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Dear Friends, 

On behalf of The Community Foundation of Southern New Mexico, I am happy to welcome you 

to our 25th Annual Estate Planning Institute. We have an impressive lineup of speakers to 

provide the most up-to-date and relevant information on estate planning and noteworthy topics, 

including planned giving, divorce among the elderly, a limited liability company overview, and a 

Washington D.C. update. We hope you enjoy what is sure to be another informative and 

worthwhile conference. 

This event wouldn’t be possible without the hard work and dedication of many. Thank you to our 

Estate Planning Institute committee which includes David Beasley, Ken Binkley, Joshua Dwyer, 

Bob Johnson, Nell Graham Sale and Diana Seward. Our committee always goes above and 

beyond in inviting the finest experts in their fields to serve as faculty for your continuing 

education and professional benefit.   

It goes without saying that our generous sponsors are also vital to the success of the Estate 

Planning Institute and we are grateful for their support. Many thanks as well to our accomplished 

speakers whose gifts of time and talent are greatly appreciated.     

We have included information in this manual about the Community Foundation of Southern New 

Mexico so that you can assist your clients who are interested in tax benefits through charitable 

giving. If you would like to learn more about the Community Foundation, the work we’re doing 

in our region, and how we can work together to assist your clients in achieving their 

philanthropic goals, please contact me at terra@cfsnm.org.   

Again, welcome and thank you for your support of and participation in the 25th Annual Estate 

Planning Institute! 

Sincerely, 

Terra V. Winter  

Executive Director 

www.cfsnm.org • 575-521-4794 (O) • 575-521-7325 (F) • 2600 El Paseo Rd • Las Cruces, NM  88001
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The Community Foundation vision is to ensure our community is  
connected to the resources it needs to thrive.    



FUND INFORMATION  

Donors establish funds with The Community Foundation of  Southern New Mexico (CFSNM) 
for a variety of  reasons, and their interests span from arts, education, and healthcare to 
simply addressing the most pressing community needs. The Community Foundation offers 
the flexibility and expertise needed to help donors determine which type of  fund will allow 
them to achieve their charitable goals.  

ENDOWMENTS 
Endowments are permanent funds because the principal is never spent. A portion of  the  
annual earnings go to the cause or purpose established by the donor. Endowments are  
established with a minimum of  $15,000 that can be paid over 5 years. 
 
TYPES OF ENDOWMENTS 
 

 Designated Endowments: 
      Donors identify one or more eligible nonprofit organizations to receive an ongoing,  
      reliable source of  financial support. These funds benefit specific causes and  
      organizations that donors care about most.  
 

 Scholarship Endowments: 
      Individuals, families, companies, and organizations establish these funds to provide  
      scholarships to students pursuing academic goals.  
 
 Unrestricted Endowments:  
      No restrictions are placed on how these funds are used, allowing the Community  
      Foundation’s Board of  Directors to make grants to diverse and changing community  
      needs and/or to support operations. 

Support OUR community by establishing a fund today! 
Visit our website at www.cfsnm.org 

2600 El Paseo Road  
Las Cruces, NM 88001 

(575) 521-4794 

A GREAT PLACE TO LIVE. A GREAT PLACE TO GIVE. 



DONOR ADVISED FUNDS 
Donors work with the Community Foundation each year to identify charities and community 
programs that are deserving of  grant support. These funds enable donors to make grant  
recommendations for a broad spectrum of  nonprofit organizations and causes without  
geographic restrictions.  
 
TYPES OF DONOR ADVISED FUNDS  
 

 Expendable Donor Advised Funds: 
      Donors deposit assets into a fund that acts like a personal checking account, then direct  
      CFSNM to send contributions to any 501(c)(3) they choose. Donors can deposit assets into     

their account in the tax year when it’s most advantageous to them, take the charitable 
deduction in that year, and distribute funds then or at a later date. Many individuals  
replenish their account at the end of  each year. Donors can spend down to a minimum 
balance of  $2,000. Donor advised funds are established with a minimum of  $10,000.  

 

 Endowed Donor Advised Funds:  
      Like an endowment, this is a permanent fund. The principal cannot be expended.  
      Grants are made from the annual earnings, according to donor wishes. Endowed funds  
      are established with a minimum of  $15,000. 

FUND INFORMATION  

                      Would you like to learn more about establishing a fund?  
                      Contact: Executive Director 
                                     Terra Winter at terra@cfsnm.org 
                                      

                                     Director of  Development  
                                     April Anaya at april@cfsnm.org 

 
We SERVE as a community resource,  

CONNECT donors to needs,  
and SUPPORT charitable organizations in their work. 



Planned giving 

Planned giving refers to specific strategies that, in most cases, benefit charity at some 
point in the future while offering immediate benefits to the donor. Several examples of  
planned giving options available through the Community Foundation of  Southern New  
Mexico (CFSNM) are outlined below: 
  
Bequest by Will: Donors write a will and designate a gift by amount, by percentage of  
their estate, and/or make it contingent on specific future events. Donors like to make gifts 
through bequest because they can be sure that their charitable wishes will be fulfilled with 
no risk of  running out of  funds. Additionally, donors can receive a substantial reduction in 
federal estate taxes. 
 
Charitable Remainder Trust:  This type of  charitable instrument lets donors place cash 
or property into a tax-exempt trust that pays them (or another named beneficiary) an  
annual income. The donor receives an immediate tax deduction for the present value of  the 
gift in the year the gift was made. After death, or at the end of  the specified term, the  
remainder of  the trust transfers to the CFSNM. 
  

There are two main types of  Charitable Remainder Trusts (CRT) – the Charitable Remainder 
Annuity Trust (CRAT) and the Charitable Remainder Unitrust (CRUT). A CRAT pays a fixed sum 
– either a fixed dollar amount or a fixed percentage of  the value of  the trust assets at the 
time the gift is made. With a CRAT, the payments to the donor or named beneficiary do not 
change. 
  

The CRUT, like a CRAT, usually pays the life beneficiary an agreed-upon percentage of  the 
market value of  the trust’s assets, but unlike CRATs, market value is determined each year. 
  
Charitable Lead Trust:  A Charitable Lead Trust (CLT) is the opposite of  a CRT. In a CLT, a 
donor contributes cash or property to a trust that pays either a fixed dollar amount or a 
fixed percentage of  the trust’s assets to the CFSNM for the number of  years he/she  
specifies. Once this period ends, the assets held by the trust revert to the donor for the  
donor’s estate, or are transferred to beneficiaries named by the donor. Unlike a CRT, a CLT 
is not exempt from tax. 
  
 



Life Estates:  A donor who makes a gift of  a home or farm can opt to give the property 
outright and receive a tax deduction for the property’s market value, or he/she may choose 
to retain use of  the property for the rest of  his/her lifetime through a life estate. In this 
case the donor is entitled to a tax deduction equal to the present value of  the charity’s  
remainder interest in the property. Many choose the retained life estate arrangement  
because they get to enjoy the property, which may be a vacation spot or their home, for the 
rest of  their lives, yet still make a gift to charity that might be more sizeable than they 
could afford to give outright. 
  
Retirement Assets:  A donor must complete a change of  beneficiary form provided by the 
plan administrator. It is important to understand that simply renaming the beneficiary of  a 
retirement plan in one’s will without changing the beneficiary designation will usually be 
ineffective. It should be noted that retirement assets might be reduced greatly by taxes if  a 
donor attempted to pass them to heirs in a will rather than donating to the CFSNM. 
  
Insurance Policies:  Gifts of  life insurance provide a simple way to give a significant gift 
to charity, with tax benefits that can be enjoyed during one’s lifetime. The donor makes the 
CFSNM the owner and irrevocable beneficiary of  a life insurance policy. The donor receives a 
tax deduction for the approximate cost or fair market value, whichever is less. If  the policy 
is paid up, the donor receives an immediate tax deduction. If  it is not, the donor can claim 
continuing tax deductions on premium payments the donor makes directly to the CFSNM. 

Planned giving 



2 5 T H  A N N U A L 
ESTATE PLANNING INSTITUTE

THURSDAY, NOVEMBER 2ND
 8:00-8:15am WELCOME — Diana Seward
 8:15-9:15am Terra Winter,  

Estate Planning Case Study
 9:15-10:15am Peggy Graham, Ethical Issues in Representing People 

with Diminished Capacity (Ethics & Professionalism)
 10:15-10:30am BREAK
 10:30-11:30am Mark Browning, Planned Giving 101
 11:30am-12:30pm LUNCH
 12:30-2:00pm Panel Discussion on Power of 

Attorney Documents
 2:00-3:00pm Bridget Mullins & Martha Kaser,  

Divorce Among the Elderly
 3:00-3:15pm BREAK
  3:15-4:15pm Ben Pruett, Tales From the Dark Side
 4:30-5:30pm LEARN HOW TO SUPPORT YOUR LOCAL 

COMMUNITY ORGANIZATIONS
 HOURS: 6.5

FRIDAY, NOVEMBER 3RD
 8:00-8:15am WELCOME — David Beasley
 8:15-9:15am John Battle, What’s Current with Valuations?
 9:15-10:15am Peggy Graham, Ethical Issues in Representing 

Fiduciaries (Ethics & Professionalism)
 10:15-10:30am BREAK
 10:30-12:00am Pete Davis, Washington Update
 12:00am-1:00pm LUNCH
 1:00-2:00pm Ken Leach, Estate Planning in 2017 —  

What Has Changed?
 2:00-3:00pm Debbie Lawyer & William Brown, 

Use of Life Insurance in Estate Planning
 3:00-3:15pm BREAK           
 3:15-4:15pm Josh Dwyer, The Not So Limited LLC
 HOURS: 6.5

SCHEDULE OF PRESENTATIONS
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David P. Hassler
 - Admitted in Texas
	 -	Certified	in	Estate	Planning	&	
Probate	by	the	Texas	Board	
of	Legal	Specialization

	 -	Fellow,	American	College	of	
Trust	&	Estate	Counsel

Joshua Dwyer
	 -	Admitted	in	New	Mexico	 

and Texas

www.ScottHulse.com 

Las Cruces
(575) 522-0765

El Paso
(915) 533-2493

San Antonio 
(210) 202-2315

Estate Planning & Probate Attorneys:

Serving	the	West	Texas	and	New	Mexico	Borderplex

The Value of Commitment
to Your Estate.

R. Glenn Davis
	 -	Admitted	in	New	Mexico	and	Texas
	 -	Certified	in	Estate	Planning	&	
Probate	by	the	Texas	Board	
of	Legal	Specialization

	 -	Fellow,	American	College	of	
Trust	and	Estate	Counsel

Lauren Serrano
	 -	Admitted	in	New	Mexico	and	Texas

M. Ryan Hoover
	 -	Admitted	in	New	Mexico	and	Texas Scott	Hulse	PC @ScottHulseLaw @ScottHulsePC



Southern New Mexico Estate Planning Council
P.O. Drawer 2707 Las Cruces, NM 88004

Become a member today! 
Ken@KriegelCPA.com



Having an investment strategy is important in an ever-changing market environment. Spence Asset 
Management is an alternative to traditional Wall Street management, offering independent and 

autonomous thinking at a local level that has resulted in a proven track record of investment success. 

Talk to us today about tailoring a wide range of investment 
management services for your unique objectives. 

PORTFOLIO MANAGEMENT • FINANCIAL PLANNING • ESTATE PLANNING
 • RETIREMENT PLANNING • COLLEGE PLANNING

The information contained herein is for informational purposes only without regard to any particular user’s This information is for informational purposes only without 
regard to any particular individual’s investment objectives, risk tolerances or financial situation and does not constitute investment advice, nor should it be considered 
a solicitation or offering to investors. To determine if investment in a Separately Managed Account with Spence Asset Management is an appropriate investment for 
you please call 1.800.230.1840.
 
Investment Advisory Services are offered through Spence Asset Management, a federally registered Investment Advisor. Investment Advisory Services offered 
through RIA of Spence Asset Management, a Registered Investment Advisor to all residents of the United States

What’s Your Plan?

www.SpenceAssetManagement.com • (575) 556-8500



Wealth Management Services

Wealth Management Services is your strategic 
partner, delivering operational excellence through 
efficiency and effectiveness. Our mission is to help 

our clients and partners achieve peace of mind.

Sandy Medina
Fiduciary Advisory Specialist

Wells Fargo Bank, N. A.
Telephone:  575.521.6885



250 Cotorro Ct.  n  Las Cruces, NM
www.Wilson-Binkley.com  n  575-524-8118

Google Certified Partner
Websites & Search Engine Optimization (SEO)
Social Media Marketing & Management
Logo Design (Letterhead, Business Cards, etc.)
Marketing Planning, Strategy & Budgeting
Direct-Mail Lists & Services
Training, Corporate and Settlement Videos

250 Cotorro Court
Las Cruces, NM 88005
(575) 524-8118

YOUR 
LOGO
HERE

This Isn’t 
Estate Planning & This Isn’t 

Advertising

Professional Advertising & 
Marketing Services for Legal Firms, 
CPAs and their clients.



S I L V E R
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More Than Just Tax Returns!
 Bookkeeping
 Payroll
 Internal Control
 Auditing
 Tax Planning

 Prime Care
 Business 
Consulting

 Estate & Trust 
Planning

(575) 528-6700
WWW.BMC-CPA.COM

509 South Main Street
Las Cruces, NM 88005





The Fletcher Group

James (Jamie) Fletcher, CRPC®

Senior Financial Advisor
800.497.3453
the_fletcher_group@ml.com

Some of your most important 
connections can be found  
close to home
Honored to be putting Las Cruces first for 33 years. 

You know that Las Cruces is a great place to live and work. We know it 
too. That’s why we’re committed to helping you build on your success 
and get ready for the future with a financial strategy that’s just for you. 

Merrill Lynch Wealth Management makes available products and services offered by Merrill Lynch, Pierce, Fenner & Smith Incorporated, a registered broker-dealer and Member SIPC, and 
other subsidiaries of Bank of America Corporation.

Investment products: Are Not FDIC Insured Are Not Bank Guaranteed May Lose Value
© 2017 Bank of America Corporation. All rights reserved.  ARF7NWQC | AD-09-17-0734 | 470951PM-1016 | 10/2017

Life’s better when we’re connected®



By using our experience, talent, sensitivity – along with 
powerful courtroom skills when necessary – we facilitate 
transitions for families to bring peace of mind to our 
clients. We serve families across New Mexico with 
offices in Albuquerque and Santa Fe.

Our clients are looking  

for the way forward, and 

we help them find it.

Hablamos español



B R O N Z E
S P O N S O R S



 

www.erdhcpa.com 

LB-CPA.com       4130 Rio Bravo Street, El Paso, Texas 79902      (915)544-6950 

Since 1952, LAUTERBACH BORSCHOW & CO has been helping 
clients attain their individual and business goals. Our staff  
includes financial professionals with a wide range of expertise 
and the skills necessary to meet your clients’ complex financial 
challenges.  
 

Clients who choose our accounting firm benefit from a full  
picture of their financial health, while our team works to  
coordinate tax and accounting implications of your financial  
strategy.  

Jeffrey M. Everett, C.P.A.

Wendy A. Boetticher, C.P.A.

Phone (575) 522-2244
Fax (575) 522-8049

jeverett@ebcpa.net
wboetticher@ebcpa.net

116 W. Las Cruces Ave. 
Las Cruces, New Mexico 88001

Schwalm,
Martos

& Co., PC

H. Myrle Schwalm, CPA
Certified Public Accountants

560 North Water
Las Cruces, NM 88001

P) 575.525.2282 • F) 575.525.1759



FACULTY
Estate Planning Case Study 
Terra Winter joined CFSNM in June 2017 as the Executive Director. Recently, she served as the Associate VP for Development at the 
NMSU Foundation and was involved in the campus’s most ambitious campaign to raise $125 million. Before this position, she served as 
the Asst. Dean for Donor Development and Alumni Relations for the College of Agricultural, Consumer and Environmental Sciences. Her 
love for the NMSU Aggies and NM Agriculture drives her continued connection as an alumna and donor. As a lifelong NM resident, she is 
passionate about nonprofit work throughout the state. Her professional background includes 10 years with Mesilla Valley Hospice where 
she served in many facets of community outreach, education, fundraising and board development. She obtained a B.A in Communication 
Studies, minoring in Health Sciences, and a Master of Public Health from NMSU. She is completing an Interdisciplinary Doctorate with an 
emphasis in philanthropy, nonprofit management and leadership.

Ethical Issues in Representing People with Diminished Capacity (Ethics & Professionalism) &  
Ethical Issues in Representing Fiduciaries (Ethics & Professionalism)
Margaret “Peggy” Graham began her career in Topeka, Kansas where she practiced for 15 years before returning to Albuquerque. While 
practicing in Kansas, Peggy tried many cases to a jury verdict while an Assistant Attorney General, represented the State in numerous child 
and adult abuse cases, established guardianships and conservatorships for hundreds of vulnerable adults, represented the State in Medicaid 
and welfare benefits appeals, and served as an Administrative Law Judge for seven years where she presided over hearings for state agen-
cies, boards and commissions, including Kansas Department of Social and Rehabilitation Services, the Kansas Board of Pharmacy, the Kansas 
Department of Health and Environment, the Kansas Human Rights Commission, and the Kansas Department of Labor. Upon moving back to 
Albuquerque with her family in 2009, Peggy has focused her practice on elder law, specifically in representing individuals and families in the 
appointment of guardians and conservators for the elderly or disabled as both the petitioning attorney and Guardian ad Litem, estate plan-
ning, probate, and fiduciary litigation. Peggy has tried cases in both state and federal court, and has represented clients before administrative 
bodies, including the Social Security Administration and New Mexico Human Services Department. Peggy has a unique perspective on the 
representation of families who have members with developmental disabilities and special needs as she is the mother of a special needs child.

