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DIVORCE AND ESTATE PLANNING

By Joseph R. Pozzuolo, Attorney (Pennsylvania), Senior Mernher ofJoseph R.
Pozzuolo Associates, P .C., Philadelphia, Pennsylvania, and Gary M. Perkiss,
Attorney (Pennsylvania), Member of Joseph R . Pozzuolo Associates, P .C.,
Philadelphia, Pennsylvania. Mr. Pozzuolo and Mr. Perkiss are frequent
lecturers and authors in the fields of business, tax, and estate planning .

Many people believe that once they draft a will and buy life insurance their estate planning
needs have ended . This, however, is a misconception . There's really no such thing as a permanent
estate plan . In fact, the very success of any estate plan may require periodic updating and revision to
maximize its effectiveness . There are many events-such as marriage, birth, death, gifts, new
employee benefits, and legislative changes-that may necessitate revising an existing estate plan or
creating a new one .

This analysis will examine one of the most common reasons for revising the estate plan-
divorce . It's divided into these major topics :

Effect of divorce on wills	 115009 .1
Effect of divorce on life insurance	 fi5009 .2
Effect of divorce on property rights	;	1,5009.3
Gift tax aspects of property transfers on divorce	';5009 .4
Estate tax aspects of property transfers on divorce	'5009 .5
Spousal rights before the divorce decree	':5009 .6
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EFFECT OF DIVORCE ON WILLS

Generally, an individual will want the estate planner to draft documents leaving all or most
of his or her assets to the surviving spouse . And what often happens following the divorce is that the
individual either fails or forgets to revise his or her will or trust arrangements . It's because of this
that some states have enacted provisions that supersede and/or control the disposition of the estate
of a divorced person made in favor of his or her former spouse .

Most states' statutes provide that only the will provisions benefiting the former spouse are
revoked.' However, other states say that the will provisions benefiting a former spouse will stand if
the will doesn't make special provisions for this contingency . 2 Still others provide that the entire
will executed before the divorce is revoked . 3 And those state statutes revoking the will provisions in
favor of a divorced spouse generally revoke any nomination of the former spouse as executor,
trustee, or guardian . Also, these revoked provisions (benefiting the former spouse) are often revived
by the testator's remarriage to the former spouse as long as the testator doesn't revoke the earlier
will . 4

*USE ALL RESOURCES-9 It's mandatory for a marital attorney to refer divorce
clients back to an estate planning attorney to review and revise the client's document . These
documents generally will have to be changed because of the client's new family and business
needs, desires, and requirements .

Footnote references start at the end of this analysis .

•
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EFFECT OF DIVORCE ON LIFE INSURANCE

Generally, the courts have held that a decree of divorce won't affect the rights of the parties
under a life insurance policy.5 So if a divorced party forgets to amend or change the policy benefici-
ary, the former spouse doesn't forfeit his or her rights as a named beneficiary under the insurance
policy. In states following this rule, even the broad language of a property settlement between the
spouses that purports to be a division of all property rights doesn't act to revoke a beneficiary
designation under the policy . Courts in these jurisdictions require a party to explicitly waive his or
her interest in the insurance proceeds in the property settlement agreement .

Other courts follow a contrary rule ; that is, a property settlement agreement (on divorce)
under which a spouse releases all right, title, and interest in all property owned by his or her spouse
includes the rights as a beneficiary of the former spouse's life insurance . 6

The proceeds of life insurance policies usually aren't taxable income to the beneficiary .?
Exception: Proceeds received as alimony are includable in the gross income of the beneficiary-
spouse . 8 Also, it the policy is transferred to the spouse for valuable consideration, part of the
proceeds will be includable in the beneficiary-spouse's gross income . Although the courts haven't
decided the issue, if an insurance policy is transferred in exchange for a spouse's property or support
rights, the recipient (of the policy) is considered a purchaser of the policy, and generally can't
exclude all of the policy proceeds . However, if the recipient can show that the policy was received
partly as a gift, the proceeds could be fully excludable .9

[c5009.3]

	

EFFECT OF DIVORCE ON PROPERTY RIGHTS

(1) Property Held 'By the Entireties'

If property is held by husband and wife as tenants by the entireties, each party has a right of
survivorship in the property . This means that if one spouse dies, his or her interest in the property
automatically passes to the surviving spouse . Neither spouse can partition the property, nor can he
of she act to defeat the other spouse's survivorship rights .

