Estate And Disposition Planning
Issues For Same Sex Or Other
Unmarried Couples

By Lee & Gregory, PC., Birminbam, MI

requires the estate planning attorney to focus on issues
not present with married couples. With the lack of an
unlimited marital deduction on death, no lifetime gift
exemption to partners, and state intestacy laws that
disinherit life partners, same sex or non-married couples need to execute
estate planning documents and often implement creative living and
testamentary gifting techniques to protect their loved ones, avoid disin-
heritance, and take advantage of both partner's unified credits.

same-sex or non-married couples

hen someone fails to plan
for the disposition of his
or her assets upon his or
her death, the state’s intestacy law
determines the identity of bene-
ficiaries. These laws are typically
drafted to provide for the spouse
and children of the decedent. How-

ever, a gay or lesbian life partner
is not a spouse for purposes of
intestacy laws, nor generally is a
non-married opposite sex signifi-
cant other in many states. There-
fore, disposition planning through
intestacy statutes is the quickest
way for a client to accidently disin-

herit his or her life partner or sig-
nificant other. Furthermore, while
counseling a gay or lesbian client,
one might find that there are cer-
tain family members who never ac-
cepted the client’s sexual identity,
and therefore, the client would not
favor assets passing assets to that
family member. Well, under the In-
testacy rules, that family member
may in fact become a beneficiary,
unless specific plans are made to
direct assets to the intended bene-
ficiaries.
will

The Will is an important docu-

ment in regard to designation of
personal representative/executor.
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A Probate Court may select a fami-
ly member such as a sibling or par-
ent, before it would select a life
partner or significant other, in the
absence of the client indicating his
or her partner as the Personal Rep-
resentative. However, keep in mind
that solely having a Will, without
also creating and funding a Re-
vocable Living trust (“trust”) often
subjects the client to a probate pro-
ceeding, which is typically open to
the public. The privacy factor of
avoiding probate is often important
to both married couples as well
as unmarried couples. However, it
could often be of even greater sig-
nificance to the same-sex couple
client because these clients may be
concerned about others becoming
aware of their relationship through
the probate process.

Revocable Living Trust

The trust allows for more priva-
¢y, as it may allow clients to avoid
a full probate proceeding. In addi-
tion, a client could list his or her
own trust as a beneficiary on items
such as life insurance or certain
retirement accounts. Many gay or
lesbian clients may be concerned
about their advancement or job re-
tention if they were to specifically
list their life partner as their ben-
eficiary on employer provided ben-
efits. However, by listing his or her
trust, which also happens to pro-
vide for the benefit of his or her life
partner, the client would be able to
avoid the issue of what would hap-
pen if his or her employer were
to learn of his or her sexual iden-
tity. However, one needs to keep in
mind, and advise the client, that a

ince Sec. 2056 of the Code

does not allow for the
deferral of estate taxes until
the second death, same-sex
couples and non-married
heterosexual couples face the
possibility of incurring an
estate tax at the first death.

lump-sum payout may be required
from a retirement plan, if payable
to a client’s trust, thus accelerating
income tax recognition. Therefore,
the attorney should pay close at-
tention to the required minimum
distribution rules of Sec. 401(a)(9),
and other related sections, of the
Internal Revenue Code (the “Code”)
to avoid lump-sum treatment, if
possible.

Certificate of Trust

To further protect the privacy
of the client, a certificate of trust
should be drafted. This document,
which in some cases is based on
state statutes, typically only lists
the title of the trust, the current
and successor trustees, and the
trustee’s powers. Therefore, if the
client were to list his or her trust
as the beneficiary of workplace
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benefits, he or she could provide
the employer with the certificate
of trust, rather than the actual
trust, if evidence of the trust’s ex-
istence were requested. Thus, the
employer would not be privy to
the dispositive terms in which the
client has provided for his or her
life partner.