Tales From the Dark Side 
Benjamin “Ben” Pruett is Principal and Fiduciary Counsel at Bessemer Trust, where he is responsible for working with clients 
and their advisors to develop practical and efficient wealth transfer plans and for guiding the firm on fiduciary issues. Before joining 
Bessemer, he practiced law at King & Spalding, LLP in Atlanta, GA. He is a fellow of ACTEC and is a frequent speaker at legal education 
programs across the country. His publications include Tales from the Dark Side: Drafting Issues from the Fiduciary’s Perspective, 35 
ACTEC J. 332 (Spring 2010), and Internal Revenue Code Section 6166: Comments to Tax Counsel for the Senate Finance Committee, 41 
REAL PROP. PROB. &TR. L. J. 73 (Spring 2006). He earned a JD, cum laude, and a B.B.A. in accounting, both from the University of Georgia.

Divorce Among the Elderly 
Bridget Mullins is an attorney with the law firm of Pregenzer, Baysinger, Wideman & Sale. She represents clients in the areas of Guard-
ianships, Probate, Wills, Trusts, Elder law, and Family law with a focus on Spanish-speaking clients. She has a strong trial background as a 
prosecutor of domestic violence, child abuse, and human trafficking cases for the Albuquerque DA and AG offices. Being fluent in Spanish 
has allowed her to work as a teacher, an advocate, and as an attorney. She earned a master’s degree in Latin American Studies as well as her 
JD from UNM, where she also taught Spanish. She has worked on consumer protection issues, taught Financial Literacy classes, is an Elder 
Law Section Member of the NM State Bar Association, a member of the NM Hispanic Bar Association, and a liaison for the Real Property, 
Trust and Estate for the Young Lawyers Division.

Divorce Among the Elderly 
Martha Kaser is Of Counsel with the law firm of Pregenzer, Baysinger, Wideman & Sale in Albuquerque, NM. She has more than 30 years 
of legal experience and represents clients in the areas of family law, divorce, mediation, settlement facilitation, adoption, co-parenting 
coordination, and Guardian ad Litem appointments. In addition, she also served as a therapist and mediator at the Samaritan Center for 
Changing Families at the Samaritan Counseling Center. She earned a JD and a Master’s in Social Work from the University of Michigan, and 
is a Licensed Independent Social Worker. She is the President of the Family Law Section of the NM State Bar Association and is a member 
of the Michigan State Bar Association.

The Not So Limited LLC 
Joshua “Josh” Dwyer is an attorney with the ScottHulse Law Firm and in the Firm’s Las Cruces, NM office. He assists clients with estate 
planning, probate, estate, and trust administration as well as business-related legal matters. By assisting clients in determining which es-
tate planning documents will best meet their individual needs, he has been able to assist clients to plan for the future and make decisions 
that reflect their particular priorities and values. In addition to designing and drafting estate planning documents, including wills, living 
trusts, testamentary trusts, powers of attorney, and advanced health-care directives, he advises clients on probate matters, the administra-
tion of trusts and estates, and various matters related to business succession planning, contracts, and transfers of ownership. By advising 
fiduciaries regarding their responsibilities, duties, and authority, he has assisted personal representatives and trustees in the administra-
tion of trusts and estates. He also advises clients with regard to Federal and state taxation, specifically transfer taxes associated with the 
Federal estate tax, gift tax, and generation-skipping transfer tax. This is done in a variety of ways, including properly structuring the client’s 
estate to minimize the exposure to transfer taxes and in some cases advising clients to undertake specific gift planning techniques. He is a 
member of the Real Property, Trust & Estate Section, Taxation Law Section, and Business Law Section of the State Bar of NM.



FACULTY
What’s Current with Valuations? 
John Battle provides valuation, economic damages consulting and expert witness services through his company Valuation and Consulting, 
LLC. He also provides tax preparation and tax consulting services. His experience includes working as a CPA in both the public and private sec-
tors and has held positions as an auditor with PricewaterhouseCoopers, as an audit and tax manager for a small CPA firm, as a CFO/Treasurer 
for a publicly traded real estate development company, and as a finance/operations controller for several medium-sized service and manu-
facturing companies. He recently oversaw the valuation, litigation support and mergers, and acquisition side of a regional public accounting 
firm. His experience as a Certified Valuation Analyst and as a Master Analyst in Financial Forensics includes valuations of small- and mid-sized 
companies for estate and gift planning, litigation support, acquisitions, divestitures, financial reporting, tax reporting, exit planning and share-
holder divorce. He also provides litigation support in preparing expert witness reports and expert witness testimony in cases of economic 
damages/lost profits for businesses, as well as economic damages for individuals in cases of permanent injury and wrongful death. He served 
in the US Army - 37th Engineer Battalion, the FL Army National Guard, and was a FL State Trooper before becoming a CPA.

Planned Giving 101 
Mark Browning is a Planned Giving Officer with the Texas A&M Foundation. He graduated from Texas A&M University with a B.B.A. in 
Finance in 1988 and holds the a Certified Trust Financial Advisor designation. Before moving back to College Station in 2010, he was an 
Executive VP at regional bank trust departments in McAllen and Beaumont, TX for over 20 years. He travels throughout south and West 
Texas as well as the Midwest to coordinate planned gifts with donors who want to support Texas A&M academics and student activities 
through their estates. He is also active in his church where he promotes planned giving as Legacy Stewardship. When not working, Mark 
likes to volunteer with non-profits such as Junior Achievement, C.A.S.A. and Boy Scouts.

Estate Planning in 2017 — What Has Changed? 
Kenneth “Ken” Leach has his own estate planning practice, Kenneth C. Leach & Associates, with offices located in Albuquerque and 
Farmington, NM. He is a Fellow of the American College of Trust and Estate Counsel and listed in the Martindale-Hubbell’s Bar Register 
of Preeminent Lawyers. He is currently a member of the Estate Planning, Trusts, & Probate Law Specialty Committee of The NM Board of 
Legal Specialization. He has been selected for 21 consecutive years (1996-2017) for listing in the prestigious The Best Lawyers in America 
publication (Trust & Estates section). He received the Excellence in Charitable Gift Planning Award for 2006, awarded by the Albuquerque 
Community Foundation and was the CFSNM advisor of the year for 2013.

Washington Update 
Pete Davis advises Wall Street money managers on Washington policy developments that affect the financial markets. President of his 
own consulting firm since 1992, Davis Capital Investment Ideas, he draws on 11 years of experience as a Capitol Hill economist with the 
Joint Committee on Taxation (1974-1981), the Senate Budget Committee (1981-1983), and Senator Robert C. Byrd (1992). He worked in 
the House and Senate, and for Republicans and Democrats. He brought the first computer policy model, the Treasury Individual Income 
Tax Model, to Capitol Hill in early 1974, when he became a revenue estimator on the Joint Committee on Taxation. He formulated the 1975 
rebate, the earned income tax credit, the 1976 estate tax rates, the 1978 marginal tax rates, and the Roth-Kemp tax cut. He left Capitol Hill 
in 1983 for the Washington Research Office of Prudential-Bache Securities, where he advised investors for seven years. 

Use of Life Insurance in Estate Planning 
Deborah Lawyer is the owner and president of Jerry Lawyer & Associates, Inc, an insurance brokerage founded in 1983. JLA is active 
throughout the US and in Puerto Rico. With over 30 years of experience in the insurance and financial industry, she has seen the way the 
insurance business and standards have changed, and her knowledge has shown to be a steadfast resource to her peers and partners. She 
has a background in underwriting, and a passion for working with advisors to find the best offer and product that fits the needs and goals 
of the client. She is FINRA Series 6, 7, 24, 51, 63 and 66 licensed, and holds an insurance license in all 50 states and Puerto Rico. 

Use of Life Insurance in Estate Planning 
William Brown joined JLA in 2016 and has been in the insurance and financial services industry for seven years. He serves as a Recruit-
ing Director for Design your Future, as well as a Regional life insurance wholesaler for AimcoR EIG. He began his career as a registered 
representative for a mutual fund company where he was also a branch manager. He earned his bachelor’s in Agricultural Systems Manage-
ment, from Texas A&M University in College Station, TX. He is FINRA Series 6, 7, 24, 26, 51, 63, 66 licensed and has a Texas General Lines 
Life & Health Life Insurance license.

Thank you to this year’s speakers! 
Our 25th Annual Estate Planning Institute would not happen without each of you!
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Estate Planning: 
Case Study for 

Support

Community Foundation 
of Southern New Mexico

We SERVE as a community resource, 
CONNECT donors to needs

and SUPPORT charitable organizations in their work.

A community connected to the resources it needs to 
thrive.
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CFSNM Video

History of CFSNM

• Memorial Medical Center Foundation
o Nonprofit hospital
o Patsy Duran

• Healthcare Foundation of Southern New Mexico
o Began from the MMC Foundation

• Community Foundation of Southern New Mexico
o 17 year history of development and support 
o Invested $10 Million in endowments for long term viability
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Purpose
• CFSNM services as a vehicle for people to make 

lasting impact on the community now and in the 
future

• Manage over 250 endowments supporting a variety 
of programming

• 37 Nonprofit organization endowments
• Project support – nonprofit incubator
• Serve 7 counties – Dona Ana, Hidalgo, Otero, Sierra, 

Grant, Lincoln and Luna

Assisting in the Mission
• Grants

o Wellness Fund
o W.K. Kellogg Impact Fund
o Devasthali Family Foundation Fund

• Scholarship
o Over 30 different student scholarships
o Jon Wynne Endowment – DACC Support
o SpringBoard!
o Memorial scholarships
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Making a Difference
• Over $1 Million received in gifts & grants
• $110,000 given in scholarships
• $138,000 given to deserving nonprofits
• Statewide partnership with NM Community 

Foundations and the El Paso border region
• Community nonprofit education, mentorship and 

capacity building

Impacting our 
Community

Bequest 
• Jon Wynne

o Scholarship funds for Dona Ana 
Community College (DACC)

o Each dollar of earnings has to 
be matched by DACC

o Bequest
o Largest gift in CFSNM history
o Earns and awards more than 

$80,000 in scholarships each 
year

• Other CFSNM Stories
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Impacting our 
Community

Gift of Land Insurance Policies

• Nakayama & Chisolm
• First Step Pediatrics 

Center
• Assisted in $6.0 million 

campaign to build 
facility

• 8 Current Life Insurance 
Policies

• CFSNM is beneficiary
• Premium payments
• Endowment support at 

death

Impacting our 
Community

Charitable Remainder Trust & Charitable Lead Trust

• CRT
• CRUT
• CRAT

o Immediate tax deduction for the present value of the gift in the year the 
gift was made.  

o Remainder to CFSNM

• CRUT example
• CLT example
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Case Study
A married couple (ages 87 and 86), with full time 

residence in Texas, own real estate, farming interests, 
and commercial rental property in three states:  

Kansas, Oklahoma, and Texas.    Also, their investment 
portfolio, which the husband personally manages, 

exceeds $17 million dollars. It is significantly heavy in 
stock investments.  The couple have two adult 

children, of which the parents do not wish them to 
inherit any of the parents’ assets. 
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Case Study
The husband and wife are philanthropic, and provide 

ongoing charitable support to the local university 
where they reside, as well as to their local church, and 

the regional humane society/animal shelter.   They 
also have made significant gifts to the university they 

attended in Kansas.

Case Study
All of the property which they own, other than their 
primary residence, produces income in one way or 

another (farm operation on 1,600+ acres of West 
Texas land; commercial rental property in Kansas, 

rental units in Oklahoma; oil and gas leases, etc.).  Just 
six months ago, the husband purchased an additional 
80 acres adjacent to his current ranch in West Texas.  

He and his wife still actively manage all of these 
various assets.
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Case Study
They do have current Wills, as well as revocable living 

trusts, at this time.   Their desire, at the death of the 
remaining spouse, is that their property will remain 

intact, producing income, which will ultimately benefit 
their favorite charities, in perpetuity.   They do not 

want any of their assets to be sold.  My estimate of 
their net worth, based upon the conversations I have 
had with them over two years, is that their total assets 

certainly exceed $20 million dollars.

Case Study
What organizations or suggested areas for me to 
investigate, whom I have contacted in regard to 

management/overseeing of these properties within 
the three state area:
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Terra Winter, Executive Director 

April Anaya, Director of Development

Alexia Goodwin, Special Events Coordinator

Morgan Pinnell, Executive Administrative Assistant

Come visit us!
2600 El Paseo Road

Call us at 575-521-4794
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Community Foundation of Southern New Mexico’s  
25

th
 Annual Estate Planning Institute 

 
Ethical Issues in Representing People with Diminished Capacity* 

 
Margaret A. Graham 

Pregenzer, Baysinger, Wideman & Sale, P.C. 
 

Although lawyers seldom receive formal training in capacity assessment, they make 

capacity judgments on a regular basis whether they realize it or not. In the context of litigation, 

capacity may be the sole issue in controversy–such as in a guardianship action or a challenge to a 

will, trust, or donative transfer based on an allegation of legal incapacity. In this context, the 

lawyer’s role is fairly straightforward–to advocate fairly but zealously for the conclusion that 

represents the interests of the party he or she represents.  In non-adversarial situations, such as 

estate planning or the handling of specific transactions, issues of capacity are confronted more 

informally in the daily practice setting. In this setting, legal practitioners by necessity make 

implicit determinations of clients’ capacity at at least two points. First, the lawyer must 

determine whether or not a prospective client has sufficient legal capacity to enter into a contract 

for the lawyer’s services. Failing this, representation cannot proceed.  Second, the lawyer must 

evaluate the client’s legal capacity to carry out the specific legal transactions desired as part of 

the representation (e.g., making a will, buying real estate, executing a trust, making a gift, etc.).  

Fortunately, for the typical adult client, the presence of adequate capacity is obvious. 

Moreover, as a legal and ethical matter, capacity is presumed. It is only when signs of 

questionable capacity present themselves that a capacity determination becomes a conscious 

mental process–either one deliberately undertaken or haphazardly muddled through.  Such a 

practice reality may seem foreign and perhaps a bit alarming to the legal professional not readily 

familiar with mental health concepts. Lacking training in capacity assessment or other aspects of 

mental health, the average practitioner may argue that lawyers do not and should not perform 

capacity assessments. Instead, lawyers should refer any cases of questionable capacity to mental 

health professionals for assessment. The assertion is true as far as it goes–but it only goes so far. 

To decide whether a formal assessment is needed, the lawyer is already exercising judgment 

about the client’s capacity on an informal or preliminary level. The exercise of judgment, even if 

it is merely the incipient awareness that “something is not right,” is itself an assessment. It is 
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better to have a sound conceptual foundation and consistent procedure for making this 

preliminary assessment than to rely solely on ad hoc conjecture or intuition. 

 

The Prevalence of Capacity Questions is Increasing 

 

The incidence of cases in which capacity is an issue will increase substantially in the 

coming years because of the aging demographic bulge and because of the greater incidence of 

dementia that accompanies the aging process. The label “dementia” implies no specific cause, 

nor does it represent an inevitable part of normal aging. However, the prevalence of dementia is 

estimated to double every five years in the elderly, growing from a disorder that affects 1 percent 

of persons 60 years old to a condition afflicting approximately 30 percent to 45 percent of 

persons 85 years old.   

 

Importance of Lawyer Assessment of Client Capacity 

When there is a question as to a client’s capacity, the lawyer must determine whether the 

client has the capacity to contract for services and whether the client has the capacity to complete 

the legal transaction.  Lawyers need a conceptually sound and consistent process for answering 

these questions. The ABA’s Model Rules of Professional Conduct (MRPC), as revised in 2002, 

acknowledge the lawyers’ assessment functions, and indeed, suggest a duty to make informal 

capacity judgments in certain cases. For the first time, the revised rule attempts to give some 

guidance to lawyers faced with that task. 

NM Rule 16-114 closely mirrors Model Rule 1.14: Clients with Diminished Capacity, which 

recognizes: first, the goal of maintaining a normal client-lawyer relationship; second, the 

discretion to take protective action in the face of diminished capacity; and third, the discretion to 

reveal confidential information to the extent necessary to protect the client’s interests. As set 

forth above, the trigger for taking protective action in part (b) of the rule is threefold, requiring: 

the existence of diminished capacity; a risk of substantial harm; and an inability to act adequately 

in one’s own interest. Lawyers are familiar with assessing risk and identifying what is in one’s 

interest, but usually they are neither familiar with nor trained in evaluating diminished capacity. 

Even though taking protective action is permissive (“may”) and not mandatory under the Model 

Rule, inaction due to uncertainty puts the lawyer uncomfortably between an ethical rock and a 
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hard place.   However, under the New Mexico Rule, the lawyer “must take reasonably necessary 

protective action.” 

Legal malpractice is another risk factor that points to the need for a more deliberate 

attention to capacity issues. The failure to assess a client’s capacity has been asserted as grounds 

for legal malpractice by would-be beneficiaries of a client’s largess. For example, a disinherited 

child may allege in a will contest that a lawyer did not exercise proper care in that he or she 

failed to determine the testator’s capacity to execute a will.  Traditionally, the courts have been 

reluctant to find lawyers liable for malpractice in these circumstances for two reasons: one, the 

lack of “privity of contract” between the lawyer and the disinherited third party (i.e., the lack of a 

legal relationship under which a duty arises); and two, the fact that lawyers’ conduct is judged by 

a standard of care established by the knowledge, skill, and ability ordinarily possessed and 

exercised by other members of the bar in similar circumstances. 