On divorce, the tenancy by the entireties terminates . After the divorce, the property is held by
the couple as tenants in common-without any right of survivorship .io Each tenant in common has
a separate property interest consisting of an undivided portion of the whole property . Each spouse
can alienate or devise this separate property, and it will pass to the co-tenant's heirs if he or she dies
intestate . Either spouse can bring a partition action against the other spouse to have the property
sold and the proceeds divided between them .

Although remarrying may reinstate the provisions of a will in favor of the divorced spouse,
remarriage to the former spouse won't restore a tenancy by the entireties . I' Also, it's important to
note that if the spouses separate without divorcing, the tenancy by the entireties generally won't be
severed . 12

In many states, if during the period of separation-but before the entry of the divorce
decree-one spouse wrongfully excludes the other spouse from property held as tenants by the
entireties, the courts deem this to be an offer to terminate the tenancy by the entireties . This offer
will be accepted if the other spouse files an action to partition the property and divide the sale
proceeds. But in those states with no-fault divorce statutes-and the accompanying provisions for
the courts to equitably divide marital property-the courts have uniformly held that these partition
actions can't he brought . This gives the divorce courts total control over marital assets for purposes
of equitable distribution . 1 : i
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(2) Equitable Distribution

When your client becomes separated, one question that he or she will probably ask you is,
"When is my estate, my estate-and not my spouse's estate?" In those common law 'states having
equitable distribution statutes, there are a number of factors and variables to consider when divid-
ing the marital assets. First, you must look to the particular state statute and the case law under it .

Equitable distribution of marital property after a divorce doesn't necessarily mean an equal
division of the property . Generally, the court will consider these factors to arrive at an "equitable"
division of the assets : 14

•

	

The length of the marriage .
•

	

Any earlier marriages of either party .
•

	

The age, health, station, amount and sources of income, vocational skills, employability,
estate, liabilities, and needs of each of the parties .

•

	

The contribution of either spouse to the education, training, or increased earning power of
the other spouse .

•

	

Each spouse's future ability to acquire capital assets and income .
•

	

The sources of income of both parties, including, but not limited to, medical, retirement,
insurance, or other benefits .

• Each spouse's contribution or dissipation concerning the acquisition, preservation, appre-
ciation, or depreciation of the marital property (including the contribution of either spouse as
homemaker) .

•

	

The value of the property set apart to either party .
•

	

The standard of living of the parties established during the marriage .
•

	

The economic circumstances of each party at the time the division of the property is to
become effective .

Almost all states granting no-fault divorces will require that the parties live separate and
apart for a stated period of time before the decree will be entered . Thus, an important factor in
equitable distribution-and, in the building of one's own "separate" estate-is determining the date
the marriage ended. This date is important for the purpose of determining what marital property
can be equitably distributed . And it sets the time when both the marital and nonmarital property
can be valued .

Since the dissolution of many marriages involves a gradual souring of the marital rela-
tionship accompanied by a number of separations, some objective criteria must exist for pinpointing
the time at which acquisitions by the parties will be viewed as separate property (rather than
property benefiting the marital estate) . Generally, courts have held that the end of the marriage, for
purposes of equitable distribution, is the time of final separation of the spouses . However, the courts
have disagreed as to whether the parties must reside in separate households as a prerequisite for a
finding of separation . 15

Since only marital property can be equitably distributed, you must first determine what
property is "marital property" and what property is "nonmarital" (or separate) property . Basically,
property acquired before the marriage will be nonmarital property-not subject to equitable dis-
tribution. (But remember, a spouse's nonmarital property is one factor that courts can consider
when equitably distributing the marital property .) It's important to note, however, that the distinc-
tion between marital and nonmarital property isn't as clear-cut as it appears to be . For example,
several courts have reached opposite results about whether the increases in value of nonmarital
property during the course of the marriage should be considered marital property . Some courts have
decided that it is, while others have held just the opposite . Some courts have held that appreciation
due to the efforts of the nonowner spouse is marital property . Others have said that appreciation due
to the expenditure of marital funds changes the whole property into marital property . Finally, some
courts believe that property enhanced by the expenditure of marital property is marital property,
less the initial nonmarital investment of either spouse . 16
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CHECK LOCAL LAW -> Obviously, there's a great deal of disagreement among
the courts about the exact nature of the property . So, before advising your client, it's impor-
tant that you carefully check the statutes and case law in your jurisdiction .