Estate Taxes

Since Sec. 2056 of the Code
(Marital Deduction) does not al-
low for the deferral of estate taxes
until the second death, same-sex
couples and non-married hetero-
sexual couples face the possibility
of incurring an estate tax at the
first death. Therefore, one should
examine whether there will be
enough liquidity at the first death
to cover the tax liability. Often,
clients would want their surviving
partner to be able to stay in their
home after the first partner dies.
This may require the purchase of
a life insurance policy to provide
for enough liquidity so that assets
such as the home or a business
would not need to be sold to pay
Uncle Sam, and possibly their state
governments.

Gift Taxes

It is not uncommon for life part-
ners or significant others to have
made gifts to one another during
the course of the relationship.
However, since the couple is not
married, Sec. 2523 of the Code
does not apply and thus anything
over the gift tax annual exclusion
amount is a taxable gift. This could
raise a dilemma if a client engaged
in planning that required the filing
of a gift tax return. If a client has
not treated prior transfers as tax-
able gifts, the attorney must con-
sider whether he or she would
want to prepare and sign the Form
709. Let us not forget that when a
client placed his or her life partner
or significant other on the title to
his or her home, he or she made
a gift to that individual. For ex-
ample, let us assume that partners
A and B live in a home worth
$500,000, and the home was orig-
inally purchased by and in the
name of partner A. Before partner
A and B were clients, A decided to
have a deed drafted, adding part-



ner B to the title of the home.
If we assume that there were no
debt on the property, A provided
all of the funds for the purchase
of the home, and that A and B are
the same age, then it is arguable
that A made a gift of $250,000 to
B, when B’s name was added to
the title. This gift would count
towards the cumulative amount
of gifts in which partner A could
make during his lifetime without
the imposition of a gift tax liabil-
ity. If the attorney were to later
suggest an additional gifting pro-
gram for A, that attorney would
need to file a prior gift tax return.
Therefore, it is crucial for the at-
torney to ask the clients if either
one made or received gifts from
the other. It is possible that
the client could have made numer-
ous unreported gifts in the past,
over and above the exemption
amount.

If this were the case, then gift
taxes, interest and penalties could
be currently accruing, should the
IRS ever learn about the prior gifts.
Although the IRS may not discover
this issue while partner A is alive,
but if discovered many years later
upon an audit of the estate tax re-
turn (or a successor return should
there be new form used upon the
repeal of the estate tax), the inter-
est and penalties alone effectively
could cause to disinherit the other
partner, and make Uncle Sam the
primary beneficiary. Keep in mind
that there is no tolling of the stat-
ute of limitations, if an “adequately
disclosed” gift tax return were not
filed. Also, properly prepared and
filed gift tax returns could elimi-
nate issues regarding the net worth
of the donee upon an income tax
fraud audit.

It is important to indicate in the
planning whether the surviving
partner has the right to continue
residing in the residence shared
with the deceased partner. If the
home were partially or entirely in
the name of the deceased partner,
then the absence of such a pro-
vision could cause disputes be-
tween the surviving partner and
whomever is listed as the ultimate
beneficiary, upon the death of the
surviving partner. For example,
if part or all of the home were ti-

t is important to indicate

in the planning whether
the surviving partner has the
right to continue residing in
the residence shared with the
deceased partner.

tled in the name of the deceased
partner’s trust, then the ultimate
beneficiaries may believe that the
surviving partner should be pay-
ing rent. Also, if there were a
mortgage left on the property, the
ultimate beneficiaries would like-
ly expect the surviving partner to
pay his or her share of that mort-
gage. The ultimate beneficiaries
may contend that the mortgage
payments should be made from
assets of the surviving partner,
rather than from assets of the de-
cedent. However, the deceased
partner may have been more fi-
nancially secure than the surviv-
ing partner, and he or she may
have wished that his or her surviv-
ing partner should be able to live
in the home rent free, or without
the liability of the mortgage pay-
ments. If this were the case, the
trust document should make this
fact clear and provide means to
cover expenses, in order to avoid
disputes between the surviving
partner and the ultimate benefi-
ciaries of the trust.