Historically, most lawyers did not attempt to assess capacity, so consequently, the 

standard of practice was quite minimal.  However, the principle of privity has been eroded 

significantly over the years in case law, and standards of practice continue to evolve as the 

prevalence of incapacity rises and as a greater awareness of the need to address capacity issues 

has emerged. (See Leyba v. Whitley, 907 P.2d 172 (1995), wherein the Court found that the 

Lawyer had a duty to a third-party beneficiary.  Legal malpractice for failure to address capacity 

questions in appropriate cases is no longer a remote possibility. This is not to say that every 

client should be referred out for clinical evaluation. Indeed, there are potentially serious negative 

consequences to such referrals, including increased costs and time delays and increased mental 

and emotional stress for the client. However, if there are any signs of diminished capacity, the 

lawyer is far better off consistently documenting the process of determining that the client does 

or does not have capacity to engage in the transaction.  

 

Lawyer Assessment of Capacity 

How do lawyers properly address capacity issues?  The Comment to new Rule 1.14 for 

the first time gives some guidance in assessing capacity, although the rule itself does not define 

capacity. These factors blend quite naturally with the normal client interview and the counseling 

conversation. Yet the factors appear in the Comment without any conceptual, clinical, or 

practical explanation.  The process does not plunge lawyers into the task of clinical assessment.  
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Indeed, these guidelines recommend against conducting clinical psychological screenings, such 

as the Mini-Mental Status Exam (MMSE), unless one is professionally trained in such testing. 

Clinical screening tests such as the MMSE are often given too much weight. They do not in 

themselves provide sufficient evaluation of capacity. However, a systematic role for lawyers in 

capacity screening at can be had at three levels. The first level is that of “preliminary screening” 

of capacity, the goal of which is merely to identify capacity “red flags.”  The second level of 

involvement, if needed, involves the use of professional consultation or referral for formal 

assessment. Such consultation or referral is best accomplished after the lawyer has fine-tuned the 

referral questions.  

The third level of involvement requires making the legal judgment that the level of capacity is 

either sufficient or insufficient to proceed with representation as requested. Regardless of 

whether a clinical assessment is utilized, the final responsibility rests on the shoulders of the 

attorney to decide whether representation can proceed as requested or not, or whether in 

appropriate cases, protective action under MRPC Rule 1.14(b) or NM Rule 16-114 is merited.  

In determining the extent of the client’s diminished capacity, the lawyer should consider 

and balance such factors as: the client’s ability to articulate reasoning leading to a decision; 

variability of state of mind and ability to appreciate consequences of a decision; the substantive 

fairness of a decision; and the consistency of a decision with the known long-term commitments 

and values of the client. In appropriate circumstances, the lawyer may seek guidance from an 

appropriate diagnostician. 

 

Defining diminished capacity and incapacity  

Historically, the law’s approach to incapacity reflects a long-standing paradox. On the 

one hand, our legal system has always recognized situation specific standards of capacity, 

depending on the particular event or transaction–such as capacity to make a will, marry, enter 

into a contract, vote, drive a car, stand trial in a criminal prosecution, and so on.  A finding of 

incapacity in any of these matters could nullify or prevent a given legal act. On the other hand, at 

least until very recently, determinations of incapacity in the context of guardianship proceedings 

were routinely quite global, absolute determinations of one’s ability to manage property and 

personal affairs. A finding of incapacity under guardianship law traditionally justified intrusive 

curtailments of personal autonomy and resulted in a virtually complete loss of civil rights. 
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Standards of Capacity for Specific Legal Transactions  

The law generally presumes that adults possess the capacity to undertake any legal task 

unless they have been adjudicated as incapacitated in the context of guardianship or 

conservatorship, or the party challenging their capacity puts forward sufficient evidence of 

incapacity to meet a requisite burden of proof.  The definition of “diminished capacity” in 

everyday legal practice depends largely on the type of transaction or decision under 

consideration.  Depending on the specific transaction or decision at issue, as well as the 

jurisdiction in which one is located, legal capacity has multiple definitions, set out in either state 

statutory and/or case law. Lawyers must be familiar with the specific state-based standards.  The 

evaluation of capacity by clinicians parallels this legal transaction- specific analysis, but instead 

of “transactions,” clinicians categorize functions into “domains.”  

Examples of common transaction-specific legal standards include the following: 

*Testamentary Capacity 

Typically, the testator at the time of executing a will must have capacity to know the 

natural objects of his or her bounty, to understand the nature and extent of his or her property, 

and to interrelate these elements sufficiently to make a disposition of property according to a 

rational plan.  The terminology that the testator must be of “sound mind” is still sometimes used. 

The test for testamentary capacity does not require that the person be capable of managing all of 

his or her affairs or making day-to-day business transactions.  Nor must the testator have 

capacity consistently over time. Capacity is required at the time the will was executed. Thus, a 

testator may lack testamentary capacity before and/or after executing a will, but if it is made 

during a “lucid interval,” the will remains valid.  Finally, even a testator who generally possesses 

the elements of testamentary capacity may have that capacity negated by an “insane delusion” 

(i.e., irrational perceptions of particular persons or events”) if the delusion materially affects the 

will. 

Approaches to capacity in state guardianship and conservatorship laws.  

*Donative Capacity  

Capacity to make a gift has been defined by courts to require an understanding of the 

nature and purpose of the gift, an understanding of the nature and extent of property to be given, 

a knowledge of the natural objects of the donor’s bounty, and an understanding of the nature and 
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effect of the gift. Some states use a higher standard for donative capacity than for testamentary 

capacity, requiring that the donor knows the gift to be irrevocable and that it would result in a 

reduction in the donor’s assets or estate. 

*Contractual Capacity  

In determining an individual’s capacity to execute a contract, courts generally assess the 

party’s ability to understand the nature and effect of the act and the business being transacted.  

Accordingly, if the act or business being transacted is highly complicated, a higher level of 

understanding may be needed to comprehend its nature and effect, in contrast to a very simple 

contractual arrangement. 

*Capacity to Convey Real Property  

To execute a deed, a grantor typically must be able to understand the nature and effect of 

the act at the time the conveyance is made. 

*Capacity to Execute a Durable Power of Attorney  

The standard of capacity for creating a power of attorney has traditionally been based on 

the capacity to contract. However, some courts have also held that the standard is similar to that 

for making a will. 

*Decisional Capacity in Health Care 

Capacity to make a health care decision is defined by statute in most states under their 

advance directives laws. Typical of these legal definitions is the following from the Uniform 

Health Care Decisions Act:   “Capacity” means an individual’s ability to understand the 

significant benefits, risks, and alternatives to proposed health care and to make and communicate 

a healthcare decision.  Decisional capacity in health care is rooted in the concept of informed 

consent. The concept is based on the principle that a patient has the right to prevent unauthorized 

contact with his or her person, and a clinician has a duty to disclose relevant information so the 

patient can make an informed decision. The lack of informed consent is often an issue in medical 

malpractice claims. Informed consent requires that one’s consent to treatment be competent, 

voluntary, and informed. Capacity is only one element of the test of informed consent. A person 

may have capacity to make a treatment decision, but the treatment decision will lack informed 

consent if it was either involuntary or unknowing.  While it is up to clinicians to evaluate a 

patient’s capacity for medical treatment, lawyers need to be knowledgeable about this as well. 

For example, a lawyer may need to determine a client’s capacity to execute an advance directive 
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for health care or to establish in court a client’s capacity to make a particular health care 

decision. The test of capacity to execute a health care directive is generally parallel to that of 

capacity to contract. However, because the capacity to contract is such a malleable test, 

depending upon the nature, complexity, and consequences of the act at issue, lawyers and judges 

have few road signs in seeking an answer to the question of capacity for many of these 

transactions. 

*Capacity to Mediate  

In referring a client to mediation or representing a client in a mediation, a lawyer should 

be familiar with the capacity to mediate. The ADA Mediation Guidelines name several factors to 

be considered by mediators: The mediator should ascertain that a party understands the nature of 

the mediation process, who the parties are, the role of the mediator, the parties’ relationship to 

the mediator, and the issues at hand. The mediator should determine whether the party can assess 

options and make and keep an agreement. 

*Other Legal Capacities  

A host of other legal acts have specific definitions of capacity articulated and honed by 

statutes and courts in different jurisdictions. For instance, lawyers may wrestle with client 

capacity to drive, to marry, to stand trial, to sue and be sued, or to vote.  

*Diminished Capacity in State Guardianship Law  

State guardianship and conservatorship laws rely on broader and more encompassing 

definitions of incapacity, a finding of which permits the state to override an individual’s right to 

make decisions and to appoint someone (a guardian or conservator) to act as the person’s 

surrogate decision-maker for some or all of the person’s affairs.  The criteria for a finding of 

incapacity differ among the states, but in all states, the law starts with the presumption of 

capacity. The burden of proof is on the party bringing the petition to establish sufficient 

diminished capacity to justify the appointment of a guardian or conservator.  The law of 

guardianship has evolved extensively from its English roots.  

Originally, the law required a finding that the alleged incapacitated person’s status was 

that of an “idiot,” “lunatic,” “person of unsound mind,” or “spendthrift.” Present day notions of 

incapacity instead use a combination of more finely-tuned medical and functional criteria. Since 

the 1960s, a common paradigm for the definition of incapacity under guardianship laws has been 

a two-pronged test that required: (1) a finding of a disabling condition, such as “mental illness,” 
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“mental disability,” “mental retardation,” “mental condition,” “mental infirmity,” or “mental 

deficiency”; and (2) a finding that such condition causes an inability to adequately manage one’s 

personal or financial affairs. Historically the disabling condition prong of the test was quite 

broad. Many states included “physical illness” or “physical disability” as a sufficient disabling 

condition, and some opened a very wide door by including “advanced age” and the catch-all “or 

other cause.” Such amorphous and discriminatory labels invited overly subjective and arbitrary 

judicial determinations.  

Over time, states sought to refine both prongs of this test to make the determination of 

incapacity less label-driven, more specific, and more focused on how an individual functions in 

society.  For example, only a few states still include the pejorative term “advanced age” in their 

definition.  Likewise, the second prong of the test–inability to manage one’s affairs–has been 

honed by many states to focus only on the ability to provide for one’s “essential needs” such as 

“inability to meet personal needs for medical care, nutrition, clothing, shelter, or safety.” 

In more recent years “cognitive functioning” tests have emerged in many states to 

supplement or replace one or both prongs of the traditional test. For example, in the 1997 

Uniform Guardianship and Protective Proceedings Act, a cognitive functioning test replaces the 

disabling condition language in the definition of incapacity. “Incapacitated person” means an 

individual who, for reasons other than being a minor, is unable to receive and evaluate 

information or make or communicate decisions to such an extent that the individual lacks the 

ability to meet essential requirements for physical health, safety, or self-care, even with 

appropriate technological assistance. These three tests—disabling condition, functional behavior, 

and cognitive functioning—have been used by states in a variety of ways.  Most states have 

added threshold requirements for guardianship intervention–most commonly a finding that the 

guardianship is “necessary” to provide for the essential needs of the individual (i.e., there are no 

other feasible options) or that the imposition of a guardianship is “the least restrictive 

alternative.” State guardianship laws today also permit or prefer limited forms of guardianship 

rather than plenary guardianship. 

In addition to defining the elements of diminished capacity for purposes of guardianship, most 

state laws have finally recognized that capacity is not always an all or nothing phenomenon, and 

have enacted language allowing for “limited guardianship” in which the guardian is assigned 

only those duties and powers that the individual is incapable of exercising. Thus, judges, as well 
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as lawyers who draft proposed court orders, need to understand and identify those specific areas 

in which the person cannot function and requires assistance. Under the principle of the least 

restrictive alternative, the objective is to leave as much in the hands of the individual as possible.  

 

How Does A Capacity Analysis Apply to Everyday Practice? 

Lawyers must make capacity judgments in their everyday practice. There are at least two 

aspects to such assessments. First, the attorney must determine whether the prospective client has 

sufficient legal capacity to enter into a contract for the attorney’s services. Second, the attorney 

must evaluate the client’s legal capacity to carry out the specific legal transaction(s) under 

consideration. In either instance, the attorney must conduct an analysis of the legal elements of 

the capacity at issue in relation to the client’s presenting cognitive and emotional abilities.  

The lawyer’s task is that of observation, legal analysis, and capacity judgment. For many, 

if not most clients, these will be the only necessary steps, because clinical consultation or 

assessment will not be needed to reach a firm conclusion about capacity. The process of 

evaluation focuses on key signs and factors to consider in a legal assessment of capacity. The 

process is meant to structure and record observations leading to a legal judgment that is 

sufficiently comprehensive in scope, systematic in process, accountable if challenged, and 

documented. Furthermore, the process is geared to blend in naturally to the case interview 

process, rather than adding a whole new costly element.  The process systematizes and 

documents what the lawyer already does implicitly.  

 

Observing Signs of Possible Diminished Capacity  

There is no single indicator that provides a consistent, clear signal that an older adult is 

functioning with diminished capacity. However, there are markers that, when considered 

together, may reflect diminished capacity. These signs should not be taken in and of themselves 

to be proof of diminished capacity.  Instead, they may indicate a need for further evaluation of 

capacity by an independent professional if the signs are present in sufficient number and/or 

severity. In noting potential signs of incapacity, it is important to keep in mind that the focus is 

on decisional abilities rather than on cooperativeness or affability. It may be challenging to 

disentangle one’s reactions to a client’s interpersonal style from observations of the client’s 

cognitive, emotional, or behavioral problems.  
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In a thorough analysis of client capacity the lawyer should observe with the following in 

mind: Focus on decisional abilities, not cooperativeness or affability. Pay attention to changes 

over time; history is important. Beware of ageist stereotypes. Consider whether mitigating 

factors could explain the behavior. It can also be difficult to determine the meaning of cognitive, 

emotional, or behavioral anomalies in a new client. However, if a client is a returning one, it is 

critical to consider the history of interactions and pay attention to changes in functioning. A 

baseline of what is typical for any particular person is extremely helpful in assessing current 

decisional abilities. Be sensitive to gradual or sudden changes in functioning among returning 

clients.   

Finally, it is useful to be sensitive to societal stereotypes about aging, commonly termed 

“ageism.” Aging stereotypes may be positive, idealizing old age; or negative, perhaps including 

the assumption that aging and diminished capacity are synonymous. Such beliefs could influence 

an appraisal of capacity. Hopefully, awareness of the possible signs of incapacity will help the 

lawyer to be more objective.  During the course of an interview, the attorney should be aware of 

specific cognitive, emotional, or behavioral anomalies that serve as “red flags.” These may 

indicate possible neurological or psychiatric illness that could diminish capacity. Most of the red 

flags will be observed during the interview or reported by third parties such as family members. 

It will not be necessary (and in most cases not appropriate) to use psychological screening 

instruments during preliminary capacity assessments. During and immediately after a client 

interview, the attorney can document the signs observed, and also make notations about the 

nature and severity of these signs. 

A client quickly may forget information discussed in the interview, repeating the same 

statements or asking the same question multiple times, with no indication that she or he has done 

so more than once. Also, while the client can discuss events from 10 years to 20 years ago, there 

may be more difficulty describing events of the past few days or weeks. For example, the client 

may be able to engage in brief casual conversation, such as a five-minute conversation about the 

weather or sports, but have trouble going beyond that in detail and begin to repeat questions 

already asked or forget your name or the purpose of the visit. The ability to engage in such small 

talk can lead family who live out of town to say that an impaired older adult “sounds just fine on 

the phone.” 
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A great deal can be learned by observing how the client uses language and communicates 

ideas. For example, a client may have repeated difficulty finding a particular word or naming 

common items even if they can talk about the item. For example, she may say “I brought my 

thing with the papers in it” instead of “I brought my notebook.” A common “cover” tactic for 

older adults with memory or communication problems is to defer to others excessively when 

asked direct questions, perhaps saying “My wife handles all the appointments, you’d have to ask 

her if we went,” or “I hardly ever call my own phone number; my son would remember because 

he uses it.”  Clients who are asked direct questions may have trouble staying on the topic, 

frequently shifting to discussion of unrelated issues, or moving erratically or nonsensically 

between topics. Such problems can indicate trouble organizing thoughts such as is found in 

frontal dementia or in thought disorder (e.g., psychotic thinking). Repeated difficulty finding 

words and vague or disorganized language may indicate an inability to communicate a clear 

decision or to comprehend important or relevant information.  

It is important to explore the client’s comprehension of information with other than 

yes/no questions. For example, difficulty repeating back or paraphrasing simple concepts is 

indicative of problems in comprehension. Repeated questioning could indicate poor memory or it 

could indicate poor comprehension.  Many people with poor memory can paraphrase information 

immediately, while individuals with poor comprehension will have trouble even with this. 

A client may lack the capacity to understand or even acknowledge multiple alternatives 

or viewpoints other than her or his own, or have difficulty comprehending and adjusting to 

changes. This is different from simply being stubborn in that someone who is stubborn can 

typically acknowledge that other perspectives exist, and can provide reasons for not choosing 

them. For example, a stubborn person may not want to change a will for particular reasons, 

whereas an older adult lacking in mental flexibility may exhibit a general fear of making any 

changes for very vague reasons.  

A client may have very basic difficulties with simple math problems that are far worse 

than expected given the level of education. An example of this is someone with a college degree 

who makes an error in adding dollar amounts together, or lines up columns of numbers 

incorrectly while adding or subtracting. The client may also present signs suggesting impairment 

in financial management abilities more broadly, e.g., lack of awareness of current financial assets 

or debts.  
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Disorientation can occur relative to space, time, or location. For example, a long-time 

client may have difficulty navigating through the attorney’s office building spatially or may get 

lost driving to the office even if he or she has been there several times over many years (spatial 

orientation). Once there, the client may not be able to identify where he or she is (orientation to 

place). The client may also not be aware of what time it is or what year it is, perhaps making 

references to events from several years ago as if the events were current (orientation to time). 

