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Harder Than Tax Planning—Estate Planning for
Blended Families

Estate planning for traditional families presents a variety of challenges to estate planning attorneys. These challenges
can be compounded, however, when the family structure includes a second marriage and children from former
marriages. Fearing the adage that "you never really know someone until you share an inheritance with them, " clients
struggle to treat loved ones fairly, and to avoid a situation in which a surviving second spouse attracts resentment (or
litigation) from children of a prior marriage, or vice versa. Texas community property rules can compound the

problem by blurring the distinction between which assets are "yours," "mine" or "ours." Careful estate planning can

minimize a host of problems that might otherwise arise at the death of a member of a blended family.

The Blended Family

Many people are in, or are about to enter into, a
second (or later) marriage, after either the death of or
divorce from a spouse. One or both partners may have a
child or children from aprior marriage. In addition, some
of these new couples plan to have children together.
Sometimes a child from a spouse’s prior marriage is
adopted by the new spouse (the child’ s other parent, if till
living, must agreeto terminate hisor her parental rightsin
order for the child to be adopted by the step-parent).
Sometimes a spouse desires to treat the new spouse’s
children as his or her own when it comes to passing on
assets at death. Parents may have current and future
contractua and other legal obligationsto their minor (and
sometimes to their adult) children, arising from a divorce
decree or applicable state law.

Because Texas is a community property state, the
marital property characterization of the assets each spouse
believes that he or she owns individually, as well as the
assets that they acquire together, can be complex. Some
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couples, recognizing thelegal and other problemsthat can
arise from a new marriage, choose instead to cohabitate,
without being formally married. This arrangement,
without proper planning, can often create more problems
thanit solves. For avariety of reasons, estate planning for
peoplein new relationshi pscan be extremely complicated.

Estate Planning Challenges

One of the biggest challenges in estate planning for
blended families is to coordinate provisions made for a
new spouse with those for children from a prior marriage.
For example, imagine a married couple who has already
raised and educated their children. Suppose that the
husband dies first, and the surviving wife remarries. In
her new estate plan (created after her marriage to her new
husband), she wants to leave virtually al of her assetsto
her children when she dies. On the other hand, the new
husband wantsto leave virtually hisall of hisassetsto his
new wife upon his death. This frequently encountered
scenario may arise from social or cultural mores (i.e., the
wife may fedl that the husband can and should care for
himsdlf; the husband may feel that his children are now
adults, capabl e of taking care of themselves, whilethenew
wife may need long term maintenance and support, and
should be remembered for the care and happiness she
providesto him). One of the"inequities' of this situation
that is often overlooked, however, is that, while the
husband is clearly taking care of his new wife by leaving
her everything he owns on his death, he hasfailed to look
beyond her death. If sheinherits his assets and then dies
leaving al of "her" property to her children, all of the
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assetsfrom the husband's original marriage (and his assets
from his second marriage) will passto thewife’ schildren;
nonewill passto hischildren from hisfirst marriage. This
result can be avoided through proper estate planning.

Useof Trustsand Other " Split" Gifts

Is there a way to take care of one's new spouse
without disinheriting one's children? Several estate
planning tools address this concern.

One of the most common estate planning solutions,
and often the best option if the value of the estate is
relatively small, is to use a trust. A trust is merely a
devicein which ownership of assetsis split into two parts:
legal ownership of the assets, held by a "Trustee," and
"red" or "true" ownership of the assets, held by a
"beneficiary." The Trustee holds and manages the assets
for the benefit of the beneficiary. The Trustee a'so makes
the distributions of income or principal to or for the
benefit of the beneficiary, as called for in the instrument
creating the trust. Most trusts are created either in a
lifetime document (called aninter vivos or "living" trust),
or in a Will, which becomes effective only upon the
person’s death (called a "testamentary” trust). The same
person may be both the Trustee and the beneficiary of the
trust, but he or she must carefully follow the terms of the
trust, which are the written instructions regarding how the
trust is to be handled, or administered, during its term.
Using a trust is also a way to split the enjoyment of the
assetsinto two different time periods. now and later. The
current beneficiary of the trust may be entitled to some or
all of the income produced by the assets in the trust and
may also be alowed to enjoy the assets of the trust
themselves (i.e., the "principal" or "corpus’ of the trust)
currently—usually receiving distributionsfromthetrust on
a regular basis, such as monthly or quarterly. The
"remainder" beneficiariesare entitled to receive the assets
that remain in the trust upon its termination (which often
occurs upon the death of the current beneficiary). Thus,
for exampl e, ahusband could providethat, upon hisdeath,
his assets passinto atrust created in his Will for the sole
or primary benefit of his wife during her lifetime and,
upon her death, the assets remaining in the trust are to be
delivered by the Trustee to his children from his prior
marriage. Inthisway, he has taken care of his new wife,
without disinheriting his children (or alowing hiswifeto
pass his assets on to her children or even to a new
husband). Naturally, the wife could make similar
provisionsin her Will if she so desires.

