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IMPORTANT INFORMATION

This information is provided by American General Life Insurance Company (AGL) and The 

United States Life Insurance Company in the City of New York (US Life), members of American 

International Group, Inc. (AIG).

The information contained in this document is general in nature and intended for educational 

purposes only and is not a comprehensive analysis of the topic presented. The information may 

be subject to change and should be verifi ed for accuracy and reliability (e.g., federal income tax 

statutes, rulings, etc. that may have changed since publication) and may be subject to differing 

legal interpretations. While the publisher has been diligent in attempting to provide accurate 

information, the accuracy of the information cannot be guaranteed. No representation or 

warranty, express or implied, is made by AGL, US Life and its affi liates as to the completeness 

of the information in this document. AGL and US Life shall not be liable for any loss or damage 

caused by the use of, or reliance on, the tax, accounting, legal, investment or fi nancial items 

contained in this material.

The Company, its fi nancial professionals and other representatives are not authorized to give legal, 

tax or accounting advice. For advice concerning your situation, consult your professional attorney, 

tax advisor or accountant.

To ensure compliance with requirements imposed by U.S. Treasury Regulations, we inform you that 

any tax advice contained in this document (including any attachments) is not intended or written to 

be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue 

Code or (ii) promoting, marketing or recommending to another party any transaction or matter 

addressed herein. 

©2018. All rights reserved.
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The Concept…
 A bypass trust (also called a credit shelter trust) is used by married couples to minimize 

federal estate taxes by fully utilizing the applicable exclusion amount for both spouses.

 The bypass trust also can provide asset protection, preserve estate assets for children and 
grandchildren, and provide income for someone other than a spouse.

The Process… 
 When the fi rst spouse dies, the estate is divided into two parts. 

 The fi rst part—an amount up to the available applicable credit amount, which is $11.18 
million in 2018—is placed in the bypass trust. This amount avoids estate tax in the year of 
the fi rst spouse’s death. 

 The other part of the estate may pass directly to the surviving spouse or be placed in 
a marital trust and held for the spouse’s benefi t. In either case, the unlimited marital 
deduction (available when a surviving spouse is a U.S. citizen) means that this part also 
escapes estate taxation, regardless of its value. 

 A surviving spouse may receive income for life from the bypass trust, which is usually 
arranged so that principal deposited in the trust at the fi rst death is retained for later 
distribution to heirs when the surviving spouse dies. 

 In addition to receiving income, the surviving spouse may have certain rights to the 
principal, including the right to withdraw principal for health, education, support and 
maintenance needs, to exercise a limited power of appointment (including the ability 
to assign the principal to anyone except themselves, their estates, their creditors or the 
creditors of their estates), and to annually withdraw the greater of $5,000 or 5% of the 
principal. 

 Despite rights to income and principal, when the surviving spouse dies, bypass trust assets 
are not included in the spouse’s gross estate. 
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 When the second spouse dies, the bypass trust may either terminate or continue. All 
remaining trust assets are either distributed outright to the heirs, or continue in trust for 
their benefi t. This is especially appropriate when the heirs are minor children or heirs who 
haven’t demonstrated fi nancial responsibility. 

 Any assets owned by the surviving spouse outside the bypass trust will be included in the 
spouse’s estate at death. However, strategies are available to help the surviving spouse 
reduce the potential estate tax liability.

The Concept Of Spousal Portability...
 The estate of the fi rst spouse to die can transfer the unused exclusion amount to the 

surviving spouse. For example, in 2018, if the husband dies fi rst and his estate only uses 
$6 million of the available $11.18 million applicable exclusion amount, the wife can 
add $5.18 million to her own estate tax exclusion amount assuming she makes a timely 
election on the decedent’s estate tax return. 

 This aspect of the estate tax law provides a way to use both spouses’ applicable exclusion 
amounts without a trust. However, a bypass trust offers benefi ts beyond estate tax savings.

Additional Benefi ts...
 Although bypass trusts are typically used by married couples to protect the surviving 

spouse, they can also be set up to provide income for others. For example, a trust might 
be payable to the couple’s children or grandchildren, an aged dependent parent or other 
relative, or any other person the grantor chooses. 