A client may be persistently emotionally distressed during an interview or across 

interviews, beyond typical emotions expected given the circumstances, such that the individual’s 

emotional state makes it very difficult to address the relevant legal questions. For example, the 

client may appear extremely anxious, tearful, or seem depressed and appear to have no energy 

and respond very slowly to questions. 

Rather than a steady emotional state, a client may also either show an extremely wide 

range of emotions during an interview (perhaps moving quickly from laughter to tears). 

Alternatively, a client may express feelings that seem highly inconsistent with what he or she is 

discussing (laughter when discussing death of a spouse, tears of distress while professing to be 

happy). 

Delusions are beliefs that are unlikely to be true, such as a belief that neighbors or the 

government are spying on oneself. Delusional thinking may be manifest more generally in 

expressions of feeling frightened or unsafe. Presence of delusions may call into question the 

extent to which decisions are founded on sound reasoning. For example, some delusional nursing 

home residents occasionally stop eating because of beliefs that their food is being poisoned. 

However, apparent delusions that seem more reality-based may warrant further exploration. 

Older adults commonly have concerns about relatives or facility staff stealing money or 

possessions from them, which unfortunately may be more reality based.  

Hallucinations are sensory experiences in the absence of physical stimuli that could be 

responsible for such experiences, such as hearing voices that no one else can hear. They are often 

auditory or visual, but can involve the other senses: smell, touch, and/or taste. An example is an 

older adult who seems to be having a conversation with another person who is not there. As with 

delusions, hallucinations may call into question the extent to which a decision is reality-based. 

However, it should be noted that high functioning older adults who are recently widowed and 

grieving sometimes report hearing a deceased spouse call their name or briefly seeing their 



13 
 

image. Also, significant hearing or vision problems can place an older adult at risk for sensory 

misperceptions. When combined with isolation and anxiety, such misperceptions may appear 

hallucinatory or delusional in quality. 

Individuals who are experiencing cognitive difficulties or serious emotional problems 

may not brush their hair, shave, or shower regularly, or have other grooming issues. For 

example, along with irregular bathing or shaving, a relatively common behavior among older 

adults with dementia is to wear multiple layers of clothing, perhaps several shirts or multiple 

pairs of pants. Attention to the appearance, clothing, and smell of a client gives clues to possible 

mental status changes. 

 

Functioning Beyond the Office 

Observations in the office setting are obviously quite limited. If the lawyer has the ability 

to interview clients in their home setting, there is a definite advantage in being able to see some 

of their functioning in their natural and familiar environment. The lawyer may in the natural 

course of contact with clients—and family members with whom your client has permitted 

communication—learn other information about the client’s level of functioning at home, 

particularly with respect to “activities of daily living,” (ADLs) and “instrumental activities of 

daily living” (IADLs).  Such information may or may not be relevant to capacity. For example, 

an inability to write checks to pay the bills may be merely a physical deficit (and thus have 

nothing to do with decisional capacity), or it may be a result of failing to remember payment 

obligations or how to understand a bill (and thus be quite relevant to capacity for certain legal 

tasks). In any case, any additional information regarding client functioning in the home and 

community rounds out the total picture of the client’s abilities and deficits. 

 

Undue Influence 

Capacity assessment focuses on the fit between the individual’s cognitive, functional, and 

decisional abilities and the complexity and risk of the legal transaction at hand. On the other 

hand, undue influence refers to a dynamic between an individual and another person. It is 

certainly more challenging to assess such a dynamic, but there are certain factors to assess with 

the elderly client to gauge whether undue influence is at work. Lawyers might attend to whether 

the elderly client appears fearful, isolated, overly dependent or vulnerable, or seems 
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overwhelmed by or unaware of financial information.  It is also useful to determine the history of 

the relationship between the elderly client and any person who appears to be in a position of 

power: is it a long-term trustworthy relationship or is it a family member, caregiver, or 

acquaintance who has more recently become a “new best friend.”  

 

 

Mitigating/Qualifying Factors in Assessing Signs of Diminished Capacity 

In addition to noting potential signs of incapacity, there are a number of mitigating or 

qualifying factors that may influence observed signs. In most cases, the attorney will need to ask 

some follow-up questions to determine whether these mitigating factors are playing a role. If 

found, these factors indicate a need for alternative action, be it a referral to a physician, adjusting 

the approach to communication, or waiting until another time when the client is functioning 

better.  

*Stress; Grief; Depression; Recent Stressful Events  

A client may at times seem confused, unable to pay attention to instructions, or unable to 

make decisions. It is important to ascertain stresses in the client’s life that could cause anxiety, 

depression, or inability to act. These potential signs of diminished capacity could go away when 

the transient stresses are alleviated.  

*Reversible Medical Factors 

Signs of disorientation and confusion could be due to a host of medical conditions and 

medication factors that are reversible. Some common causes are related to medications: adverse 

medication reaction, interactions among too many medications (polypharmacy), and taking 

medications incorrectly. Also, older adults can be extremely sensitive to dietary insufficiency–

inadequate nutrition, hydration, and deficiency in certain vitamins in the diet can lead to 

temporary cognitive changes. Further, persistent pain may impact cognition. A referral to a 

physician or geriatrician (physician specializing in older adults) prior to further action may be 

indicated.  Indeed, if the client has not had a complete physical in the past year, referral is always 

worthwhile. 

*Normal Fluctuations in Mental Ability in Older Adults  
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Normal mental status varies over the time of day depending on the situational stresses 

and available energy for the older client. Clinicians have learned to test older clients in mid-

morning when the client is most alert, since fatigue could cause lower performances. 

*Hearing and Vision Loss 

Losses in hearing and vision are normal in aging.  Diminished functioning in the senses 

should not be generalized to mental incapacity. The amount of peripheral loss varies from person 

to person. Older adults learn ways to compensate for these losses.  However, problems in hearing 

and vision could sometime present a picture that the older client cannot attend, focus, or provide 

appropriate responses to questions.  

 

*Individual Differences and Variability Considerations 

Mental abilities can be influenced by a person’s education, life and job-related 

experiences, and sometimes socio-economic background. The styles and strategies used in 

mental performances can be further influenced by the client’s gender, personality, lifestyle 

choices, value system, and eccentricities. In addition, cultural and ethnic traditions in 

approaching personal, family, and medical issues may vary. From this perspective, the range of 

cognitive functions that is considered normal among older adults is large. These individual 

differences are important and need to be taken into account in evaluating potential mental 

capacity of older clients. 

 

Evaluating a Client’s Understanding in Relation to Legal Elements of Capacity  

Observation of signs of diminished capacity is only an initial step for the attorney 

evaluating a client’s capacity. The next and more substantive step is to evaluate the client’s legal 

capacity for the proposed transaction or situation at issue. This requires a direct comparison of 

the client’s understanding with each of the functional elements of capacity set out in statute or 

case law for the transaction or situation at hand.  Testamentary capacity, again, can serve as the 

illustrative case example. Although a client may demonstrate signs of diminished capacity in 

introductory remarks and discussion, the real heart of the capacity issue involves the attorney’s 

judgment as to whether the client can satisfy the legal elements (usually four) constituent to 

making a will: 

*Can the client describe what a will is? 
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*Does the client know the “objects of his/her bounty”—i.e., his/her natural heirs? 

*Does the client know the nature and extent of his/her assets? 

*Can the client describe a basic plan for distributing these assets to his/her heirs? 

 

The client’s decisional process will be implicit and intuitive, as well as explicit and 

conscious. The attorney’s role is to present information, answer and ask questions, gently probe 

and query, and weigh client responses and thought processes. In addition, with client consent or 

in accordance with the rules of ethics, the attorney could solicit information from family 

members and other collateral sources, including fellow professionals. The decisional process 

may occur over the course of one or several meetings with the client. Ultimately, the attorney 

must form a judgment about the client’s understanding of the respective legal elements of the 

transaction at issue, and regarding the client’s capacity overall to undertake the transaction(s) at 

issue (in this example, to execute a will), or the client’s capacity to care for self or property under 

the elements set out in the state guardianship law.  

 

Considering Factors from Ethical Rules 

Not only must the lawyer assess the client’s understanding of the legal transaction, but 

also take into consideration the factors set out in the Comment to Rule 1.14 of the MRPC and 

NM Rule 16-114.  

 

The factors to assess:  

1. The client’s ability to articulate reasoning leading to a decision. The client should be able 

to communicate the basis for his or her decision. The stated reasons for the decision 

should be consistent with the client’s overall stated goals and objectives.  

2. Variability of state of mind. The extent to which the individual’s cognitive functioning 

fluctuates.  

3. Ability to appreciate consequences of a decision. For example, does a client recognize 

that without a given medical decision, he or she may physically decline or even die–or 

without a legal challenge to an eviction, he or she may be without a place to live?  

4. The substantive fairness of the decision.  While lawyers normally defer to client 

decisions, a lawyer nonetheless cannot simply look the other way if an older individual or 
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someone else is being taken advantage of in a blatantly unfair transaction. To do so could 

defeat the very dignity and autonomy the lawyer seeks to enhance, and thus fairness is 

one element to balance. Of course, judging fairness risks the interjection of one’s own 

beliefs and values, so caution is required.  Yet, the reality is that when the desired legal 

plan conforms to conventional notions of fairness–e.g., equitable distribution of assets 

among all children–or the plan is consistent with the lawyer’s long-standing knowledge 

of the client and family, then capacity concerns wane proportionately. 

5. Irreversibility of the decision.  The law historically has attached importance to protecting 

parties from irreversible events, and doing something that cannot be adjusted later calls 

for caution on the part of the attorney.  The greater the concerns under the substantive 

variables (fairness, consistency with commitments, irreversibility), the greater the level of 

functioning demanded under the first variables (ability to articulate reasoning, variability 

of state of mind, and appreciation of consequences).  In other words, the higher the risk 

(as measured by the client’s own values, the finality, and fairness), the more one must 

probe to ensure decisional capacity.   

 

Performing the Legal Analysis and Categorizing the Legal Judgment  

In making a capacity judgment at this stage (without resorting to clinical consultation or 

formal assessment), an attorney will need to weigh all the data obtained up to this point as a 

whole. The lawyer should document their observations regarding cognitive, emotional, and 

behavioral functioning; the presence of any mitigating factors affecting the observations; the 

client’s decisional functioning in comparison to the applicable legal tests; and task-specific 

factors.   

With these data, the lawyer should make a categorical assignment of the fit between the 

client’s abilities and the legal capacity at issue. Unfortunately, there is no simple score that will 

help the attorney easily to arrive at a conclusion. The conclusion is ultimately a professional 

judgment that is aided by the systematic consideration of signs of incapacity, the client’s 

understanding of the legal transaction, and the factors laid out in the Model Rule mirrored 

closely in the New Mexico Rule. If the attorney feels uncertain as to whether the observed 

problems represent “mild” versus “more than mild” issues, this would be an indication to consult 

with a clinician. 
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Documenting the Capacity Judgment 

As in other client matters, the attorney should document his or her observations and 

assessment regarding client capacity. Although it may be sufficient to, summarize key 

observations, conclusions, and reasonings in a case note, in cases where the additional steps of 

consultation with a mental health professional or referral for formal assessment are necessary, 

the summary provides a first level of assessment. If additional steps are taken the lawyer should 

document further analysis, judgment, and final disposition in the case file.   

 

Videotaping As Documentation? 

The question is often asked whether videotaping of the client completing a legal 

transaction, such as a will signing or being questioned just before the transaction, is a good idea.  

Experienced practitioners have come to different conclusions on this question. In selected cases, 

videotape evidence of a client explaining his or her reasons behind a particular dispositive 

provision can provide a deterrence to a contest. But, there are several arguments against 

videotaping the client’s execution of a document: 1.) Videotaping may, in fact, exaggerate the 

client’s deficits in decisional capacity; 2.) Unless the attorney videotapes all clients, the fact of 

videotaping may itself be used to raise doubts of capacity; or 3.) The videotape cannot be edited 

to remove portions for any reason without risking ethical or legal violation of evidence 

tampering prohibitions. 

 

Taking Actions Following Informal Capacity Assessment  

Following a preliminary capacity assessment, an attorney may need to weigh different 

courses of action. In the majority of cases, presumably there will be no issues of diminished 

capacity and the attorney can proceed with the legal representation without further concern. In 

the case of “mild problems” with capacity, the attorney may want to consider referring the client 

for a geriatric medical evaluation to ensure there are no medical problems which may be 

transiently affecting capacity and for which resolution could remove any lingering concerns. 

In cases involving “more than mild problems” with capacity, the attorney also should 

consider a general geriatric work-up. However, in such cases it is likely that capacity issues will 

persist and will require either a formal referral to a clinician for capacity assessment or at least 
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attorney consultation with a clinician for guidance and clarification. After taking such external 

steps, the attorney then can decide the best course of action concerning the representation.  In 

situations where “severe problems” with capacity exist, further representation by the attorney 

may be problematic. Withdrawal from direct representation, taking all reasonable steps to protect 

the client’s interests, or seeking to advance the client’s interests through representation of 

another party (e.g., a family member), may be indicated. If a client-lawyer relationship already 

exists before capacity becomes an issue, then protective action may be ethically appropriate 

under Model Rule 1.14(b) and New Mexico Rule 16-114. 

 

Caution Against Lawyer Use of Psychological Instruments 

Cognitive screening instruments have enjoyed wide acceptance and use in clinical 

settings, mainly because of their brevity and simplicity in administering, scoring, and 

interpreting. Several brief mental status questionnaires have been developed, the most popular of 

which is the 30-item Mini-Mental Status Examination (MMSE), although others are widely used, 

too.  The MMSE provides a quick but blunt assessment of overall cognitive mental status. It 

assesses orientation, attention, registration and immediate recall, language, and the ability to 

follow simple verbal and written commands. It provides a total score that places the individual 

on a 30-point scale of cognitive function. In clinical settings, the MMSE has been used to detect 

impairment, follow the course of an illness, monitor response to treatment, screen for cognitive 

disorders in epidemiological studies, and follow cognitive changes in clinical trials. 

It is generally not appropriate for attorneys to use more formal clinical assessment 

instruments, such as the MMSE.  Lawyers generally do not have the education and training 

needed to administer these tests. Many factors must be taken into consideration when 

administering and interpreting psychological tests. A few examples include: limits to the validity 

and reliability of tests; impact of mental status, education level, environmental variables (e.g., 

lighting, noise), fatigue, sleep deprivation, and sensory deficits on test results; and impact of 

social and cultural issues on performance.  

For an attorney, the information yield of psychological screening instruments is very 

limited, compared with other sources of relevant information. At best, screening test scores will 

indicate that further psychological evaluation is needed, which could often be better determined 

on the basis of careful observation and a thorough interview.  There is a danger of over-reliance 
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on single test scores. Single test scores can unfortunately appear to be objectively and 

numerically precise. A multidimensional approach to clinical assessment is considered the gold 

standard for formal assessment. Decisions should not be made on the basis of a single test score. 

Screening exams such as the MMSE pose a risk of producing both false positives and 

false negatives in conclusions about mental deficits related to relevant tasks. For example, a 

client with mobility problems (e.g., arthritis) may have a reduced MMSE score related to 

difficulty drawing pentagons or folding a paper.  This deficit has little relevance to the ability to 

prepare an advance directive. Such a conclusion would be a “false positive.” On the other hand, 

an individual who demonstrates excellent performance on the MMSE (knows the date, has good 

memory) but has a specific focused and unfounded delusion about a family member, which 

represents an acute psychosis, may lack testamentary capacity despite the high score. This is a 

“false negative.” 

When cognitive screening tests are used more than once, familiarity with the test can 

improve performance, even though one’s cognitive functioning has not improved. In a number of 

studies, cognitive screening alone has been found lacking sensitivity or specificity to many 

decisional tasks, such as medical decision-making.  It is likely to be much more relevant to 

evaluate the client’s understanding of the specific legal elements of capacity for the transaction at 

hand and consider the factors addressed above. 

 

 

 

*The information contained in this document was obtained from Assessment of Older Adults with Diminished 

Capacity: A Handbook for Lawyers published by the American Bar Association. 
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Keep in Mind... 

iMost Americans think of charitable giving as: 
"I Cash or writing checks 
‘i1 Gifts of used items 

UFew Americans are aware of: 
U Gifts of Securities or Real Estate or other assets 
11 Bequests and Beneficiary Designation Gifts 
i‘ Life — Income Opportunities 

Current Gifts 

i Cash 
‘i1 Matching Gifts 

I Securities 

"'- Real Estate
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Smithsonian Planned gifts are not new Institution 

‘l Last will of James Smithson, who died in 1829, left property in trust for a 
nephew, Henry Hungerford. After Henry's lifetime, the assets were t0 pass to his 
descendants; 

! Henry Hungerford died in 1835, leaving no heirs; 
! Provision that if Henry died without surviving descendants, the property would 

pass t0 “the United States of America to found an establishment for the increase 
and diffusion of knowledge among men" 

! Receiyed by U.S. in 1836: 11 boxes of British gold sovereign coins and other 
property valued at then $562,000 or 1.5% of the entire US. budget; 

! Ten years later, Congress and President James Polk enacted legislation that 
created the Smithsonian Institution 

! ...and now you know the rest of the story! 

