Transferring assets to a second spouse
(and to children from the first)

Elizabeth and Thomas Carr (names fictitious), both in their late 60s, each have one child
from a prior marriage. During the 30-plus years of their marriage, they each have
accumulated an estate of over $5 million. The full $2 million credit against estate tax (for
2008) remains available to them. They are working on their estate plan and are concerned
about how they can transfer the bulk of their assets to each other, minimize estate taxes and
ensure that their children receive their fair share.

The Carrs currently each have a will that creates a trust (funded by the $2 million
credit), with the balance left outright to the surviving spouse. Upon the death of that
surviving spouse, the two children from the prior marriages will share the assets equally.
These “mirror” wills were prepared at a time when the Carrs had assets that approximated the
unified credit amount. The question that the Carrs have asked is: Does this type of plan need
to be updated to accomplish the goals that Elizabeth and Thomas Carr have set? The answer

is yes.

Some spousal bequest basics

Under federal tax laws a person may transfer all assets to a spouse and thereby avoid federal
tax on the estate’s assets. The deduction available for assets passing to a surviving spouse
applies not only to assets left by will, but also to assets not in the probate estate, such as
retirement plan benefits, IRAs and life insurance. In fact, for married couples with joint
assets at or below the credit amount, it is relatively simple to eliminate federal estate taxes.
(State death taxes and federal income taxes still may apply.)

For the Carrs reducing estate taxes is more challenging. Although the unified credit and
unlimited marital deduction will shield the estate of the first to die from federal estate taxes,
under the Carrs’ present plan, a tax calamity will result upon the death of the second spouse.
Why? The full value of both estates (less the amount that is carved out in a unified credit trust
in each spouse’s estate) will be subject to federal estate tax. Once combined estates approach
or exceed the amount that can be shielded by the unified credit, the goal is to reduce the

amount that one spouse leaves to the second to die.



Use of QTIP trusts to reduce estate taxes and benefit children

One common way to reduce the tax in the estate of the second to die is through the use of a
QTIP (Qualified Terminal Interest Property) trust created by will. A QTIP trust generally
provides income for life to a surviving spouse, with the remainder (or trust principal) to pass
according to the directions of the spouse who created it. In short, a surviving spouse is
provided with the full economic benefit of the property held in trust (i.e., a full income
interest in the assets held in trust and the right to invade principal in accordance with
“ascertainable” standards, as defined in the tax code), yet the amount held in trust
“bypasses,” or avoids, tax in the surviving spouse’s estate.

Special rules require that an executor affirmatively elect QTIP treatment on an estate tax
return. QTIP trusts are quite popular for people with children from a prior marriage because
income can be left to the surviving spouse for his or her life with the trust’s assets themselves
later passing to the children of a first marriage. The good tax news is that a marital deduction
for the full value (not just the value of the income interest) can be claimed in the estate of the
first spouse to die. For the Carrs, who want to provide for each other, and for children of

prior marriages, a QTIP trust is a good tool.

Other planning issues for ‘“‘blended families”

Skillful estate planning may be needed for families that include children from prior
marriages. This is particularly an issue for minor children, where guardianship and
preservation of assets until attainment of majority are factors. However, even for the Carrs,
whose children are grown, consideration should be given to the following:

If mirror wills are prepared, and both wills split assets among all surviving children,
there may be no provision that prevents a surviving spouse from changing the will to provide
that all assets go to his or her children only.

If the surviving spouse remarries, he or she may choose to disregard estate planning
relative to the former spouse. Thought should be given to passing assets in a way that
precludes a surviving spouse from changing the “plan.” This could include:

* Creating living trusts or transferring assets at death into trusts that will provide for the
children of a first marriage.

e Naming children as beneficiaries of IRA or retirement plan assets.



* Use of other nonprobate assets, such as life insurance policies, to provide benefits for
children.

* Review of legal documents in connection with prior divorces. These documents may affect
rights and duties toward children of a first marriage, including, for example, maintenance

of life insurance policies for the benefit of children or ex-spouses.

Points to keep in mind

Although plans are made for spouses to provide fairly for children from prior marriages, life
is fluid, and so are estate plans. Upon the death of a spouse, circumstances may change for
the survivor, and the plan may be inadequate or no longer suit the surviving spouse’s needs
or situation. If these issues are raised during the planning process, it will facilitate each
spouse’s goals of fair treatment for each other and all children. Family storms may lie ahead

if the situation is not addressed honestly at the outset.
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