 Regardless of who is named the primary benefi ciary (or benefi ciaries) of the bypass trust, 
the same rules apply—the remaining trust assets at the primary benefi ciary’s death won’t 
be included in his or her gross estate. Instead, the assets remain in trust to benefi t the 
named successor benefi ciaries without estate tax depletion. 
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 Bypass trusts may be set up with terms that suit a particular individual’s needs. For 
example, the trustee or surviving spouse might hold a discretionary “sprinkling” power 
that allows for income to be variably distributed among the benefi ciaries.

 Bypass trusts can offer asset protection in certain cases.

The Bottom Line...
It’s vital to consider carefully the tax consequences of any customization of a bypass trust. 
Remembering that the primary goal is to shelter estate assets from avoidable taxation, the 
applicable exclusion amounts for both spouses should be used effectively so that no estate 
tax benefi ts are lost. 
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Summary
WHAT IS A BYPASS TRUST?
A bypass trust is a device used to minimize a married couple’s federal estate taxes by fully 
utilizing the applicable exclusion amounts of both spouses.   

HOW DOES IT WORK?   
When the fi rst spouse dies, the bypass trust receives that person’s assets up to the amount 
exempt from federal estate tax under the tax law. So, for someone who dies in 2018, up 
to $11.18 million could be placed in the bypass trust to escape federal estate taxation. The 
bypass trust can also protect the assets, preserve them for benefi ciaries such as children or 
grandchildren, and provide income for someone other than the surviving spouse.

The remainder of the deceased spouse’s assets may go directly to the surviving spouse or into 
a marital trust. In either case, this portion isn’t taxed at the fi rst death because of the unlimited 
marital deduction available for surviving spouses who are U.S. citizens.

The bypass trust often pays income for life to the surviving spouse. The principal typically 
remains in the trust until the second spouse dies, when it passes to the heirs without being 
included in the surviving spouse’s gross estate. 

The surviving spouse may have rights to use the principal in several ways, including the 
right to invade principal for health, education, support and maintenance needs, the right to 
a limited power of appointment over the principal, and the right to annually withdraw the 
greater of $5,000 or 5% of the principal.

The surviving spouse may serve as trustee of a bypass trust, subject to certain limitations in the 
trust document so that the tax benefi ts in the arrangement won’t be lost.
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WHAT HAPPENS AT THE SECOND DEATH?
When the surviving spouse dies, all assets in the bypass trust go directly to the heirs. These 
assets “bypass” the second estate, so they are not included in the surviving spouse’s gross 
estate. Alternatively, assets could remain in the trust for the benefi t of the heirs, if desired.

Although bypass trusts are typically used by married couples to benefi t the surviving spouse, 
they can also be set up to provide income for someone other than the spouse. A trust might be 
payable to the couple’s children or grandchildren, for example, or for a dependent parent or 
other relative. Although the trust benefi ciary is frequently a relative, that is not a requirement. 

WHAT ARE THE BENEFITS?
A bypass trust lets both spouses fully utilize the applicable exclusion amount permitted under 
the tax code. The trust can be set up to benefi t not just the spouse but anyone—children, 
grandchildren or other relatives. Other minor adjustments to the trust terms can provide a 
“customized” trust arrangement to meet a variety of different needs, paying careful attention 
to the tax consequences.

The critical point to remember is that the primary goal in setting up a bypass trust is estate tax 
savings. It’s essential that the applicable exclusion amount of both spouses be used effectively 
so that no federal estate tax benefi ts are lost.
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1. A couple with a large 
estate establishes a 
bypass trust to minimize 
or avoid estate taxation.
At the death of the fi rst 
spouse, the will divides 
the estate into two parts.

 One portion, equal to 
the current estate tax 
exemption, goes into the 
bypass trust. The estate 
tax exemption shelters 
this portion from any 
estate tax.

2. The other portion goes directly to the surviving 
spouse or is placed in a marital trust. Either 
way, it is sheltered from tax at the fi rst death 
by the unlimited marital deduction.

3. The bypass trust makes 
payments to the 
surviving spouse, who 
has full rights to trust 
income and limited 
access to principal.

4. At the surviving spouse’s death, the 
benefi ciaries receive both the trust property 
and the estate assets. The bypass trust is not 
included in the gross estate.
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