Valuation : Obviously, the marital property subject to equitable distribution must be valued .
And, since it's a factor in determining which property will be distributed to each spouse, the
nonmarital property held by each spouse must also be valued . In determining value, courts will look
at several different valuation dates-including the separation date, the divorce complaint filing
date, the distribution date, and of course, the date of the marriage . The courts will also consider the
dates when nonmarital property was obtained for purposes of determining the appreciation during
the marriage. And, they'll usually consider the dates when property was acquired by gift, bequest,
devise, or descent .17

Other common law jurisdictions : Although the clear trend is towards equitable distribution
of marital property, this is not yet the majority view . The other common law jurisdictions vary on
how property rights are treated . However, all of these states allow a division of jointly owned
property . And, in a majority of these states, the court can order the transfer of property even if it's
solely owned by one spouse .

wCOMMUNITY PROPERTY DIFFERS--> There's a different system of property
division in the eight community property states (Arizona, California, Idaho, Louisiana,
Nevada, New Mexico, Texas, and Washington) . The basic premise of community property is
that property acquired during the marriage is owned half by each spouse . Thus, in these
states, you must determine the character of the property-as community or separate . There's
wide variation among the states as to the nature and extent of community property interests .
The states have different rules for property acquired before the marriage, and for property
acquired by gift or bequest during the marriage . The states also have varying rules con-
cerning income or profits from separate property that is received during the marriage, and
varying rules concerning improvements made on separate property using community funds .
So, it's vitally important to consult state law to determine the nature of the property . Federal
tax law relies on the state to characterize the property interests .

(3) Employee Benefit Plans

Today, benefits under a qualified pension, profit-sharing, or other retirement plan can
amount to a sizable portion of an estate (and possibly, the only liquid asset in the estate) . Before
equitable division, employee benefit plans were rarely a factor in divorce property settlements in
common law states . However, in equitable distribution states, the courts are playing an increasingly
important role in property distributions, and therefore, employee benefit plans are becoming an
increasingly important factor in distributing the marital estate .

Clients often ask whether (and if so, when) funds from pension plans, profit-sharing plans or
trusts, or other retirement plans are marital property . To determine whether these funds are subject
to equitable distribution, the distinction between vested, non-vested, and matured interests must be
understood. Vested benefits are nonforfeitable benefits that will be awarded in the future . Matured
benefits are those benefits that the individual is currently receiving (or has the current right to
receive) . Non-vested benefits are forfeitable and obviously not matured .

Virtually all equitable distribution jurisdictions have found that matured benefits are mar-
ital property. Others believe that matured or vested benefits are marital property . 18 Some jurisdic-
tions draw lines based on the percentages of benefits accruing during the course of the marriage . It's
also been held that if the pension is contingent, it's not marital property subject to equitable
distribution . 19 However, several jurisdictions have reached the opposite conclusion-that even non-
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vested pension benefits are subject to equitable distribution on divorce .20
Other common law jurisdictions believe that the spouse's interest in the plan must have a

reasonably ascertainable value if it's to be marital property subject to equitable distribution . (But,
in practical terms, if a pension has vested, it has an ascertainable present value .)21 Finally, some
common law jurisdictions say that retirement benefits aren't marital property subject to division by
the court . Reason: These jurisdictions believe that retirement benefits aren't property for purposes of
a divorce . 22

Community property states : In all eight community property states, retirement benefits
acquired by the employee-spouse during the marriage are community property . 23 The employee is
generally deemed to have a present property interest in vested and non-vested benefits-even if they
aren't receivable until some future date. This property interest is community property-owned one
half by each spouse . However, there are differences in the community property states in how these
benefits are treated . So make sure you consult state law before advising your client .

(4) Alimony

Alimony is periodic payments, payable by one spouse to the other spouse, incident to a
marital dissolution. Alimony can be payable in varying amounts for varying lengths of time, and is
generally based on"the earning capacity of the recipient spouse .

Under Section 71, the recipient of alimony must include the payments in gross income if the
payments meet these four requirements : 24

•

	

The payments must be made due to the payor's general support obligation arising because
of the family or marital relationship .

• The spouses must be divorced or legally separated under a decree of divorce or separate
maintenance, separated under a written separation agreement, or separated with a decree for
support or maintenance .

• The payments must be imposed under a decree of divorce or separate maintenance, or
under a written instrument incident to the divorce or separation, made under a written separation
agreement, or required under a decree of support or maintenance .

•

	

The payments must be periodic in nature .
If the payments are includable in the recipient's income, they are deductible by the payor . 2'

Section 682 trusts : Sometimes a divorce decree or written separation agreement will require
one spouse to set up a Section 682 trust. Usually in this trust, the income is payable to the other
spouse, and the grantor-spouse retains powers over the trust . 26

Basically, a Section 682 trust has three requirements :
•

	

The payments are made to a recipient who is divorced or legally separated under a decree of
divorce or separate maintenance or who is separated under a written separation agreement .