Dual-Benefit Gifts 

i Charitable Remainder 
Trusts 

i Charitable Gift Annuities 
‘i Current 
i Deferred 

'l' Retained Life Estates 

'1 Charitable Lead Trusts
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Revocable After-Lifetime Gifts 

Ilihequerst in Will or Living Trust 
IGift of Retirement Assets 

‘Gift of Life Insurance 

‘Beneficiary Designation Gifts 

Bequests 

iA gift in a Will or Living Trust 
IBenefits include: 

' Retain use/ control of assets during life 
I Preserve Lifetime Flexibility ' Change Mind 
' Desire Charitable Deduction for your estate 
I Want t0 Achieve Charitable Purpose 
L" Simplicity
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Ways to leave a Bequest 
(have suggested bequest language available) 

UA specific amount 
"1 Ex. I bequeath $100,000 to (name) 

i‘A percentage of the estate 
[i1 Ex. I give 25% of my estate to (name) 

iLeave the remainder of the estate 
l Ex. I give the rest: and residue of my estate to 

(name) 

Die Without a Will? 

What happens when someone dies without a 
will - who gets the property? 

i State intestacy laws decide 
I Typically family; varies from state to state 
i Charity gets nothing
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Gifts of Retirement Assets 
(have beneficiary designation language and TIN) 

I Retirement Assets include: 
i Traditional IRAs 
‘ 401(k), 403(1)), Thrift Savings Plan and other 

employer sponsored plans 

I Benefits include: 
'- Retain usage and control during life 
l Flexibility of a revocable gift 
H Tax Benefits — give highest taxed asset to charity, leaving 

other assets for family 
I Simplicity — change beneficiary form 

A Special Case for IRA’s... 
' On December 18, 2015, the President signed legislation indefinitely extending 

the charitable IRA rollover, making it retroactive to Inn. 1, 2015. A gift that 
qualifies, technically termed a “qualified charitable distribution (“QCDQ 

' The IRA owner must be 70 1/2 01' older; 

I The transfer can be for no more than $100,000 , the amount may be smaller; 

' The QCD is not reported in your taxable income, but you receive no mx 
deduction; 

' Only applies to gifts from Individual Retirement Accounts and NOT from 401(k) 
plans or other tax-favored retirement planning vehicles; 

I Qualifies for the required minimum distribution. The transfer is made directly 
From a custodian or trustee to the charitable organization; 

" Discuss with your tax and financial adviser before initiating such a gift. 
" Opens discussion of a contingent beneficiary planned gift AFFER lifetime.
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Another Option — 

Testamentary Unitrust 
‘Donor wants to benefit children and charity 
I Fund a Testamentary Unitrust with IRA 
‘Trust setup in Will receives IRA at death 
‘Benefit children for lifetime or period of years 

‘When Trust ends, remainder goes to charity 
‘Revocable - Will can be changed during 
lifetime 

Gifts of Life Insurance 
(have beneficiary daignation language and TIN) 

‘i Two Ways t0 Give 
I" Name charity as beneficiary of a life insurance policy. 

(Revocable) 

‘I Change ownership and beneficiary of a life insurance 
policy to charity. (Irrevocable)

—1
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Who Gives Life Insurance? 

iBemeficiary Designation Gift: 
i Donor of any age who wants to use existing assets to 

make a gift at death 
I Donor who wants to leverage their current dollars into 

a larger gift in the future 

IlChange Ownership Gift: 
m Typically an older Donor who has no need for the 

death benefit for family 
'3 Wants policy out of Estate for tax purposes 
' Knows gift is irrevocable 
m Wants current income tax deduction 

Gift Agreements 

"1 Allow flexibility to the giver 

l‘ Agreements outline: 
E‘ Method of gift 
“ Purpose of gift 
1 Administration of gift
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A few words about documenting gifts 
"7b? rel! charity you 've made plans for a future estate gift? 

‘i Allows them to say “thank you” ; 

“ Option of anonymity; 
‘l Provides the opportunity t0 correct errors; e.g., legal 

name, illegal 0r prohibited terms and uses; 

'! Catch errors now vs. cost to repair later via court action. 
Dono'rs would rather funds be spent on charitable activities 

than legal costs; 

‘i With revocable gifts - you can still change your mind. 

;,. Current Gift 
' Bequest After Lifetime(s) 

‘ Charitable Remainder Unitrust
' 

~ Life Estate Reserved



Types of Real Estate Gifted 

'- Multi-Family Properties 
i Commercial Properties 
@ Industrial 
Q Farms 
l Ranches 
" ‘Timberland 
- Oil and Gas minerals 

Why People Give Real Estate 

' Charitable Intent 
° Reduce Maintenance & Maintenance Costs 
° Convert to Income Stream for Retirement 
° Reduce Property Taxes and Estate Taxes 
' When Choosing an Asset to Give, the asset with 

the greatest appreciation makes the most sense 
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R¢asons NOT t0 Accept Real Estate Gifts 

" Encumbercd by debt 

'3 Environmental issues 

i Fractured ownership, undivided interests 

* Easement and access issues 

1 Clouded title 
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Surface estate including minerals 
' Mineral estate only 

~ Royalty interest 

Overriding royalty 

V 

Most charities wouldnot accept-a gift of arwdrk'i'h'g' interest because offliabllrltyandQUBfI
E 

V 

congerns 

Term Royalty Deed 

E Deed for specific term based on time period or $ amount 
B Donor exempt from paying taxes 
i Donor retains royalty 

Q Donor impacts charity for a specific passion 

infigwt M;'_juj@_._;ifi_u_£_ r-L'iéi' V.- An‘11;’1:'f-"7f“dffq.i=sl'iiaflg§ijg‘7"’ 1 " 
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Outright Gifts 

i Fastest way to impact the charity when donating reai estate 
- Receive the maximum charitable income tax deduction — equal to 

the market value based on the Qualified Appraisal 
! Eliminates the management activities required for owning property 

"1' maintenance costs, taxes, insurance 

i Property liquidation process needs to be efflcient 
.. Income tax deduction 30% AGI if public, 20% if private foundation 

‘l Advantages: 
i' Keep and enjoy the property for a lifetime 

Have the knowledge that the proceeds from ultimate sale will 
greatly benefit the cause 

- No income tax deduction 

10/10/2017
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Life Estate Reserved 

W Advantages 
i Deed property 

Continue using the property 
. Receive significant charitable 

income tax deduction 
i Avoid the probate process 
. Income tax deduction based on 

donor age and AFR 
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Retained Life Estate 
Jana Aggie — Age 68 Joe Aggio- Age 61 

\l House 8. Farm 
$500,000 

m Charity 

' Deed to Charity - 

' Retain right to use 
. . ' Owner paw . 

' Tax deduction of 
$203,604 

maifllfiflaflm' lilXBfi ‘ ' After lifetime 
and Insurance ' Tun Lb“ endowment created 

IFIRIT AKD NWO’
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Charitable Remainder Unitrust 

1 Any type of real estate (can also fund with securities and cash) 
'l Usually highly appreciated 
" N0 desire to keep in family. Life income is preferred 

' Minimum 5% payout 

Income tax deduction based on donor age, payout rate and AFR 

CHARITABLE UNITRUST 
-Age 1o 

6% Unitrust 

One I Llle 

1. GM "at. all Tax-Fm. 2. UT annull 11mm "Mil! 8- II M "ml 584%. m8 6%. 
Bypln up to 8250.000 glln W mom Sillflllll ovur "mu growl by IIM'kJfleI 
mly nvo 550.000. Inml prior $00 Infill“. EIIIII'IIUOG um Ilh, Inn! pm 
ll: didllcilon “$232,215 mm In 11.0 w $545355. mu! will“ l0 chi-My. 
may aw 885.010. Ellen!" pmu nu 8.90%. 

v 

mud!) Impala
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. A couple bought a beautiful Hill 
Country Ranch. 

Q Kids, grandkids live far off, limited 
use vs. what they thought it would 
be; 

Decided to keep some of the 
ranch, sell some, and put the rest 
into a unitrust for 2 lives + term of 
years for sons. 

777?;fin-‘1TE-i-mPFw'L'i-Jflw-"m " ' 

Conclusion 
With any planned gift, be sure to consult first with your legal 

and financial advisors 

lE'



10/ 10/ 2017 

Questions and Discussion 
"Ladies and gentlemen, what those of us in planned giving want to do is he!p 

you make a gift so that you don't have to give up your fork until you are 
finished eating”. Preston Utterback 

Mark Browning '88, C.T.F.A. 

Gift Planning Officer 
mbrowmingéatx'amfoundation.com 

0r Linked In 

979845-75 94 

I/Vitb any planned gift, be sure to consult first with your legal and financial 
adw'sors

1T
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GREY DIVORCE
Estate planning considerations in elder divorce

WHY SHOULD WE BE TALKING ABOUT 

GREY DIVORCE?

� The Silver Tsunami! 

� This population used to be in a stable place in their 
lives when it came to estate planning, but not 
anymore... 
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CAUSES OF GREY DIVORCE

� Incompatibility
� Family issues with adult children

� Second and third (and fourth) marriages
� Dementia/Alzheimer’s
� People living longer (chronic health issues)
� “Traditional values” in decline 
� Viagra Divorce 

EFFECT OF DIVORCE ON ESTATE 

PLANNING DOCUMENTS

� Wills
� Trusts 
� POAs
� Beneficiary Designations
� PODs
� Jointly owned accounts
� Deeds
� Intestacy 
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What SHOULD happen in the divorce

� Marital Settlement Agreement (MSA) 
� QDRO’s
� Post-Divorce “To Do” List
� Life insurance to secure alimony

� Practice Tip: For the next marriage- your client 
should consider a pre-nup to protect the rest of his or 
her retirement assets

RELEVANT STATUTES

� Domestic Relations Statutes:
� § 40-4-7
� § 40-4-20

� Probate Statutes: 
� § 45-2-802
� § 45-2-804
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WILLS AND TRUSTS

• § 45-2-802 and § 45-2-804
• Divorced spouse devisees 
• Treated as predeceased 

• Serve as Personal Representative or Trustee? 

• Legal Separation Agreement 
• Revoke a Will or Trust?
• Spousal allowances? 
• UPC comments

BENEFICIARY DESIGNATIONS: 

RETIREMENT & INSURANCE POLICIES

• ERISA

• NON-ERISA

• Consent of new spouse

• What does the MSA say? 
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JOINT OWNERSHIP OF BANK ACCOUNTS

• NO revocation statute for bank accounts

• Equitable claim by estate or reopen the divorce?

• Payable on death designation, post-divorce?  

DEEDS AND JOINT TENANCY

• 45-2-804- tenants in common

• TODD
• Equitable claim by the estate or reopen the divorce? 
• New Will?
• What does the MSA say? 

• Practice Tip: Do property searches for real property 
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INTESTACY 

• Divorced spouse is treated as predeceased 

HOW TO FIX DIVORCE SCREW UPS

• Use § 40-4-20?

• Open probate case?

• What if no one squawks? 
• (Do it anyway)



10/26/2017

7

POWERS OF ATTORNEY

• Post-divorce:  45-2-804(B)(1)(c) 

• Pending divorce: inherent conflict of interest, but unclear

Practice Tip: Is your client mid-divorce? New POAs!

GUARDIANSHIP AND 

CONSERVATORSHIP

• Family Disaster Scenarios 

• Guardian-initiated divorce
• Competency as defense to initiating divorce 

• Guardianship during divorce 

• What will judges do? 
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DEATH DURING DIVORCE

• § 40-4-20 
• Failure to divide or distribute property on the entry of a decree of 

dissolution of marriage or separation; distribution of spousal or child 
support and determination of paternity when death occurs during 
proceedings for dissolution of marriage, separation, annulment of 
marriage or paternity

• Oldham v. Oldham, 247 P.3d 736, 2011 –NMSC-007 

• Trinosky v. Johnstone, 252 P3.d 829, 2011 –NMCA- 045

• Rule 1-041 NMRA 1978 (discretionary to Court) 

Still want your divorced spouse to 

serve/receive?

• Reaffirm your documents! 
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MEDICAID PLANNING

• Estate recovery

• Effect of Spenddown on Community Spouse

• Divorce as a Medicaid planning tool? 

PRESENTED BY MARTHA KASER AND BRIDGET MULLINS

2424 Louisiana Blvd NE, Suite 200
Albuquerque, New Mexico 87110
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mkaser@pbwslaw.com
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TALES FROM THE DARK SIDE: 

DRAFTING ISSUES FROM THE FIDUCIARY PERSPECTIVE 
Benjamin H. Pruett 

Bessemer Trust 

Introduction 

The following materials come from the author’s observations since leaving private 
practice to join the fiduciary side of the trusts and estates profession.  The issues 
addressed are all matters that the author has encountered, both good and not so good. 

Most of the suggestions in these materials assume that the trust in question is 
designed to last a very long time, either to the end of any applicable Rule Against 
Perpetuities period, or indefinitely, where no such rule applies, thus increasing the 
likelihood that during the term of the trust, circumstances, including both beneficiary 
personal circumstances and governing law, will change, and in ways not foreseen at the 
time the trust instrument was written.  Moreover, the assumption here is that it is 
desirable to provide flexibility without necessity of court involvement, thus avoiding 
potentially significant delay, expense, and public disclosure of facts that are usually better 
left within the family.1  While one occasionally still encounters situations where heavy 
oversight by a court is necessary or desirable, the trend in this country is clearly away 
from such oversight, with a view toward allowing all parties interested in a trust to 
address their issues by agreement, where possible, rather than by court order. 

Many of the sample provisions in these materials bestow very broad discretion upon 
trustees, so, as discussed in more detail below, it is of critical importance that trustees be 
given adequate guidance as to how the settlor intends for such powers to be exercised. 

Acknowledgements 

The author wishes to thank his colleagues, Steve Akers, Mark Parthemer and Vanesa 
Hernandez for their thorough review of, and additions to these materials. 

Uniform Trust Code 

Many references are made in these materials to the Uniform Trust Code (“UTC”).  
Some version of the UTC has been enacted in more than half of the states and the District 
of Columbia,2 other versions are under consideration in several other states, and still 
other states that have declined to enact a version of the UTC have nevertheless borrowed 
from the UTC.3  Many UTC provisions make good “go-by” provisions for drafting in 

                                                 
1 See, e.g. the comment to UNIF. TRUST CODE § 111 (2005), stating that “resolution of disputes by 
nonjudicial means is encouraged.” 

2 As of 2016, 33 states and the District of Columbia have enacted a version of the UTC. 

3 See, e.g., The Revised Georgia Trust Code of 2010, GA. L. 2010, p. 579, Codified at Title 53, Chapter 12 
of the Official Code of Georgia Annotated (hereinafter O.C.G.A.), which is a comprehensive rewrite of 
Georgia’s trust statutes, and 760 ILL. COMP. STAT. 5/16.1, which is a “virtual representation” statute based 
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non-UTC jurisdictions, or for drafting in UTC jurisdictions in contemplation of a change 
of situs and governing law to a non-UTC jurisdiction. 

Reliance on State Law 

The UTC and the statutes of many non-UTC jurisdictions include many helpful 
provisions that are discussed below, but drafters may want to include certain provisions 
in trust agreements nevertheless, rather than relying upon state law, for two reasons. 

First, as discussed more fully below, it is possible to improve upon some provisions 
of state law in the drafting process.  For example, these materials include sample “virtual 
representation” provisions that are similar to, but broader than, the provisions of the 
UTC. 

Second, there is always a possibility that the situs, principal place of administration, 
and law governing administration of the trust may change in the future, after which the 
default provisions of the newly governing state law may be less favorable, or simply 
different, than those under the laws that initially governed the trust. 

Note, however, that when including provisions in a document that otherwise may be 
governed by the default provisions of governing state law, it may be advisable to specify 
whether the intent is that the document provision replaces the state law provision, such 
that only the document provision applies, or that the document provision is in addition to 
the state law provision. 

State Specific Sources 

These materials refer to many provisions of the law of Georgia,4 which is not a UTC 
jurisdiction, and to the law of Virginia,5 which is a UTC jurisdiction; although, like all 
versions of the UTC enacted by states, there are some differences between the Virginia 
version and the uniform act.  The author claims no specialized experience in any 
particular state, but has attempted to cite to the laws of certain jurisdictions as examples 
of alternative statutory provisions that may be applicable. 

I. Amendments and Codicils:  Just Say “No”; A Plea from the Poor Fiduciary 

Much of this material is devoted to the ability to make changes and adjustments 
along the way to deal with changing circumstances.  Obviously, in the case of wills 
and revocable trusts, such changes can be made any time, as long as the testator or 
settlor is still living and possesses sufficient capacity.  In that regard, the author 
humbly asks, nay, begs on bended knee, an indulgence: 

                                                 
upon the UTC provisions regarding both nonjudicial settlement agreements and virtual representation 
discussed below. 

4 Where the author lived for 43 years and practiced law for 18 years. 

5 Where the author currently resides. 
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Please, please, please resist the urge to engage in significant 

modification of wills and revocable trusts by codicil or amendment, as opposed to 
simply writing a new will or restating a revocable trust in its entirety.  Rarely, if ever, 
is a codicil or amendment a better choice than a complete restatement, especially 
given the ease with which new documents can be produced in our modern, 
technological age.  Long gone are the days when producing an entirely new will, 
rather than a codicil, required some overworked secretary to re-type dozens of pages 
of text on an Underwood manual typewriter. 

If codicils and amendments are to be used, they should be limited to changes that 
are relatively minor and uncontroversial.  If the changes in any way adversely affect 
any beneficial interest in the original document, or require more than one or two 
pages, serious consideration should be given to a complete rewrite.  To be sure, the 
author’s interest in this subject is somewhat selfish,6 since administering a document 
that includes multiple and substantial modifications can be quite cumbersome.  
However, it is worth noting that frequent and substantial modification of wills and 
trusts by codicil or amendment also gives rise to a significant risk of error, disclosure 
of information or evidence of a change of heart that otherwise would be better kept 
secret and, of course, the ever-present risk of fiduciary exasperation. 