Sometimes an estate is large enough and contains a
sufficient variety of assets so that the assets can be split
immediately upon one spouse's death between the new
spouse and the children from the prior marriage. Life
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insurance, annuities, retirement plans and other liquid
assetsare helpful to haveinthesesituations. For example,
if one spouse owns a closely held business or a valuable
family ranch or farm, life insurance can be vauable in
enabling that spouse's children to continue running the
business or ranch, while ensuring that the second spouse
iswell taken careof. Again, assets can be placed inatrust
to achieve professional or other qualified management of
the assets for the benefit of the beneficiary, control over
the ultimate disposition of the assetsremaining in thetrust
upon termination, and creditor protection of the assetsfor
the beneficiary. Trusts aso often help achieve important
tax planning objectives.

Excluding/Including Children and
Stepchildren

Perhapsaspousetruly doesnot want the childrenfrom
his or her first marriage to inherit any of the estate at any
time (maybetherelationship with themisstrained, or non-
existent). Excluding children under your Will islegally
allowable. There is no "forced heirship" in Texas.
Because children would be legal heirs of a decedent in a
second marriage who dies intestate (without a Will), the
risk of aWill contest when children areexcludedisgreater
than in many other cases. There are several planning
techniquesthat can be used to discourage aWill contest or
other litigation against an estate. One ideaisto make a
beguest to the potential Will contestants and then include
a"No Contest" clause in the Will. This clause provides
that if the person challenges the Will, then the gift to him
is forfeited. Obvioudly, a gift of $1.00 is not significant
enough to discourage anyone from contesting aWill. The
bequest must be large enough to provide "teeth” to the No
Contest clause. This technique is sometimes totally
unpalatable to the client, but should be considered in
appropriate situations, as a way to protect the favored
beneficiaries of the estate.

Since the basis for a Will contest is often an alleged
lack of testamentary capacity on the part of the Testator at
the time when he or she wrote the Will, another ideaisto
give the potential contestant a small gift by check,
delivered on the same day that the Will is signed. It will
be hard for the contestant to later argue that the Testator
lacked mental capacity on the date of the Will if the
contestant cashed the gift check received fromthe Testator
on that same date. There are other planning techniques
that can be utilized to minimize the likelihood of lawsuits
after death.

What if one of the partnersin asecond marriage wants
to include his or her new spouse's children in the estate
plan? This form of estate planning is easy to do.
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Typically, the step-children are smply defined as the
Testator's children for all purposes of the Will. Keep in
mind, though, that while the estate plan of thefirst spouse
to die will become irrevocable at his or her death, the
surviving spouse can change his or her own estate plan.
There is no guaranty that, after the first spouse dies
treating both spouse's children equally, the second spouse
won't cut out the deceased spouse's children, leaving
everything to his or her own kids or a new spouse.

|mpaired Judgment Documents

Estate planning for blended families often addresses
other concerns as well. Most clients wish to designate
someone to make financial and medical treatment
decisions if the client becomes incapacitated. Similar
appointments can be madeto designate alegal guardianin
the event of long term incapacity, or to give family
members the authority to make funeral arrangements.
Absent a written designation, state law generally give a
spouse legal priority in handling these matters.

Pre-Nuptial Agreements

All couples who are about to marry, and especialy
those about to re-marry, should consider signing a pre-
nuptial agreement before the wedding. Because we are
estate planning attorneys, and not divorce attorneys, our
recommendation is made to help avoid a myriad of
problemsthat will arise on the death of one of the spouses.
We don't focus on the possibility that the marriage will
end in divorce (although the pre-nuptial agreement can
prevent problemsin that situation aswell). Althoughitis
true that assets owned by one spouse prior to marriage are
that spouse’'s separate property, all income derived from
those assets during the marriage will be community
property, absent a specific, contrary provision in avalid
written agreement. It is not sufficient to place the assets
owned before marriage in a separate account, titled solely
in the name of the spouse who owned them prior to
marriage. If any income, such asinterest, is paid into that
same account during the marriage, the community
property income will be commingled with the original
separate property, thereby "tainting” theentireaccount and
potentially causing it, at some point, to lose its character
as that spouse’ s separate property. In addition, transfers
into and out of the account during the marriage can be
problematic for the same reason.