Relationship With Family
Members

It is not uncommon for gay or
lesbian clients to have less than
harmonious relations with some of
their family members. Therefore,
these clients may want to be more
careful when selecting which fam-
ily members they would list as
possible beneficiaries. Also, a cli-

ent may say that he or she has a
good relationship with his or her
family members, but when asked
if he or she wants to name any
family members as a co-trustee
of the trust for the benefit of the
surviving partner (upon the first
death), the client might state that
while he or she does get along
well with his or her family, the
family does not know about his
or her partner, or they may know,
but the topic is never discussed
between the client and his or her
family. Therefore, it often could be
more difficult to find a co-trustee
of a unified credit/applicable ex-
emption trust. Without a co-trust-
ee on the exempt trust, a drafting
attorney could risk tainting these
funds and subjecting them to in-
clusion in the estate of the surviv-
ing partner upon his or her death,
if the client wishes to provide
his or her surviving partner with
more than the usual ascertainable
standard language, thus creating a
larger estate at the second death.
Children. Don’t assume that
just because clients are of the
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same sex or are unmarried that
they do not have any children.
It is more and more common
for gay, lesbian, and otherunmar-
ried clients to have children. In
some circumstance, both partners
(whether in the gay or heterosex-
ual unmarried circumstance) may
have children from prior marriag-
es or relationships. Proper plan-
ning would need to be imple-
mented in order to provide for
the children on both sides, if this
were a goal of the clients. This
could be accomplished by holding
the share in trust for the surviv-
ing partner during his or her life-
time; the remaining assets would
be properly split between the chil-
dren on each side, in a manner
pre-determined by the clients, af-
ter the second death. In addition,
these days, many same-sex cou-
ples are raising children together.
Only one parent might be the le-
gal guardian of a child who is be-
ing raised both partners as their
child. Therefore, proper guard-
ianship and conservatorship ap-
pointment language needs to be
drafted. The attorney should also
look into whether second parent
adoption is being recognized in
his or her jurisdiction, as some
jurisdictions around the country
have started to allow both non-
married partners to adopt children
together.

The Joint Property Trap

Gay, lesbian, and other unmar-
ried couples may want to hold
all their assets with their life part-
ner or significant other, jointly.
While this may achieve the goal

f one partner has the

majority of the assets,
adding his or her partner as
a joint owner on all of the
assets could create a current
gift tax liability.

of avoiding probate on the first
death and avoiding the disinheri-
tance of the life partner or signifi-
cant other, it also creates some
problems. First, if one partner has
the majority of the assets, adding
his or her partner as a joint owner
on all of the assets could create a
current gift tax liability.

Keep in mind that although the
estate tax is set to be repealed in
2010, the gift tax will remain. Sec-
ond, joint tenancy does not avoid
probate at the second death, or
deal with the issue of simultane-
ous deaths (e.g. both partners die
in the same accideny).

Third, joint ownership raises li-
ability issues. If a client makes
his or her partner the joint owner
of assets, the assets are opened
up to the claims of both partners’
creditors. For example, if a client
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were to add his or her partner
on the title of a stock portfolio,
and that partner were involved in
an accident and was sued, these
funds could be subject to that
claim. Fourth, there may not be
anything preventing the recipient
partner from being able to go to a
joint bank account and withdraw-
ing the funds, even if that partner
were not the contributor of the
funds to that joint bank account.
Therefore, one needs to balance
the issues of building the other
partner’s estate versus giving the
other partner too much access
to the assets. A possible solution
could be to first transfer the as-
sets to a Limited Liability Com-
pany (“LLC”), controlled by the
donor partner, and give the other
partner a non-controlling interest
in Limited Liability Company. The
Operating Agreement could pro-
vide for buyout provisions with
soft terms in the event of the
breakup of the parties.