A. Appendix:  A Codicil Too Far 

By way of demonstration, the Appendix to these materials is a copy of a will, 
as amended by two (2) codicils.  Please note:  The copies of the pages have been 
reduced to itty-bitty size so that 16 pages of the will are shown on a single page of 
the Appendix.  This is not a misprint, and you are not supposed to be able to read 
the provisions of the will.  The purpose of the Appendix is merely to demonstrate, 
graphically, how much of the original will was changed by the first codicil, and 
how much of the first codicil was further changed by a second codicil.7  It should 
be noted that this will was originally written in 2002, well within the modern 
technological era, so the extensive changes by codicil cannot be justified by 
deference to a bedraggled secretary. 

Note that the original will consisted of seventeen pages, four of which (nearly 
25 percent) were eliminated by the later codicils.  The first codicil consists of 
eleven pages demonstrating rather substantial modification of the will.  Moreover, 
more than half the first codicil was eliminated or changed by the second codicil, 
which consisted of seventeen pages of text (as many pages as the entire original 
will), demonstrating even more substantial modification than the first codicil.  In 
the author’s humble opinion, each of these modifications was well beyond 
anything that should be dealt with by mere codicil.  Moreover, the changed 
provisions mostly deal with who gets what (rather than mere administrative 

                                                 
6 After all, remember that this discussion is presented from the fiduciary’s point of view. 

7 Even if you could read the print, information that might identify the testator or the testator’s family has 
also been redacted. Pages consisting only of signatures and notary blocks have also been omitted. 
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provisions), and changes to who gets what no doubt tend to cause the most 
litigation. 

It is understandable that clients who wish to update their planning often prefer 
a codicil or amendment to a complete rewrite, since they do not wish to read, let 
alone pay for, an entirely rewritten instrument.  However, it has been the author’s 
experience, as well as the experience of many other practitioners with whom the 
author has spoken, that extensive amendments can actually require more (billable) 
time than simply starting over with the practitioner’s current “form” document 
and tailoring it to the client’s current wishes, especially where the original 
instrument was prepared by another attorney or is several years old.  Presumably, 
most practitioners are familiar with the terms of their own forms, and therefore do 
not need to scrutinize the terms of those documents for each client to the same 
extent as would be necessary for a document prepared by another lawyer. 

In any event, extensive amendment by codicil can present many “traps” for 
both the attorney and the client, as demonstrated by two Georgia decisions. 

B. Honeycutt v. Honeycutt 

In Honeycutt v. Honeycutt,8 the testator’s original will left his residuary estate 
to his wife, if she survived, otherwise equally to his three children.  Following the 
testator’s divorce, he executed a codicil in which he made specific bequests of 
$500 to each of his children and then stated that his (pre-divorce) will otherwise 
“shall remain in full force and effect,” but without any specific reference to the 
residuary bequest to the ex-wife.  After testator died, the ex-wife offered the will 
and codicil for probate, claiming entitlement to the entire residue after the $1,500 
of specific bequests to the children.  The children argued that since the will 
predated the divorce and did not contemplate divorce, the ex-wife is treated as 
predeceased and the children were entitled to the residue,9 because the language 
of the codicil did not expressly republish the pre-divorce will.  The ex-wife 
argued that the “shall remain in full force and effect” language validly re-
published the will as a post-divorce will.  The Georgia Supreme Court agreed 
with the ex-wife and held that she was entitled to the residue.  This is probably 
what the testator intended, since there would be no point to the specific bequests 
to the children if they were to receive the entire residue anyway. 

C. Dyess v. Brewton 

In Dyess v. Brewton,10 the decedent executed a will in March 2000, then 
executed a new will in May 2000, expressly revoking the March will.  Twenty 
months later, the testator executed a codicil, including express republication 
language, referring to the March will, both by date and by reference to the 

                                                 
8 Honeycutt v. Honeycutt, 284 Ga. 42, 663 S.E.2d 232 (2008). 

9 O.C.G.A. § 53-4-49 provides that divorce does not result in revocation of a will that does not expressly 
contemplate divorce, but it does result in the spouse being treated as having predeceased the testator for all 
purposes of the will. 

10 Dyess v. Brewton, 284 Ga. 583, 669 S.E.2d 145 (2008). 
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witnesses, but the codicil did not revoke, or otherwise mention, the May will.  The 
original of the codicil was found with the original of the May will, and the 
attorney stated in an affidavit that the reference to the March will was merely 
scrivener’s error, because the testator intended to modify the May will.  Those 
who fared better under the March will argued that it had been revived, and those 
who fared better under the May will argued that the May will still controlled.  The 
Georgia Supreme Court held that the May will should stand and that the March 
will had not been revived.  Again, this was probably consistent with the testator’s 
intention. 

D. Observations 

Both Honeycutt and Dyess probably reached the right result in the end, but not 
until after extensive litigation to resolve issues that simply would not have arisen 
had the testators in each case simply executed new wills, rather than attempting to 
use codicils to modify existing wills.  Moreover, it bears noting that while Dyess 
does not discuss what claims, if any, were brought against the attorney for his 
drafting error, the attorney was no doubt in a very awkward position.  Certainly, 
the attorney’s fees that were incurred by the parties in litigating these cases more 
than offset any cost savings resulting from the testators’ use of codicils, rather 
than new wills. 

II. Avoiding Challenge – In Terrorem Provisions 

A. Will of Wolgith – An Oldie, But a Goodie 

“No contest” provisions can be very helpful in those states that honor such 
provisions, to prevent disgruntled relatives from litigating in an effort to sidestep 
the testator’s or settlor’s wishes.  Moreover, such provisions have a long and 
honorable history.  The following provision, from the Will of Wolgith, is an 
example of an in terrorem provision that dates back to 1046: 

beryaui þe hic nu biqueþen habbe. a Godes ywitnesse; beryaued he worþe 
þises erthliche mergþes and ashiregi hine se almigti drigten. þe alle shepþe 
yshop. and ywrogte. vram alre halegene ymennesse. on domesday. and sy 
he bytagt Satane þane diefle. and alle his awargede yueren into helle 
grunde. and þer aquelmi mid Godes wiþsaken bute ysuyke and mine 
irfnumen neuer ne asuenche þisses is to ywitnesse Edward king and manie 
oþre. 

For those hopelessly ignorant among you who do not happen to read Old English, 
the following translation of this provision is offered: 

He that bereaves my will, which by God’s permission I have now made, let 
him be bereaved of these earthly joys; and may the Almighty Lord -- cut him 
off from all holy men’s communion in Doomsday; and be he delivered to 
Satan, the Devil and all his cursed companions to hell’s bottom, and there be 
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tortured, with those whom God has cast off or forsaken, without intermission, 
and never trouble my heirs.11 

Can the reader improve upon that? 

B. Avoiding Overkill with In Terrorem Provisions 

The usual goal of “no-contest” provisions is to prevent a caveat to a will by a 
legal heir who would take more from the estate under rules of intestacy than under 
the terms of the will.  Likewise, in the case of an inter-vivos trust, there may be 
concerns that the validity of the trust, or some aspect of the trust, may be 
challenged to bring about a result that is contrary to the testator’s or settlor’s 
wishes.  Therefore, the provision serves as a disincentive to challenge the validity 
of the document, because an unsuccessful challenge will result in the challenger 
receiving nothing at all, rather than the benefit originally provided.  Of course, in 
terrorem provisions are only effective if the potential challenger stands to lose 
something under the document as presented. 

A somewhat disturbing trend has emerged over recent years where trustees 
have asserted that any challenge to the trustee’s actions, or any proceeding 
brought with respect to a trust, triggers the in terrorem provision, often broadly 
written, even if the beneficiary is not challenging the terms of the instrument, but 
is merely seeking clarification of the meaning or seeking to ensure that the trustee 
is properly carrying out its obligations.  As a result, some states have enacted 
statutes, or are considering statutes, that expressly limit the effect of an in 
terrorem provision so that, irrespective of how it is written, no beneficiary will be 
penalized for any action seeking clarification or instructions, or seeking to enforce 
the trust in the face of alleged trustee misconduct. 

Accordingly, the author recommends that conditions in terrorem be drafted 
more narrowly, and explicitly, so that the provision will only be triggered by a 
challenge to the validity of the instrument or provision, but will not be triggered 
by any action for clarification or instruction, and certainly not for any action 
alleging a breach of trust. 

Sample Provision: 

In Terrorem Provision 

Any beneficiary who commences any action 
challenging the validity of this instrument will 
thereafter be deemed to have predeceased all 
other beneficiaries hereunder, and any benefit 
for such person shall thereafter pass or be 
administered as if such challenging beneficiary 
had predeceased.  This provision shall apply only 
to actions challenging the validity of this 
instrument or any provision thereof, and this 
provision shall not apply to any action seeking 

                                                 
11  Will of Wolgith, A.D. 1046, translation from Charles Watkins, Esq., The Law of Tenures, Including the 
Theory and Practice of Copyholds (1796). 
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to construe any provision of this instrument or 
any action to enforce this instrument as written, 
whether against a then-acting fiduciary or 
otherwise. 

III.  Grantor Trust Status:  “Trigger” and Avoidance Provisions 

The income tax status of a trust is of obvious and critical importance to both the 
settlor and the fiduciary, to make sure that everyone is “on the same page” as to who 
bears the responsibility for the income tax on the trust’s income.  In most cases, it is 
clear whether a trust is a grantor trust, treated as owned by the settlor (or some other 
person) for federal income tax purposes, or a non-grantor trust that is responsible for 
its own income taxes, to the extent income is not distributed out in a given year. 

Structuring a trust as a grantor trust can significantly increase the wealth transfer 
potential of the trust, since the settlor’s payment of income tax liabilities associated 
with the trust allows the trust value to grow on a “tax free” basis, reduces the settlor’s 
gross estate by the amount of the settlor’s income tax payments, without the settlor 
being treated as having made a taxable gift,12 and facilitates transactions, including 
installment sales, between the settlor and the trust, without the settlor recognizing 
capital gains or interest income. 

On the other hand, some settlors do not wish to be responsible for a trust’s income 
tax liability, or they want to make sure they can terminate grantor trust status in the 
future, in which case it is important to make sure that any lurking circumstance that 
might cause grantor trust status is effectively negated when grantor trust status is no 
longer desirable. 

Where grantor trust status is intended, the trust will include one or more of the 
well-known “trigger” provisions that intentionally cause grantor trust status.  In such 
cases, it is critical that the trigger provision is drafted to include every provision 
necessary to ensure grantor trust status, but without any provision that will cause 
unintended, and undesirable, consequences.  Likewise, where grantor trust status is 
not intended, or needs to be terminated, it is critical to make sure that all potential 
triggers are adequately negated, but without undesirable and unintended 
consequences. 

A. Grantor Trust Trigger Provisions 

A detailed and thorough discussion of all of the circumstances that can cause 
grantor trust status is beyond the scope of these materials, so this discussion is 
limited to drafting issues that are known to be effective, as well as those that are 
known to be problematic.13  Many attributes of a trust that would cause grantor 

                                                 
12 In Rev. Rul. 2004-64; 2004-2 C.B. 7 (Jul. 6, 2004), the IRS changed its prior position on this issue, and 
held that a trust need not reimburse the grantor of a grantor trust for any income tax liability, and that the 
grantor’s payment of such income tax liability did not constitute a gift transfer to the trust. 

13 For a thorough discussion of various methods of causing grantor trust status, see Stephen R. Akers, 
Jonathan G. Blattmachr, and F. Ladson Boyle, Creating Intentional Grantor Trusts, 44 REAL PROP. TR. & 

EST. L. J. 207 (2009). 
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trust status will also cause the trust property to be included in the settlor’s gross 
estate for estate tax purposes, so those attributes are not suitable where the goal is 
grantor trust status for income tax purposes only. 

1. Corpus Substitution Power 

The most popular trigger in use today is the nonfiduciary corpus 
substitution power under I.R.C. § 675(4)(C): 

The grantor shall be treated as the owner of any portion of a trust in 
respect of which - A power of administration is exercisable in a 
nonfiduciary capacity by any person without the approval or consent of 
any person in a fiduciary capacity . . . to reacquire the trust corpus by 
substituting other property of an equivalent value. 

The author strongly prefers this particular trigger provision because there is 
reliable guidance both confirming the efficacy of the provision and providing 
a “road map” as to how to draft to avoid adverse estate tax consequences. 

a. Power May Be Held by Any Person 

While the use of the term “reacquire” might indicate that the power 
may only be held by the person who originally contributed the property, 
the IRS has confirmed that the words “any person” in the statute means 
that the power need not be held by the settlor, which may be important 
where there is some reason the power should not be held by the settlor.14 

b. Rev. Rul. 2008-22 - No Estate Inclusion under I.R.C. §§ 2036 or 2038 

While many grantor trust triggers will also trigger inclusion in the 
settlor’s gross estate, the IRS has laid to rest any concerns that a corpus 
substitution power held by the settlor will cause the property subject to the 
power to be included in the settlor’s estate.  In Rev. Rul. 2008-22, the IRS 
ruled as follows: 

A grantor's retained power, exercisable in a nonfiduciary 
capacity, to acquire property held in trust by substituting property 
of equivalent value will not, by itself, cause the value of the trust 
corpus to be includible in the grantor's gross estate under § 2036 
or 2038, provided the trustee has a fiduciary obligation (under 
local law or the trust instrument) to ensure the grantor's 
compliance with the terms of this power by satisfying itself that 
the properties acquired and substituted by the grantor are in fact 
of equivalent value, and further provided that the substitution 
power cannot be exercised in a manner that can shift 
benefits among the trust beneficiaries.  A substitution power 
cannot be exercised in a manner that can shift benefits if:  (a) the 
trustee has both the power (under local law or the trust 

                                                 
14 See Rev. Proc. 2007-45, 2007-29 I.R.B. 89 (June 22, 2007) and Rev. Proc. 2008-46, 2008-30 I.R.B. 224 
(July 28, 2008), in which the IRS issued sample inter vivos charitable lead trust forms, and suggested 
achieving grantor trust status by giving a corpus substitution power to someone other than the grantor, since 
the grantor is a “prohibited person” who should not hold such a power with respect to a charitable trust.  
Additionally, the IRS has issued numerous private letter rulings holding that a trust is a grantor trust under 
Section 675(4)(C) even though the holder of the power was not the grantor. 
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instrument) to reinvest the trust corpus and a duty of impartiality 
with respect to the trust beneficiaries; or (b) the nature of the 
trust's investments or the level of income produced by any or all 
of the trust's investments does not impact the respective 
interests of the beneficiaries, such as when the trust is 
administered as a unitrust (under local law or the trust 
instrument) or when distributions from the trust are limited to 
discretionary distributions of principal and income.15 

The first condition, the trustee’s duty to ensure equivalent value, is 
probably satisfied as a matter of law in almost all, if not all, cases, because 
the settlor’s power to substitute, without the trustee’s consent, is 
conditioned upon the substituted property being of equivalent value, and 
the trustee’s general duty to protect the trust property would require the 
trustee to take reasonable steps to ensure equivalent value.  The second 
condition, prohibiting the shifting of benefits, will also apply in almost all 
cases, unless a trustee is prohibited by the trust from selling some asset 
(which is ill-advised) or the substituted property is subject to some outside 
restriction that would prevent its sale. 

Some practitioners “carve out” a specific exception for controlled 
corporation stock, which can be included in the estate under Section 
2036(b) if the settlor retains the right to vote such stock, even though the 
ruling clearly addresses estate inclusion under Section 2036, meaning all 
of Section 2036, because the ruling is in no way limited to 2036(a).  The 
point of the ruling, as well as Rev. Rul. 2011-28, discussed below, is that 
no rights or powers of ownership over property will be attributed to the 
settlor merely because the settlor retained the right to acquire the property 
by paying fair market value.  Not only is such an exception not necessary, 
it may be counterproductive, because if the substitution power is not 
exercisable as to a particular asset, then that portion of the trust may not be 
a grantor trust, unless some other trigger provision applies. 

c. Rev. Rul. 2011-28 – No Estate Inclusion under I.R.C. § 2042 

A corpus substitution power may safely be held with respect to life 
insurance on the life of the power holder.  In Rev. Rul. 2011-2816 the IRS 
ruled that as long as the requirements of Rev. Rul. 2008-22 are satisfied, 
an insured’s power to reacquire a policy on his own life would not be 
considered an “incident of ownership” in the policy, nor would any other 
incidents of ownership be attributed to the insured (prior to actually 
exercising the power). 

As was the case with controlled corporation stock, discussed above, 
some practitioners continue to except life insurance from a corpus 

                                                 
15 Rev. Rul. 2008-22, 2008-1 C.B. 796 (Apr. 21, 2008) (emphasis added). 

16 Rev. Rul. 2011-28; 2011-49 I.R.B. 830 (Dec. 5, 2011). 
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substitution power, even though it is clearly not necessary and, as 
discussed above, is probably counterproductive. 

d. Drafting Tip – Selective Plagiarism and Magic Words 

The best way to ensure that a trust provision meets all of the 
requirements of a statute or a ruling is to use the words of the statute itself, 
which should include all of the “magic words” necessary to accomplish 
the desired result.  For example, a corpus substitution power must be held 
in a nonfiduciary capacity.  If the trust is silent as to whether the power is 
fiduciary or nonfiduciary, there may be a presumption that the power is 
held in a fiduciary capacity, unless the trust agreement expressly says 
otherwise.17 

e. Drafting Tip – Tell Me What You Want and I’ll Give It To You 

One of the most fundamental charges to a court of equity construing a 
trust is to carry out the intent of the settlor, to the extent that such intent 
can be determined.  One would think that by quoting directly from the 
statute, the intent of the settlor to fit within the statute would be clear, but 
courts don’t always see it that way.  Therefore, if the purpose of the corpus 
substitution power, or any other grantor trust trigger, is to achieve grantor 
trust status without causing estate inclusion, then the best practice is to say 
so, to avoid any construction that may be contrary to that intent. 