When the spouse whose name is on the account dies,
the Executor of his estate will have the responsibility of
determining whether that account is community or
separate property (or partly each). The Executor must
begin with the state law presumption that the account is
community property and see whether it is possible to
show, by clear and convincing evidence, that all or part of
the account was the deceased spouse' s separate property.
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This determination has a direct impact on the size of the
deceased spouse's estate and, therefore, affects the estate
tax liability of the deceased spouse's estate and the
distribution of assets to the deceased spouse's
beneficiaries. Obvioudly, this task can be very difficult
and potentially risky. Thisaccounting nightmare, withits
attendant extrawork, additional expenseto the estate, and
high risk for the Executor, can be avoided by having a
good pre-nuptial agreement. The pre-nuptial agreement
doesn't have to do more than list and define what each
spouse owns as his or her separate property, and what will
be the spouse’ s community property during the marriage.
The agreement can allow the spouses to do any type of
estate planning they wish with the property they own,
including leaving assets to the other spouse at death or
giving assets to the other spouse during life. In other
words, the agreement need not dictate the terms of any
particular estate plan to be effective in alleviating the
accounting/characterization problemsdescribed abovethat
will arise on dissolution of the marriage, whether by death
or divorce.

To ensure that a pre-nuptial agreement is legally
binding, it is best for each party to be represented by
separate counsel of his or her own choosing. It is
sometimes possible for one attorney to represent both
people with respect to agreements of this type, but the
better practiceisto havetwo attorneys, onefor each party.

Post-Marital Agreements

What if a couple in a second marriage did not enter
into a pre-nuptial agreement before their marriage and
now realize how messy their asset holdingsare? A couple
can enter into a post-marital agreement that "cleans up”
the confusion and prevents further commingling from
occurring. In many cases, it isvirtually aprerequisite for
a post-marital agreement to be signed in order for the
coupleto do proper estate planning, unlessthey arewilling
to take the position that al of the assets held in liquid
and/or investment-type accounts (including retirement
plans and IRAS) have become community property dueto
the commingling of income. Again, while it is possible
for one attorney to represent both spouses in preparing a
post-nuptial agreement, the better practicein most casesis
for each party to be represented by separate counsel.

Transmutation Agreements

Sometimes couples desire to treat otherwise separate
property as the community property of their marriage.
This arrangement requires a different type of post-marital
agreement, onereferred to asa"transmutation agreement.”
Again, the agreement is alegal document that should be
prepared by an attorney and reviewed by each spouse with
hisor her attorney. The spouse who originally owned the
transmuted property as separate property will begiving up
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certain rights under the marital property laws, but is often
willing to do so to achieve certain tax and other benefits.
Simply re-titling assets into the spouses’ joint names does
not establish property as community property.

Non-Marital Agreements

What if a couple chooses merely to live together and
not marry? Problematic issues can arise upon the death of
one of these personsaswell. When one of the cohabiting
persons dies, his or her children may argue that the
deceased co-habitant had a"common law" marriage with
the surviving co-habitant. Alternatively, the surviving co-
habitant may argue that he or she is in fact a surviving
common law spouse. A common law marriage (i.e., a
marriage entered into by a couple that is not ceremonial,
but isbased on their holding themsel ves out to be husband
and wife) is a valid form of marriage in Texas (and in
many other states). Because all assets acquired during a
marriage in Texas are presumed to be community
property, establishment of a common law marriage will
impact the characterization of the assets belonging to the
deceased person’ sestate. Thischaracterizationwill affect
the disposition of the assets upon the person’s death. A
couple who wants to live together but who wishes to
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negate the existence of a common law marriage should
enter into a non-marital cohabitation agreement. In
addition to negating the common law marriage, the
agreement can also list and define the assets that each
person owns, and provide for the sharing of certain
expenses, such as insurance and property taxes for the
home owned by one of them inwhich both partiesreside.

Contact Us:

Naturally, each estate is unique, and this brief
overview should not be treated as a substitute for legal
advice. If you would like to discuss how the information
outlined in this Newsletter applies to your specific
situation, you can reach us at the address and phone
number shown below, or by e-mail:

Mickey R. Davis* mdavis@drjg.com
John T. Ridout* jridout@drjg.com
Bernard E. Jones* bjones@drjg.com
Karen S. Gerstner* kgerstner@drjg.com
Raobert J. Nichols rnichols@drjg.com

Kathryn A. Miller kmiller@drjg.com
General Delivery admin@drjg.com
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To download back issues and |earn more about estate
planning, visit our web site at www.drjg.com

Estate Planning Today is published for the use of our clientsand friends. Theinformation it contains is necessarily brief. No conclusions should be drawn
about how these matters affect your situation without further review and consultation. For additional information, please contact one of our attorneys.
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