•

	

The payments can't be periodic and aren't for the recipient's support or maintenance under
the decree or agreement .

•

	

Without Section 682, the grantor would be taxable on trust income under the grantor trust
rules .'-

With this trust, the beneficiary is taxed on the trust income . The grantor, however, doesn't
include it in his or her income or receive a deduction for the trust payments .

-*NEW LAW CHANGES? -* At present, Congress has before it the 1983 Domestic
Relations Tax Reform Act . If passed in its present form, there will be radical changes in the
alimony and property settlement rules. Make sure you keep on top of all developments with
this tax legislation .

1984 P-H Inc. SEPI-See Cross Reference Table for latest developments ¶5009.3
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1'15009.41 GIFT TAX ASPECTS OF PROPERTY TRANSFERS ON DIVORCE

Under the Code, transfers of property made under the terms of a written agreement between
spouses in settlement of their marital or property rights, or to provide support for minor children,
aren't subject to the federal gift tax if the parties obtain a final decree of divorce within two years of
the agreement .''-' 8 And, even if this transfer of property is made at the transferor's death, the value of
the property won't be included in his or her gross estate .29

If a transfer is for less than adequate and full consideration in money or money's worth, a gift
has been made . 3o Under the Regs, the relinquishment or promised relinquishment of dower or
curtesy, or of a statutory estate created instead of dower or curtesy, or of other marital rights in the
spouse's property or estate, isn't considered (to any extent) consideration .33 But, the Regs make no
reference to the relinquishment of support rights . The IRS has said that the surrender of support
rights is a form of consideration . Thus, there will be a taxable gift only to the extent that the value of
the transferred property exceeds the value of the released support rights . 32

If the transfer under the agreement is completed while the parties are still married, the
transfer will qualify for the unlimited gift tax marital deduction. And, if the transfer is of a present
interest, it will also qualify for the $10,000 annual gift tax exclusion . 33 Obviously, the timing of the
transfer is important since the gift taxes can be lessened (or avoided completely) by making the
transfer before the entry of the divorce decree .

[95009 .5] ESTATE TAX ASPECTS OF PROPERTY TRANSFERS ON DIVORCE

Under certain circumstances, property transferred under a property settlement will be
includable in the transferor's gross estate . Basically, if the transferor retains certain powers over
the transferred property, its value will be included in his or her estate . 34

The transfer, however, won't be included in the transferor's gross estate if it was a bona fide
sale for adequate consideration in money or money's worth . To be a bona fide sale, the transfer must
have been made in good faith and the amount received must be an adequate and full equivalent,
reducible to a monetary value . If the price is less than the amount of consideration, only the excess of
the fair market value of the property (on the applicable valuation date) over the price received by
the decedent (transferor) is included in his or her gross estate .35

Thus, you should review the property settlement agreement to see if the transfer qualifies as
a bona fide sale for an adequate consideration . If the transferee relinquishes marital rights to the
property or to the decedent's estate, that relinquishment won't be treated, to any extent, as consid-
eration in money or money's worth . But remember, relinquishment of support rights is considera-
tion to the extent of the value of the rights released . 36

['15009.6]

	

SPOUSAL RIGHTS BEFORE THE DIVORCE DECREE

The situation often arises in which a husband and wife are separated (but not divorced), and
one of the spouses revises his or her will to exclude the other spouse . Under many state statutes, it's
impossible to cut out the surviving spouse completely, since that spouse has vested rights in the
decedent's property. For example, under Pennsylvania law, the elective share is one third of the
property passing from the decedent by will or intestacy, and certain other rights in income or
property conveyed by the decedent during his or her lifetime . 3 '

These statutes provide for the proper support of the husband or wife and prevent complete
disinheritance . Generally, a surviving spouse can take under a will, or can elect against the will to
obtain a share in the decedent-spouse's real and personal property . Unless he or she waives,
releases, or forfeits the election right, the surviving spouse can't be deprived of these rights by the
testator .
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Generally, the surviving spouse can elect against the will if he or she would have received
more under the applicable state intestacy laws . However, since there are exceptions to this general
rule, you must examine your state statute carefully . Although the testator can't deprive the surviv-
ing spouse of his or her right of election, some states place limits on the election right if the testator
has made a testamentary provision for the spouse in a specified minimum amount .-38

Conclusion

It's imperative that individuals experiencing marital difficulties have their estate plan
reviewed during separation, as well as after the divorce . Thus, the marital attorney should work
closely with the estate planner, accountant, and insurance agent to insure that the distribution of
the estate fits the client's changed desires and needs-and makes sense tax-wise .
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