Sample Provision 

Corpus Substitution Power 

The settlor shall have the power, 
exercisable in a nonfiduciary capacity 
without the approval or consent of any 
person in a fiduciary capacity, to 
reacquire the trust corpus by substituting 
other property of an equivalent value.  
Such power shall be exercisable at any time 
and from time to time, with respect to all 
or any part of the trust corpus. 

The trustee shall have the fiduciary 
obligation to ensure the settlor’s 
compliance with the terms of this power by 
satisfying itself that the properties 
acquired and substituted by the settlor are 
in fact of equivalent value. 

                                                 
17 For example, Delaware’s directed trust statute, 12 Del. C. § 3313, provides that “where 1 or more 
persons are given authority by the terms of a governing instrument to direct . . . a fiduciary's actual or 
proposed investment decisions . . . or other decision of the fiduciary, such persons shall be considered to be 
advisers and fiduciaries when exercising such authority provided, however, that the governing instrument 
may provide that any such adviser (including a protector) shall act in a nonfiduciary capacity.” 
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The foregoing power shall not be 
exercised in a manner that can shift 
benefits among the trust beneficiaries. 

The settlor intends that this power 
shall cause the trust to be treated as 
owned by the settlor for federal income tax 
purposes pursuant to Internal Revenue Code 
Section 675(4)(C), and that this trust 
comply with all requirements of Rev. Ruls. 
2008-22 and 2011-28, so that no property of 
this trust be included in the settlor’s 
gross estate for federal estate tax 
purposes including, without limitation, 
under Internal Revenue Code Sections 2036, 
2038, 2041 or 2042.  Accordingly, the 
foregoing power shall be exercisable only 
in a manner that is consistent with the 
settlor’s intent. 

The first paragraph is quoted, almost verbatim, from I.R.C. § 
675(4)(C), to ensure that the terms of the power align exactly with the 
requirements of the statute.  The second and third paragraphs are likewise 
drawn directly from Rev. Rul. 2008-22, to ensure that the requirements for 
avoiding estate inclusion are all satisfied.  Finally, if, for any reason, the 
direct quotes are not sufficient to convey the settlor’s intent, the final 
paragraph expressly states the settlor’s intent to cause grantor trust status 
without estate inclusion, so that such intent may guide any construction of 
the trust terms that may be necessary. 

2. Power to Add Beneficiaries 

I.R.C. § 674(c)(2) provides that a trust will be a grantor trust if any person 
has a power to add to the class of trust beneficiaries, other than after-born 
children.  Therefore, a power to add beneficiaries is sometimes included as a 
grantor trust trigger, although it is usually limited to adding only charitable 
beneficiaries (in an effort to avoid its actually being exercised).  The author 
disfavors this power and recommends extreme caution in its use, for several 
reasons. 

First, whether the power is effective to establish grantor trust status may 
well depend upon who holds the power.  The plain language of the statute 
indicates that it applies if any person holds the power.  However, many trusts 
grant this power to the trustee or to some other non-trustee fiduciary, such as 
a trust protector or advisor.  If the power is held by any fiduciary, especially a 
trustee, the power may be deemed to be illusory, because there is no way the 
trustee can add beneficiaries to the trust without potentially impairing the 
interest of the present beneficiaries, which would be a breach of the trustee’s 
duty of loyalty to the existing beneficiaries.  A power that cannot legally be 
exercised may not be considered a valid power. 
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Second, this power could be disastrous if held by the settlor, since the 
power to add beneficiaries may well be considered a power to designate who 
will possess or enjoy the property, which would cause estate inclusion under 
Section 2036(a)(2). 

Finally, as discussed in more detail below, if the power is held by 
someone other than the settlor, it may be more difficult for the settlor to 
terminate the power, should it be desirable to terminate grantor trust status. 

3. Power to Lend to Settlor without Adequate Interest or Security 

I.R.C. § 675(2) provides that a trust will be a grantor trust if the settlor or a 
nonadverse party (including a trustee) or both has to the power to enable the 
settlor to borrow from the trust without adequate interest or security, unless 
the trustee is generally authorized to make such loans to others. 

A potential danger with this trigger is that it could result in the trust 
property being included in the settlor’s gross estate, if the ability to borrow on 
favorable terms is viewed as a retained benefit or enjoyment of the transferred 
property under Section 2036. 

Even if the estate inclusion issue is resolved, the ability to lend to the 
settlor on favorable terms will not be an effective grantor trust trigger if the 
trustee generally has the authority to lend to others for inadequate interest or 
security, which is often the case, especially with regard to beneficiaries.  In 
fact, there is a discussion later in these materials advocating that the trustee be 
given just such a power with respect to beneficiaries, and thus this trigger may 
not be reliable to cause grantor trust status. 

4. One Trigger is Enough 

As expressed by one of the great philosophers of all time, Mary Poppins, 
“enough is as good as a feast.”  The above referenced grantor trust triggers 
other than the corpus substitution power are often included as additional 
triggers, although the reason for additional triggers is not clearly evident 
except, perhaps, where certain assets of the trust have been excepted from the 
corpus substitution power which is wholly unnecessary in any event.  The IRS 
has confirmed that corpus substitution powers, whether held by the settlor or 
anyone else, are sufficient to cause grantor trust status.18  The IRS has stated 
from time to time that whether the power is truly held in a fiduciary or 
nonfiduciary capacity will depend upon the facts of each case, but so long as 
the power is expressly held in a nonfiduciary capacity and is not held by 
anyone who is otherwise a fiduciary, the efficacy of the power should not be 
an issue. 

                                                 
18 See note 13, supra, regarding sample charitable lead trust forms published by the IRS, where the sole 
grantor trust trigger was a corpus substitution power. 
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B. Critical Considerations for Grantor Trust 

1. Avoiding Estate Inclusion – Negating a Right to Reimbursement 

The IRS has ruled that if the settlor has the right to be reimbursed for any 
income tax incurred from a grantor trust, the trust assets will be includable in 
the settlor’s estate under section 2036(a).19  Therefore, to eliminate this risk, 
any such right should be expressly negated. 

Sample Provision 

Negating Right of Reimbursement 

The grantor shall have no right to be 
reimbursed from the trust for any income tax 
liability incurred by the grantor with respect 
to the taxable income of the trust. 

While it would be an unusual circumstance for any right to reimbursement to 
be implied, where not specifically stated, the consequences of such a right are 
sufficiently undesirable to eliminate the issue entirely. 

Note, however, that to avoid estate inclusion, only the settlor’s right to 
reimbursement need be negated.  The trustee’s discretion to reimburse the 
settlor need not, and probably should not, be negated because there are 
circumstances where the trustee can have such a power, without adverse 
consequences to the settlor, as discussed in the next section. 

2. Trustee Discretion to Reimburse Settlor for Taxes 

Rev. Rul. 2004-6420 provides that if the trustee holds a discretionary 
power to reimburse the settlor for part or all of the settlor’s income tax 
liability resulting from grantor trust status, that discretion will not, in and of 
itself, cause estate inclusion under Section 2036(a)(1).  However, the ruling 
also states that such a discretionary power, coupled with other facts and 
circumstances, may result in estate inclusion.  Examples of such other facts 
and circumstances are: 

□ If there is evidence of any arrangement or understanding between the 
settlor and the trustee as to when and under what circumstances the trustee 
will exercise such discretion, the trustee’s power may be viewed as not 
genuinely discretionary. 

□ If the settlor has the power to name himself or herself as successor trustee 
and, having done so, would have the power to reimburse himself or 
herself, such a retained power would likely be viewed as a retained power 
under Section 2036. 

□ If the trustee’s discretion to reimburse the settlor would expose the trust 
property to the claims of the settlor’s creditors, estate inclusion may result. 

                                                 
19 Rev. Rul. 2004-64. 

20 Rev. Rul. 2004-64; 2004-2 C.B. 7 (Jul. 6, 2004). 
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♦ The statutes of many jurisdictions provide that with respect to a self-
settled trust, meaning any trust to which the settlor contributes 
property and from which any distributions to the settlor are permitted, 
“creditors . . . of the grantor may reach the maximum amount that can 
be distributed to or for the grantor’s benefit during the grantor’s life . . 
..”21  If the settlor’s creditors have the authority to seize any trust 
assets as a result of the trustee’s power to reimburse the settlor, the 
result may be inclusion in the settlor’s estate under Section 2036. 

♦ However, an increasing number of jurisdictions provide specific 
exceptions to the “self-settled trust” rule where the trustee’s discretion 
to distribute to the settlor is limited to the reimbursement of income 
tax liability attributable to the grantor trust.22 

♦ Therefore, great care is required when including such a provision, 
because the same provision that would be “safe” for a trust 
administered in Virginia could become problematic if the trust were to 
later be administered in Georgia.  It should be possible to address this 
issue by declaring that the trustee’s power to reimburse will only be in 
effect when it will not create adverse tax consequences for the settlor. 

Sample Provision: 

Discretion to Reimburse Grantor 

Any trustee who is not the grantor 
or related or subordinate to the 
grantor shall have the power, in its 
sole and absolute discretion, to 
reimburse the grantor for all or any 
part of any federal, state or other 
income tax liability incurred by the 
grantor with respect to the income of 
the trust, provided, however, that the 
trustee shall have no such discretion 
or power to the extent that such 
discretion would cause any trust 
property to be subject to the claims 
of the grantor’s creditors or 
otherwise includable in the grantor’s 
gross estate for federal estate tax 
purposes.  No trustee shall be under 
any duty to exercise or refrain from 
exercising such power, and no trustee 
shall incur any liability to any 
person interested in this trust for 

                                                 
21 UNIF. TRUST CODE § 505(a)(2) (2005); O.C.G.A. §53-12-82(2). 

22 See VA. CODE ANN. § 64.2-747.A.2. 
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any exercise, or failure to exercise, 
such power. 

Note that the foregoing power is only exercisable by a trustee who is not 
the settlor nor related or subordinate to the settlor, thus eliminating the 
possibility that the settlor would ever hold the reimbursement power. 

The provision also exculpates the trustee from liability, if any beneficiary 
is inclined to claim that reimbursing the settlor when the trustee is not 
compelled to do so is not in the best interests of the beneficiaries.  Even 
without such a provision, the exercise of a tax reimbursement power may be 
easily justified, from a fiduciary standpoint, if the alternative is that the settlor 
will terminate grantor trust status permanently.  The whole point of a 
reimbursement provision is that it will likely be used only under unusual and 
extraordinary circumstances, such as an extraordinarily large capital gain, or a 
year in which the settlor is suffering an extraordinary inability to pay the tax. 

3. Who is the “Grantor,” Anyway? 

Assuming the trust is a grantor trust, who is the settlor that is deemed to be 
the owner for income tax purposes?  The answer is not necessarily the 
person(s) designated as the settlor at the beginning of the trust document.  
Treas. Reg. § 1.671-2(e)(1) states that for purposes of the grantor trust rules, 
the “grantor” is each person who gratuitously transfers property to the trust, 
regardless of whether that individual is actually referred to in the trust 
agreement as the “grantor.”  Likewise, the person identified as the grantor in 
the trust is not the grantor for income tax purposes if that nominal grantor 
does not contribute any assets. 

Therefore, if multiple people (with the possible exception of spouses) 
contribute to a grantor trust, each contributor will be deemed the owner of a 
portion of the trust for income tax purposes, and none of the contributors will 
be deemed the owner of the entire trust, in which case: 

□ The accountant for the trust will have to figure out which tax attributes 
will flow through to which contributors, and be assured the accountant 
will hate you for it. 

□ No grantor will be able to engage in transactions with the trust without 
recognizing any capital gain, because the transaction will not be treated as 
a transaction between the grantor and herself. 

□ Payments of interest from the trust to the grantor will not be wholly 
ignored, since a portion of the interest will be deemed to come from 
persons other than the recipient. 

□ Even if the only two contributors are spouses, issues could still arise. 

♦ If the spouses file joint income tax returns, then it may not be 
necessary to determine what portion of the trust income is attributable 
to each spouse, since all of the income is aggregated on the joint 
return. 



16 

♦ If the spouses file joint income tax returns, there still should be no 
recognition of capital gains, nor would there be interest income from 
an installment sale, since capital gains and interest income would not 
be recognized in transactions between the spouses. 

♦ If the spouses should subsequently divorce, they will no longer be 
filing joint income tax returns, and the grantor trust having two 
“owners” will become a much more profound issue, perhaps 
necessitating the splitting of the trust. 

♦ Suggestion to Consider:  For the foregoing reasons, rather than having 
both spouses contribute to the same trust, it may be preferable for one 
spouse to make all contributions, and the other to elect to split gifts 
(assuming there is no reason not to split).  That way, the consenting 
spouse’s annual exclusion, lifetime exclusion, and GST exemption can 
be used, but the consenting spouse will not be considered an owner for 
income tax purposes. 

4. Settlor’s Exit Strategy – Power to Terminate Grantor Trust Status 

In creating a grantor trust, it is critically important to make sure that 
grantor trust status can be terminated, if circumstances change, such that the 
grantor can no longer afford to pay the income tax on the trust’s income, or if 
the grantor simply no longer wishes to do so, whether she can afford to do so 
or not.  This is especially true in these days of high lifetime exclusions, where 
the income on which the grantor is paying the taxes is being generated from as 
much as $10,000,000 or more of principal. 

Generally, terminating grantor trust status is accomplished by terminating 
the circumstance causing grantor trust status.  Thus, where the operative 
trigger is the grantor’s corpus substitution power, the grantor’s release of the 
substitution power should terminate grantor trust status, assuming, of course, 
that there are no other circumstances causing grantor trust status.  One would 
think that anyone holding a power, particularly a non-fiduciary power, should 
be able to release or renounce that power at any time, but there are always 
those who will raise the question of whether a grantor may release a power if 
the trust agreement does not expressly say so. 

Accordingly, it is wise to make sure that the corpus substitution power 
expressly states that the grantor may release the power at any time, after 
which it will no longer be in effect. 

Some practitioners express concern that the grantor’s retained ability to 
release the substitution power may pose some tax risk, albeit unspecified, and 
for that reason suggest that the power to terminate grantor trust status should 
be held by someone other than the grantor.  The problem with this approach is 
that the grantor may be understandably apprehensive about the possibility that 
the person with the power to terminate grantor trust status may refuse or 
otherwise fail to do so, leaving the grantor powerless to avoid the tax.  This 
problem is compounded exponentially when the person holding the power to 
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terminate grantor trust status is the trustee, or any other fiduciary.  A Trustee 
may be unwilling, or at least hesitant, to exercise the power to terminate 
grantor trust status, out of concern that doing so would be a breach of the duty 
of loyalty to the beneficiaries, since it is obviously in their best interests for 
the grantor to continue to pay the income tax.  Therefore, no trustee should 
ever be the sole holder of a power to terminate grantor trust status, nor 
should a trustee ever have the power to cause a trust to be a grantor trust. 

The same concern applies with respect to other non-trustee fiduciaries, 
such as trust protectors and trust advisers, who owe fiduciary duties to the 
beneficiaries, although to a lesser degree.  A trust agreement can expressly 
provide that exercising a power to terminate grantor trust status will not 
constitute a breach of trust, and that any fiduciary is absolved of liability for 
doing so.  However, exculpating a fiduciary from liability always raises 
questions of enforceability.  Such a provision for a limited purpose fiduciary, 
such as a protector, may be more palatable than for a general purpose 
fiduciary, such as a trustee. 

The author is not aware of any statute, regulation, ruling, or other 
guidance suggesting that the release of a corpus substitution power has any tax 
consequences whatsoever beyond terminating grantor trust status.  After all, 
the idea behind the grantor trust rules is that if the grantor insists on holding a 
certain power, the grantor has to pay for it by being taxed on the income.  If 
the grantor no longer insists upon holding the power, there is no longer any 
reason for the grantor to be taxed on the income. 

Accordingly, the author’s strong suggestion is that the grantor hold the 
sole power to terminate grantor trust status, since that makes the most sense 
for the grantor, and creates the least heartburn for the trustee.  If there is still 
lingering concern, perhaps a savings provision could be added, stating that the 
power to terminate grantor trust status only exists to the extent that it does not 
cause estate inclusion, and to the extent the power does cause estate inclusion, 
it will be held by some nonfiduciary third party, but this seems, to the author, 
to be overkill. 

5. Power to Create Grantor Trust Status 

Occasionally, trust agreements will give some person the authority to 
convert a non-grantor trust to a grantor trust, perhaps by giving a third party 
the ability to confer an asset substitution power on the grantor.  For the same 
reasons discussed above, this power should not be held by a trustee or other 
fiduciary, and the grantor should have the power to terminate grantor trust 
status should the power ever be exercised.  As with any “special” power, I 
would recommend that any provision creating such a power specify that the 
power holder is under no duty to exercise the power or to monitor 
circumstances to determine when or whether it may be appropriate to exercise 
the power, and that the power holder will not incur liability for any failure or 
refusal to exercise the power or for any exercise of the power in good faith. 
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C. Grantor Trust Avoidance Provisions 

Provisions designed to avoid grantor trust status are important in all trusts, 
including trusts intended to be grantor trusts, and especially in those that are not 
intended to be grantor trusts.  Given the need for the grantor to be able to 
terminate grantor trust status, as discussed above, it is important to make sure that 
when, for example, a corpus substitution power is released, there are no other 
grantor trust triggers that would cause the status to continue.  Typical provisions 
are designed to negate the application of various parts of I.R.C. Section 675, as 
discussed below. 

