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Estate Planning for Blended Families

By Richard J. Shapiro, J.D.

It’s a scenario familiar to trusts and
estates practitioners: an obviously agi-
tated man called to discuss concerns he
had regarding distribution of his father’s
estate. “Robert” explained that in the sum-
mer of 2007 his father, Paul, had died of
cancer. Paul had been married to his sec-
ond wife, Ethel, for 16 years. During their
marriage Paul and Ethel had signed wills
leaving all of the couple’s assets to each
other outright. Each will further provided
that if there were no surviving spouse,
then the assets were to be divided equally
among both Paul’s children and Ethel’s
children.

After Paul’s death, Ethel apparently
decided that she was no longer interested
in distributing a share of the couple’s
assets to Paul’s children. Instead, soon
after Paul’s funeral Ethel sold the marital
home and relocated to North Carolina.
She made it clear to Robert that he and
his siblings would be seeing none of their
father’s assets, and she cut off all contact
with Paul’s children. It’s a safe bet that
Ethel has already seen a new lawyer in
North Carolina to change her will to leave
all the assets to her own children.

Robert asked me if he and his siblings
had any recourse against Ethel. I told
him that absent some form of valid mari-
tal agreement between Paul and Ethel,
Robert and his siblings had little, if any,
recourse against Ethel. Unfortunately for
Paul’s children, Paul had entrusted con-
trol of all his assets to Ethel, leaving
Ethel free to distribute the assets as she
pleased.

Testamentary Trust Planning

As this real-life saga reveals, one of the
biggest challenges confronting an estate
planning attorney is where one or both of
the spouses has been married previously
and has children from the prior marriage.
The couple is often conflicted with the

desire not only to provide for the needs of
the surviving spouse upon the first death,
but also to ensure that their own children
receive their “rightful” inheritance. As a
further complication, the couple may have
one or more children together, as well as
their own children from prior marriages
or relationships.

To satisfy these often contradictory
goals, it is generally not prudent for each
spouse to simply provide that all the assets
pass to the surviving spouse upon the
first death. Not only does such a disposi-
tion forfeit a number of planning advan-
tages—including preserving each spouse’s
estate tax exemption, protecting assets
from creditors and from the potential
remarriage of the surviving spouse—but
under this scenario, the first spouse to die
(the “Deceased Spouse”) has no assurance
that upon the “Surviving Spouse’s” death,
the Surviving Spouse would in fact leave
the any portion of the Deceased Spouse’s
assets to the Deceased Spouse’s children
from a prior marriage.

A better plan is for each spouse to
establish one or more trusts to hold their
assets upon their respective deaths. Upon
the Deceased Spouse’s death, his or her
will or inter vivos trust can include pro-
visions directing that the portion of the
Deceased Spouse’s estate that qualifies for
the estate tax deduction is funded into a
credit shelter, or “Family” Trust. In 2008,
up to $2 million can be funded into the
Family Trust and remain exempt from
federal estate tax. The Family Trust can
provide either mandatory or discretionary
distribution of income to the spouse and
any other desired beneficiaries, including
children or other family members. The
Family Trust can also provide for distri-
bution of principal to the spouse or other
trust beneficiaries, typically pursuant to
the “ascertainable standards” of health,
education, maintenance and support.




If the Deceased Spouse’s estate is sufficiently large,
any assets above the estate tax exemption amount
might be directed to pass into a “Marital Trust” for
the benefit of the Surviving Spouse. Assets funded
into a properly designed Marital Trust will qual-
ify for the unlimited marital deduction, with any
estate tax liability on those assets deferred until the
Surviving Spouse’s death. The Marital Trust must
provide income from the trust, at least annually
to the Surviving Spouse for life, to ensure that the
Marital Trust qualifies for the marital deduction. IRC
§ 2056(b)(7). The trust must also provide the Surviving
Spouse with the right to require the trustee to convert
non-income producing property into income produc-
ing property. See Treas. Reg. §§ 20.2056(b)-5(¢)(4),
25.2523(f)-1(f). The Marital Trust may also provide
for distributions of principal to the surviving spouse
at the Trustee’s discretion, or may prohibit principal
distributions altogether.
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Correction

The Web address given on page 4 of the February
issue for a state-by-state compilation of regula-
tions implementing the DRA was incorrect. The
correct address is: http:/lwww.elderlawanswers.com/
resourceslarticle. asp?id=6592 &section=9&state=

Upon the Surviving Spouse’s death, assets in both
the Family and Marital Trusts would be distributed to
the Deceased Spouse’s chosen beneficiaries—presum-
ably including children from both the present marriage
and any prior relationships—either outright or in trust.
Since the assets in the Marital Trust would be taxable
in the estate of the Surviving Spouse, it is critical that
the trust instrument provide that the estate taxes, if
any, attributed to the Marital Trust assets be payable
by the appropriate parties (typically the Deceased
Spouse’s children).

Trustee selection is critical. Due to the inherent con-
flict between the Surviving Spouse and his or her step-
children, even where the parties are on generally favor-
able terms it is poor practice to have any of the Deceased
Spouse’s children serve as Trustee of the Family Trust
or the Marital Trust. A better choice would be use of
an independent trustee, such as a corporate fiduciary.
Regardless of trustee selection, it is important that the
Marital Trust provide explicit instructions describing
the circumstances, if any, where the trustee may provide
trust principal to the Surviving Spouse.

Unitrust Option

The traditional trust structure provides for income
to the spouse and discretionary distributions of prin-
cipal to various beneficiaries, which may or may not
include the spouse. Even when an independent trustee
is in place, the traditional trust arrangement creates
a natural conflict between the spouse as income ben-
eficiary, whose desire is for the trust to produce more
current income, and the remainder beneficiaries, who
benefit from the long-term growth of the trust corpus.
One way to minimize this tension is through the use of
a total return “unitrust” structure. In a unitrust, the
annual payout to the current income beneficiary is a
fixed percentage of the trust assets, determined annu-
ally. For example, a $1 million unitrust with an annual
five percent payout requirement would pay $50,000 to
the income beneficiary. If in the following year the trust
corpus were to increase to $1.1 million, then the income
beneficiary would receive a payout of $55,000; if, how-
ever, the corpus were to decrease to $900,000, then the
income beneficiary would only receive $45,000.

The perceived advantage of the unitrust is that
the income and remaindermen would have a united
investment strategy, as all parties have a vested interest
in seeing the trust corpus grow.
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