Although the approach of gift-
ing through an LLC still raises gift
tax issues, it could still be useful
to prevent the donee partner from
having too much access to the as-
sets. However, in regard to the
gift tax issue, the donor partner
could argue that the value of the
gift should be discounted, due to
the donee partner’s lack of con-
trol and the lack of marketability
in the LLC interest. Furthermore,
from a creditor protection point
of view, a creditor of the donee
partner may only be able to ob-
tain a charging order, and thus
only get at the LLC distributions
that were actually made to the
members. The Limited Liability
Company and Limited Partnership
Acts of many states include charg-
ing order provisions. A creditor
who charges a partner’s (or mem-
ber’s) interest in a partnership (or
an LLC taxed as a partnership)
only has the rights of assignee.
The IRS has taken the position
that an assignee of a partnership
(or LLO) interest will be treated as
a partner for income tax purpos-
es, even if that assignee is not ad-
mitted as a full partner or mem-
ber (Rev. Rul. 77-137). Thus, the
creditor could face the recogni-
tion of taxable income that would



flow through from the LLC, with-
out the guarantee of LLC distribu-
tions. For this reason, some credi-
tors do not always seek charging
orders in LLCs which are taxed as
partnerships, as it could put the
creditor in an even worse finan-
cial position.

Possible Lack of Pension
Benefit

Clients may be relying on the
pension benefits of one of the
partners to provide for retirement.
Although pension benefits may
pay a retirement benefit to the sur-
viving spouse of a former employ-
er, they do not always continue to
pay the retirement benefit to the
surviving life partner or significant
other. Therefore, clients need to
plan for the possibility that the
partner with the pension may be
the first to die. There might be a
need to obtain life insurance on
the life of the partner with the
pension benefits, to replenish the
loss of retirement funds upon the
death of that partner.

Second Death Issues

Often, clients will indicate that
the protection for and support of
his or her life partner or significant
other is the primary goal. In such
circumstances, there is typically not
as much of a concern about assets
being exhausted by the primary
beneficiary. Although providing for
the surviving partner may be first
goal of the clients, when it comes
to the disposition of assets upon
the second death, the two partners
may have different goals from one
another. In the traditional setting
where a client is married and has
children with his or her spouse,
the balance of the funds typically
pass to the children at the second
death. However, if the gay or les-
bian couple, or the unmarried het-
erosexual couple, has not raised
children together, each partner may
have different goals of who should
receive their assets, after the sec-
ond death. This situation is often
similar to a married couple in a
second marriage, where the two
members of the couple have differ-
ent dispositive terms in their trusts
upon the second death. When cli-
ents want different ultimate benefi-

ften, clients will indicate

that the protection for
and support of his or her
life partner or significant other
is the primary goal. In such
circumstances, there is typically
not as much of a concern about
assets being exhausted by the
primary beneficiary.

ciaries in their separate trusts, this
should impact how much control
the attorney in his or her drafting
should give to the surviving part-
ner in his or her deceased partner’s
trust. In reality, the partners should
probably retain different and inde-
pendent legal counsel. In the ab-
sence of this the attorney should
get a waiver of conflict signed to
be placed in the file.

For example, if the trust requires
a co-trustee to approve of distribu-
tions, in a similar situation to draft-
ing a QTIP for a married couple,
then there would be less concern
about the funds being removed
from the deceased partner’s trust,
and placed into the surviving part-
ner’s trust(which may have a differ-
ent set of dispositive terms). How-
ever, if clients want their trusts to
include 5 x 5 powers, or unlimited
withdrawal rights, then the attorney
should advise them that the sur-
viving partner could use the with-
drawal powers to drain the trust
and disinherit the deceased part-
ner’s successor beneficiaries. There-
fore, the client needs to balance
the control given to his or her sur-
viving partner with the goal of pro-
tecting contingent beneficiaries.

