.  

Another reason for division is that the estate of 
the surviving spouse may be overqualified. This 
means that they have more than the applicable 
exclusion amount in the estate. If both spouses 
own all assets jointly, then when one spouse dies, 
the other spouse automatically owns all of the 
assets. Therefore, when the surviving spouse dies 
after that, his or her estate may be overqualified. 
But, if ownership of the assets is split up between 
the married couple, each spouse will have assets to 
which his or her applicable exclusion amount can 
be applied and the over-qualification issue would 
be resolved.  

Once the division is complete, the spouses, in 
each of their wills, should direct that if they are the 
first spouse to die, that any solely owned assets are 
to be used to fund this type the Bypass Trust with 
up to whatever the personal estate exemption 
amount is at that time.  

For example: 

Husband has $2,500,000 and Wife has no 
property. Neither Husband nor Wife made any 
taxable gifts. Husband then dies in 2015. If he 
leaves the entire $2,500,000 to Wife, his death will 

                                                           
5 I.R.C. section 2032(a)(1). Property not distributed, sold, 
exchanged, or otherwise disposed of during the alternate 
valuation period is valued as of the date that is 6 months after 
the decedent's death (6-month date). 

not trigger any estate tax, because of the marital 
deduction, which is unlimited.  

Then, when Wife dies in 2016, assuming there is 
no change in value, she will have that $2,500,000 
in her estate, which will generate a tax liability of 
$225,000. 

If, on the other hand, Husband leaves 
$2,000,000 to a Bypass Trust, and $500,000 the 
rest of his estate to Wife, there will be no estate tax 
due, because that $2,000,000 is exempt and the 
$500,000 will qualify for the marital deduction.  

When Wife dies, the $2,000,000 will not be taxed 
because it is in a trust that “bypasses” her estate, 
and the $500,000 will be covered by her exemption. 
This is a much better option because the couple 
has now saved that same $225,000 for their 
children. If, in the time between Husband's and 
Wife's death, the Bypass Trust has increased to 
even a billion dollars, it would still be entirely free 
from estate tax on Wife's death.  

IV. FUNDING A BYPASS TRUST 
The types of assets that can be used to fund 

Bypass Trusts are probate assets, assets that are 
already in a revocable living trust, or assets with the 
proceeds of a life insurance policy or retirement 
account in which the Bypass Trust is named as the 
beneficiary. 

A Bypass Trust should be funded as soon as 
possible in order to prevent it from being reduced or 
eliminated. This can happen if: 1) the Bypass Trust 
is a form of bequest that bears losses and 
depreciation before other bequests, 2) the estate is 
decreasing in value, and 3) the election of the 
alternative valuation date under IRC § 2032 will not 
solve the problem.5   

Even if the estate is not decreasing in value, 
prompt funding will give the Bypass Trust a chance 
to start earning income and appreciating at the 
earliest possible date. The Bypass Trust can be used 
to provide income to a spouse and/or other family 
members during the surviving spouse's lifetime. 
Subject to certain restrictions, the trustee may be 
granted the power to distribute trust principal for 
particular needs of the spouse and/or other 
beneficiaries. 

Funding a Bypass Trust while alive means that 
the assets will avoid going through probate at death 
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since assets held in a trust do not have to be 
probated.  

Lastly, the trust is also a private instrument that 
allows the assets, as well as the distribution of those 
assets to remain private. 

V. ASSETS NOT TRANSFERRED TO A BYPASS TRUST 
The assets that are not moved into the Bypass 

Trust will fund the marital trust. In most cases, the 
marital trust will be set up as a Qualified 
Terminable Interest Property (QTIP) trust. With a 
QTIP trust, the surviving spouse must receive all 
income (at least annually) for life from the trust, but 
the grantor (creator) of the trust can designate 
where the assets go when the surviving spouse dies. 
The assets in the marital trust will be included in 
the estate of the surviving spouse.  

However, as explained previously, that spouse 
can use their applicable exclusion amount to shelter 
some or all of the assets from estate tax. Due to the 
unlimited marital deduction, the assets transferred 
to the marital trust will not be taxed at the death of 
the first spouse. Thus, the estate tax will be 
postponed until the surviving spouse dies. 

VI. BASIC PROVISIONS OF A BYPASS TRUST 
The Bypass Trust should include the following:  

1. Distributions of principal for purposes of 
health, education, support and maintenance.  

2. A limited power of appointment over the 
trust principal, which means the spouse can 
appoint the principal to anyone except herself, her 
estate, her creditors and the creditors of her estate.  

3. An annual right to withdraw either $5,000 or 
5% of the trust principal, whichever is greater. 

VII. TRUSTEE FOR A BYPASS TRUST 
A trustee will need to be appointed for the Bypass 

Trust. Depending on the size of the trust, a 
professional trustee may need to be hired. Many 
people hire a bank trust department, a private trust 
company, or an individual professional fiduciary, to 
be the trustee of the Bypass Trust. A professional 
trustee will have to be compensated for their 
services. Typically, the compensation is a 
percentage (1% or more) of the assets in the trust. 

It is always best to have an independent trustee 
for any trust, as well as a successor trustee. 
Considering that the trustee is supposed to act with 
reasonable care, invest prudently, and balance the 
interests of the beneficiaries, it is sometimes better 
to have a separate trustee, such as a bank. The 

trustee will be required to account for what is done 
with the trust property (i.e. show the books, do a 
financial statement), must file tax returns, and can 
be brought into probate court and fired by the judge 
if accused of wrongdoing.  

VIII. DEATH OF A TRUSTEE-GRANTOR 
A grantor trust is one in which the person who 

established the trust has retained one or more of 
the elements of control listed in the federal income 
tax code. Most importantly: the power to revoke the 
trust, the right to receive the trust’s income and/or 
principal, in addition to holding the role of trustee.  

In the case that the grantor is the trustee, as 
well as the first spouse to die, the bank, brokerage 
house, and the insurance company should all be 
informed. The name of the trustee must be 
changed to either the surviving spouse or another 
successor trustee. The TIN should also be changed 
to the surviving spouse’s social security number. 
This can be done by sending over a death 
certificate and a letter instructing them to make 
the changes.  

IX. CONCLUSION 
 

A Bypass trust is a simple and flexible way 
to protect your family’s assets if the estate is greater 
than the current estate tax exemption. To find out if 
your estate plan would benefit from a bypass trust, 
please contact our office.  

 
 

 

 

 

 

DISCLAIMER 

The materials and information contained on this website are 
provided for GENERAL INFORMATION PURPOSES ONLY. The 
material should not be construed and is not intended as legal 
advice on any subject matter and is NOT A SUBSTITUTE FOR 
PROFESSIONAL LEGAL COUNSELING from a qualified licensed 
attorney from the appropriate jurisdiction. IT IS NOT 
INTENDED, NOR DOES IT CREATE AN ATTORNEY-CLIENT 
RELATIONSHIP and no attorney-client relationship is formed 
unless agreed to in writing. In the event this communication is 
not in conformity with the regulations of any state, we are not 
willing to accept representation based on this communication. 
The content of this website is for advertising purposes, comes 
as-is and its accuracy, completeness, or applicability is not 
guaranteed. The Law Offices of James Hastings PC expressly 
disclaims all liability in respect to actions taken or note taken 
based on any or all of the contents of this site. 
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