Beyond the Basics: Shifting
Assets between life partners
and Significant Others

It is often the goal of the estate
planning attorney to equalize the
estate of couples, in order to pro-

vide for the ability to take ad-
vantage of two unified credits/
exemption amounts, regardless of
the order of death. While it may
often be easy to transfer assets
between US citizen spouses, this
does not hold true for non-mar-
ried couples. Any gifts to a part-
ner, over an above the annual ex-
clusion amount (which is $10,000
for year 2001), would be a taxable
gift, which could ultimately create
a gift tax liability. Therefore, in
order to fund a life partner’s or
significant other’s estate to give
him or her enough assets to fund
the credit/exemption, clients may
need to make taxable gifts. How-
ever, there are ways to leverage
these gifts. The discussion below
gives various examples of ways to
shift value from one life partner or
significant other, to the other. In
each example, the following as-
sumptions are made: (a) partner
with more assets is age 55; (b)
partner with less assets is age 53;
and (¢) 7520 Rate is 6 percent.
Family Limited Liability Com-
pany (FLLC). The use of an FLLC
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could be advantageous to a client
who wanted to give assets away to
his or her partner, but did not want
to give up complete control over
those assets. For example, if partner
A wanted to make gifts to partner
B in order to help balance out their
estates, he could first contribute the
assets to an FLLC in exchange for 99
percent non-voting and 1 percent
voting membership interests in the
FLLC. Partner A would then make
a gift to partner B of a non-control-
ling (i.e., non-voting) interest in that
FLLC. Through the use of non-voting
FLLC membership interest, Partner A
could give away up to 99 percent of
the equity interest in the FLLC, while
retaining the remaining 1 percent,
which possesses the vote. In addi-
tion, gifts of interest that lack control
or marketability could possibly be
valued at a discount, thus leveraging
the gift. For instance, if partner A
were to give away an FLLC interest
and the donee could not control the
Company and there were no market
in which to sell the FLLC interest,
then partner A could claim that the
FLLC interest, which he just gifted to
his partner, is not worth 100 cents
on each dollar.

Grantor Retained Income Trust
(GRIT). Through a GRIT, one part-
ner could transfer assets to the other
partner and leverage the size of the
gift. The grantor is assumed to have
retained a value in the assets based
on the term of the trust, and the cur-
rent 7520 Rate. For example, a client,
partner A, has an extra $1,000,000
of stock, which she wanted to trans-
fer to her life partner, partner B.
If partner A were to transfer the
stock outright to partner B, then she
would have to write a check to the
IRS for making a taxable gift (as-
suming the gift were made prior
to the increase in the exemption
amount and/or no prior gifts
had been made). However, if the
$1,000,000 were funded in a GRIT,
to be held in the trust for a period
of 10 years, before going to partner
B, then partner A would be deemed
to have retained the benefit of the
funds for that 10 year period, which
is valued at $504,750 (even though
no actual distributions are made to
the Grantor). Therefore, partner A
would have made a taxable gift to
her partner of $495,250 (i.e., the

hrough a charitable trust,

a client could create a
stream of payments for his or
her partner during his or her
partner’s lifetime, while possibly
also getting a current income
tax deduction today.

difference between $1 million and
the $504,750 value retained by the
Grantor). Although this would re-
quire the filing of a gift tax return
(Form 709), there would be no cur-
rent gift tax liability owed, since the
gift would still be below the $675,000
exemption. Although GRITs can no
longer be used by married couples,
since life partners and non-married
heterosexual couples are not re-
lated as defined under Reg.
25.2702-2(a)(1), the GRIT could con-
tinue to be used as a planning tool
for non-traditional couples.

Partner A could use the same
technique as the GRIT, and transfer
her residence to her partner under
the terms of a Qualified Personal
Residence trust. (QPRT). Just as in
the example above, if the home
were worth $1,000,000 and the term
were 10 years, the value retained
would once again be $504,750, with
a gift of $495,250. In addition, in
both the GRIT and the QPRT, if part-
ner A outlives the term, she would
have removed the growth in the
transferred assets from her estate.

Grantor Retained Annuity
Trust (GRAT) A GRAT is quite
similar to a GRIT, however, with
a GRAT there has to “actually” be
payments to the Grantor. Let’s as-
sume that partner A were to transfer
$1,000,000 of assets into her GRAT,
and she were to receive an annual
annuity payment of 7 percent (i.e.,
$70,000) for a period of 10 years.
After that 10 year period, the re-
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maining assets in the trust would
belong to partner B. Partner A
would be treated as if she retained
an interest valued at $492,415 (i.e.,
current value of $70,000 per year for
10 years), therefore, this would cre-
ate a gift in the amount of $507,585.
However, if it were determined for
valuation purposes that a non-vot-
ing interest were subject to a dis-
count of 20 percent, by first con-
tributing her assets to a FLCC and
later transferring an interest in her
FLLC (which holds the $1,000,000
assets) to the GRAT, the gift would
be reduced to $307,585, based on
the same $70,000 annual payout
and the 10-year term. The lower
gift could be created by valuing the
assets at $800,000 (i.e., based on
a discounted value of the non con-
trolling, unmarketable FLLC interest
contributed to the GRAT), and thus
the $70,000 annual return would
be computed as an 8.75 percent re-
turn, rather than a 7 percent return.

Charitable trusts. Through a
charitable trust, a client could create
a stream of payments for his or her
partner during his or her partner’s
lifetime, while possibly also getting
a current income tax deduction
today. For example, if partner A
puts $1,000,000 into a Charitable
Remainder Annuity trust (CRAT),
which pays her partner, partner B,
a 5 percent annual payout (.e.,
$50,000), partner B would receive
these payments during partners B’s
lifetime. Partner A would get a cur-
rent income tax deduction in the
amount of $388,905, and she would
have made a taxable gift of $611,095
to her partner. In the alternative,
partner A could set up a Charitable
Lead Annuity trust (CLAT) in which
the charity were to receive a 5 per-
cent annuity payment ($50,000) per
year for 10 years, and then after
10 years, the assets would go to
partner B. Under this scenario, part-
ner A would have made a gift of
$631,995. If the CLAT were a grant-
or trust, then partner A would also
receive an income tax deduction in
the amount of $368,005. However,
if the CLAT were a grantor trust,
then the donor would also continue
to recognize the income and gains
from that CLAT during the term of



the trust, without access to the as-
sets to cover the tax bill. For this
reason, many CLATs are drafted as
non-grantor trusts, so that the donor
does not recognize the income and
gain from the assets in the trust,
but also does not get an income
tax deduction. The attorney would
need to take into account the type
of assets to be contributed to the
charitable trust, and the client’s abil-
ity to use the income tax deduction
and cover possible tax liability from
the trust, when determining wheth-
er to draft a grantor or non-grantor
trust. Although both a CRAT and
a CLAT would require the filing of
a gift tax return (Form 709), there
would be no current Gift Tax lia-
bility owed, since the gift would
still be below the $675,000 exemp-
tion (or the increased exemption
for years after 2001).

Estate Tax Repeal

Much of the planning for gay
and lesbian couples, as well as for
other unmarried couples, often ends
up focusing on disposition issues
rather than estate tax issues. There-
fore, even if the estate tax repeal
were to last beyond 2010, the estate
planning attorney’s job of assisting
the planning of these non- married
couples should continue to flourish.

Conclusion

Whether the exemption is
$675,000 or $3.5 million or whether
there is an estate tax or not, plan-
ning for non-traditional relation-
ships will continue to be necessary.
Dispositive considerations and fam-
ily dynamics play a large role in
shaping this planning. It is impor-
tant to listen to clients to ascertain
their goals, and what issues face
them, in order to assist them with
the drafting of an estate plan that
meets their needs. *

Andrew R. Lee is an attorney
with the law firm of Lee &
Gregory, P.C., in Birmingham,
Michigan (BA, University of
Michigan; JD, American
University; and LLM in
Taxation, New York University).

2001 Act in the future, don’t be
complacent. Clients need an es-
tate plan now just as much as they
did before the laws changed. Take
care to develop wills and trusts
that anticipate coming changes
and, if possible, provide the flexi-
bility that will allow executors and
trustees to adjust for the new laws
after the fact. *

© Chamberlain, Hrdlicka, White,
Williams and Martin, 2001
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