That being said, it is important not to go overboard on the avoidance 
provisions to the point of unnecessarily restraining the trustee’s flexibility to deal 
with changing circumstances in the future.  The author has noticed that many trust 
agreements include avoidance provisions that are significantly broader than they 
need to be to avoid a particular trigger.  Perhaps this practice is out of an 
“abundance of caution” to ensure avoidance of grantor trust status, where it is 
undesirable, but such provisions can have unintended consequences. 

1. Prohibition on Borrowing for Inadequate Interest or Security 

I.R.C. Section 675(2) provides as follows: 

The grantor shall be treated as the owner of any portion of a trust in 
respect to which -- . . . [a] power exercisable by the grantor or a 
nonadverse party, or both, enables the grantor to borrow the corpus or 
income, directly or indirectly, without adequate interest or without 
adequate security except where a trustee (other than the grantor) is 
authorized under a general lending power to make loans to any 
person without regard to interest or security.23 

The following is an example of a common trust provision designed to avoid 
the application of the foregoing trigger: 

No loans shall be made to any person without adequate interest or adequate 
security. 

This trust provision is far broader than necessary, since the statute applies 
only where certain persons have the power to enable the grantor to borrow 
without adequate interest or security, but even then, the provision does not 
apply if the trustee has the power to lend to others without adequate interest or 
security.  Therefore, to avoid grantor trust status, it is not necessary to prohibit 
loans without adequate interest or security to persons other than the grantor, 
especially the beneficiaries.  As discussed later in these materials, a very 
useful trustee power is a power to lend to beneficiaries, especially on terms 
that are more favorable than would normally be commercially reasonable.  
Often, where an outright distribution would be permissible and justified, a low 
interest loan to the beneficiary is better, because it gives the beneficiary access 
to liquidity needed in the short term, without depleting the trust principal.  
Such a provision would be in direct conflict with a provision prohibiting any 

                                                 
23 I.R.C. § 675(2) (emphasis added). 
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loans for less than adequate interest or security.  With respect to loans to 
anyone other than the beneficiaries, the general duties of trustees would 
already prevent such loans in most cases. 

Therefore, to avoid this particular trigger, it would be preferable to use a 
more narrowly tailored, yet equally effective, provision: 

Sample Provision: 

Minimal Restriction on Borrowing 

The grantor shall not be permitted to 
borrow the corpus or income, directly or 
indirectly, without adequate interest or 
without adequate security. 

The foregoing provision completely avoids Section 675(2), because that 
provision only applies to loans to the grantor.  This provision is actually more 
restrictive than it needs to be for grantor trust purposes, because the grantor 
could borrow on favorable terms if the trustee can lend to others on favorable 
terms, but allowing the grantor to borrow on favorable terms could be 
construed as a retained benefit that could cause estate inclusion under Section 
2036. 

2. Prohibition on Non-Trustee Voting of Stock or Direction of Investments 

Section 675(4) provides as follows: 

The grantor shall be treated as the owner of any portion of a trust in 
respect of which-- . . . [a] power of administration is exercisable in a 
nonfiduciary capacity by any person without the approval or consent 
of any person in a fiduciary capacity.  For purposes of this paragraph, 
the term "power of administration" means any one or more of the 
following powers:  (A) a power to vote or direct the voting of stock or 
other securities of a corporation in which the holdings of the grantor 
and the trust are significant from the viewpoint of voting control; (B) 
a power to control the investment of the trust funds either by directing 
investments or reinvestments, or by vetoing proposed investments or 
reinvestments, to the extent that the trust funds consist of stocks or 
securities of corporations in which the holdings of the grantor and 
the trust are significant from the viewpoint of voting control.24 

The following is an example of a trust provision designed to avoid the 
application of the foregoing trigger: 

No person, other than Trustee, shall have or exercise the power to vote or 
direct the voting of any corporate shares or other securities of the trust, or to 
control the investments of the trust either by directing investment or reinvestment 
or by vetoing proposed investment or reinvestment. 

This provision is far broader than necessary, in the following ways: 

□ It prohibits the exercise of voting or investment direction by anyone other 
than the trustee, including any non-trustee fiduciary, such as a trust 

                                                 
24 I.R.C. § 675(4)(A) and (B) (emphasis added). 
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protector or investment director.  All that is necessary to avoid trigger, 
with respect to any investment, is to prohibit voting or direction in a 
nonfiduciary capacity. 

□ The prohibitions apply to any type of securities, including interests in 
publicly traded corporations in which the holdings of the trust and grantor 
are not significant, and may apply to interests in other entities that are not 
corporations.  All that is necessary to avoid this trigger is that the 
prohibition apply to interests in corporations in which the holdings of the 
grantor and the trust are significant, and then only if such powers are held 
in a nonfiduciary capacity.  This trigger does not apply to holdings in any 
type of property other than interests in a corporation. 

The difficulty with such broadly drawn restrictions is that they may 
unnecessarily preclude conversion of the trust to a directed trust, which can be 
quite beneficial, as described later in these materials.  Moreover, such 
provisions sometimes appear in trusts that have direction provisions, thus 
creating a direct conflict between the trust provisions. 

Therefore, the better way to avoid this trigger, without being unduly 
restrictive, is to take the wording of the restriction directly from the statute: 

Sample Provision: 

Minimum Restriction on Investment Control 

No person acting in a nonfiduciary 
capacity, without the approval or consent of 
any person in a fiduciary capacity, shall have 
or exercise a power (a) to vote or direct the 
voting of stock or other securities of a 
corporation in which the holdings of the 
grantor and the trust are significant from the 
viewpoint of voting control, or (B) to control 
the investment of the trust funds either by 
directing investments or reinvestments, or by 
vetoing proposed investments or reinvestments, 
to the extent that the trust funds consist of 
stocks or securities of corporations in which 
the holdings of the grantor and the trust are 
significant from the viewpoint of voting 
control. 

This provision, which is essentially a verbatim regurgitation of the statute, 
will avoid the application of the statute by prohibiting what is described in the 
statute, but without going any further.  Under this provision, the trust can be 
directed as long as the investment director is a fiduciary.  Moreover, 
investments can be directed by a nonfiduciary if the securities don’t involve a 
corporation in which the grantor holds voting control. 
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D.  “Toggling” Grantor Trust Status On and Off 

What is supposed to be the ultimate in grantor trust draftsmanship is a 
provision that allows the grantor or some other person to “toggle” grantor trust 
status on and off at will.25  The author confesses that he has not spent any time 
studying such techniques, but is nevertheless concerned that such provisions 
could be seen as “abusive” by the IRS and could attract unwanted attention, at 
least if the grantor trust status is actually changed more than once. 

E. Sample Corpus Substitution Power 

Sample Provision 

Corpus Substitution Power 

The grantor shall have the power, at any time 
and from time to time, exercisable in a 
nonfiduciary capacity without the approval or 
consent of any person in a fiduciary capacity, to 
reacquire all or any part of the trust corpus by 
substituting other property of an equivalent 
value.  Grantor expressly intends and expects 
that this power, so long as held by the grantor, 
shall cause the trust to be treated as owned by 
the grantor for federal income tax purposes 
pursuant to Internal Revenue Code Section 
675(4)(C), and the grantor intends that this 
power shall be so construed.  Notwithstanding 
anything herein to the contrary, the grantor 
shall have no right to be reimbursed from the 
trust for any income tax liability incurred by 
the grantor and attributable to the taxable 
income of the trust. 

The trustee shall have the fiduciary 
obligation to ensure the grantor's compliance 
with the terms of this power by satisfying itself 
that the properties acquired and substituted by 
the grantor are in fact of equivalent value.  The 
trustee shall take reasonable steps, at the 
expense of the trust, to verify such value, if 
the trustee shall disagree that the substituted 
assets are of equivalent value, and shall have 
the power, at the expense of the trust, to have 
the value of the original corpus and the 
substituted property adjudicated by a court of 
competent jurisdiction. 

The foregoing power shall not be exercised in 
a manner that can shift benefits among the trust 
beneficiaries. 

                                                 
25 See Akers, Blattmachr & Boyle, supra, note 13, at pages 271-278. 
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Grantor expressly intends that that this trust 
meet the requirements of Rev. Ruls. 2008-22 and 
2011-28, and that the property of this trust not 
be included in the grantor’s gross estate for 
federal estate tax purposes including, without 
limitation, under Internal Revenue Code Sections 
2036, 2038, 2041 or 2042.  Accordingly, the 
foregoing power shall be exercisable only in a 
manner that is consistent with the grantor’s 
express intent and the grantor intends that this 
power shall be so construed. 

[Any trustee who is not the grantor or related 
or subordinate to the grantor shall have the 
power, in its sole and absolute discretion, to 
reimburse the grantor for all or any part of any 
federal, state or other income tax liability 
incurred by the grantor with respect to the 
income of the trust, provided, however, that the 
trustee shall have no such discretion or power to 
the extent that such discretion would cause any 
trust property to be subject to the claims of the 
grantor’s creditors.  No trustee shall be under 
any duty to exercise or refrain from exercising 
such power, and no trustee shall incur any 
liability to any person interested in this trust 
for any exercise, or failure to exercise, such 
power.] 

The grantor may release the foregoing power at 
any time, after which such power shall cease.26 

IV. General Powers of Appointment to Avoid GST Tax – New Rules Apply! 

The author frequently reviews trust documents, including newly drafted 
documents, which subject all trust property that is not exempt from the GST tax to a 
general power of appointment at the death of a trust beneficiary who is a non-skip 
person, to prevent a taxable termination from occurring as a result of the non-skip 
beneficiary’s death.27  In some cases, the general power applies any time the death of 
a non-skip beneficiary would cause a taxable termination, as might be the case where 
the non-skip beneficiary is the transferor’s child, and all remaining beneficiaries after 
the non-skip person’s death are grandchildren of the transferor.  In other cases, 
however, the general power applies even though the non-skip person’s death does not 
result in a generation skipping transfer, as might occur where the beneficiary has no 

                                                 
26 As discussed in more detail below, it is imperative that the grantor have a means to negate the trust’s 
status as a grantor trust. 

27 I.R.C. § 2612(a) provides that a taxable termination occurs upon the termination of an interest in 
property held in trust unless immediately following such termination, either a non-skip person has an 
interest in the trust or no distributions may thereafter be made to skip persons. 



23 

descendants, resulting in the property passing to or for the benefit of the beneficiary’s 
siblings. 

While this may have been reasonable tax planning, at least in most cases, prior to 
EGTRRA,28 the result under current law could be a dramatic increase in the overall 
tax liability at the beneficiary’s death, if the beneficiary lives in, or owns real property 
in, one of the 22 states that imposes a state level estate or inheritance tax. 

A. Conventional Wisdom Prior to EGTRRA – Trade GST Tax for Estate Tax 

Prior to EGTRRA, the conventional wisdom was as follows: 

 If the beneficiary’s death would result in a taxable termination, 100 
percent of the trust property will be subject to federal GST tax, which will 
be imposed at a flat rate equal to the highest marginal estate tax rate of 55 
percent.29 

 By contrast, if the trust property was included in the beneficiary’s gross 
estate, the trust property would avoid GST tax and be subject instead to 
estate tax,30 which might be lower, since the first $3,000,000 of the 
beneficiary’s taxable estate was subject to estate tax rates lower than 55 
percent, and beyond that amount, the estate tax would never be more than 
the GST tax, since the GST tax rate is, by definition, equal to the highest 
marginal estate tax rate. 

 Even though every state imposed a state level estate tax, in almost all 
states, the state death tax credit31 would entirely offset the state death tax, 
so state death taxes were essentially a non-issue. 

 Therefore, avoiding the GST tax by incurring the estate tax in all cases 
poses no tax risk, because the estate’s aggregate tax burden may be less 
than, but will never be more than, the tax burden under the GST tax. 

B. EGTRRA Changed the Rules 

EGTRRA phased in increased estate tax exemptions and lower maximum 
estate tax rates such that, beginning January 1, 2006, the estate tax is imposed at a 
single flat tax rate.  Therefore, if a beneficiary’s estate is large enough to be 
subject to federal estate tax, the rate will be no lower than the GST tax rate. 

                                                 
28 Economic Growth and Tax Relief Reconciliation Act of 2001, Pub. L. No. 107-16, 115 Stat. 38 (2001). 

29 I.R.C. § 2641(a)(1). 

30 Treas. Reg. § 26.2612-1(b)(i)(1) provides that a taxable termination will not occur if the termination of 
the interest results in a transfer of the trust property subject to federal gift or estate tax.  Therefore, if a non-
skip beneficiary holds a general power of appointment over trust property, causing the property to be 
subject to estate tax in the beneficiary’s estate, then a taxable termination with respect to the trust property 
will not occur as a result of the beneficiary’s death.  Moreover, the beneficiary will thereafter be treated as 
the transferor of such property for GST tax purposes, such that distributions thereafter will not be taxable 
distributions unless the distributee is a skip person as to the deceased beneficiary, rather than the original 
transferor of the property.  I.R.C. § 2652(a)(1). 

31 I.R.C. § 2011. 
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Additionally, EGTRRA phased out the state death tax credit over four years, 
and then replaced the credit with a deduction, which, of course, provides less than 
100 percent relief from the effect of the state death tax.  Since most state death tax 
statutes simply imposed a state tax equal to the maximum available credit against 
federal estate tax, the elimination of the credit resulted in the effective elimination 
of state death tax in almost all of the states.  To avoid the loss of tax revenue, 
many states subsequently “decoupled” their death taxes from the federal credit, by 
either imposing tax based upon what the credit would have been, but for 
EGTRRA, or by imposing a tax calculated on some other basis.  Currently, 19 
states impose some form of state death tax on resident decedents and/or non-
resident decedents who own property in the state, and given the widely publicized 
budget shortfalls in many states, it is entirely possible that more states may 
impose some form of state death tax.32  Moreover, in most of the decoupled states, 
the amount of the exemption from state death tax is lower than the federal 
exemption.33  As a result, the death of a resident of a decoupled state may well 
trigger both federal and state death tax, which may result in an aggregate tax 
liability that is greater than the federal GST tax would have been otherwise. 

C. Even Prior to EGTRRA, Conventional Wisdom Failed in Some Cases 

Even prior to EGTRRA, it was possible, in very large estates, that the estate 
tax would actually be higher, at least on a portion of the estate, than the GST tax, 
due to the five percent surtax on estates in excess of $10,000,000, which had the 
effect of phasing out the benefit of the lower tax rates on the first $3,000,000 of 
the taxable estate.  As a result, the portion of such estates from $10,000,000 to 
$18,340,000 was actually subject to a marginal tax rate of 60 percent, which was 
5 percent higher than the 55 percent GST tax.  Therefore, where the beneficiary 
had an estate larger than $18,340,000, swapping the GST tax for the estate could 
result in a tax increase of as much as $417,000. 

D. Estate Inclusion Still Beneficial in Some Cases 

All that having been said, in many, perhaps most, cases, it may still be 
beneficial to cause some property to be included in a beneficiary’s estate, 
especially given the current $5,490,000 exemption from estate tax.34 

 If the beneficiary’s gross estate is less than the applicable exclusion amount, 
then an amount of property equal to the difference between the beneficiary’s 

                                                 
32 As of January 2017, 14 states impose an estate tax, 6 states impose an inheritance tax, and 2 states, New 
Jersey and Maryland, impose both.  Under the American Taxpayer Relief Act of 2012, Pub. L. 112-240, 
126 Stat. 2313 (2013), the elimination of the state death tax credit has become permanent, so states that 
were expecting to resume collection of death taxes after the “sunset” of EGTRRA now know that no such 
revenue will be forthcoming without decoupling their taxes from the credit. 

33  Three of those states allow an exemption equal to the current federal applicable exclusion amount, and 
the rest allow exemptions of $1,000,000 or more, but less than the federal exemption, although some 
jurisdictions are in the process of “phasing in” exemptions that will eventually equal the federal exemption. 

34 The current gift and estate tax applicable exclusion amount is $5,000,000, indexed for inflation in 
$10,000 increments for years after 2011.  For 2017, the indexed amount is $5,490,000. 
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estate and the exclusion amount will eliminate any federal tax on that portion 
of the trust property, even if a state death tax applies, since the highest state 
death tax rate currently is 19 percent, which is still considerably less than a 40 
percent GST tax. 

 If the beneficiary lives in a state that does not impose any state level tax, and a 
beneficiary’s $5,490,00035 GST exemption would not otherwise be used, then 
inclusion in the beneficiary’s estate of an amount equal to the GST exemption 
that otherwise would be wasted might facilitate the allocation of the 
beneficiary’s available GST exemption to the property, rendering the property 
GST exempt thereafter.  This could be a benefit even if the beneficiary’s death 
does not result in a taxable termination, as long as the inclusion in the estate 
does not trigger estate tax. 

 Finally, if the property in the trust has a low basis, and inclusion of part or all 
of the property in the beneficiary’s estate will not increase the overall tax 
liability, then inclusion in a beneficiary’s estate could result in the basis of the 
property being stepped up to fair market value. 

Needless to say, the potential tax benefit of causing estate inclusion must always 
be weighed against the grantor’s desire to limit a beneficiary’s ability to control 
the disposition of the property, since a beneficiary may exercise a power in a 
manner that is not desirable.  On the other hand, a beneficiary power can still be a 
general power even though the power requires the consent of a third party before 
the power can be exercised. 

E. Requiring Third Party Consent to Exercise of General Power 

Giving a beneficiary a power to appoint to the beneficiary’s estate or, to a 
lesser extent, the creditors of the beneficiary’s estate, can be cause for concern 
that the beneficiary may actually exercise the power in a manner that is contrary 
to the intentions of the grantor.  While this may be considered a “cost” of 
avoiding the GST tax, one possible solution is to provide that the power is 
exercisable only with the consent of a non-adverse third party. 

I.R.C. §2041(b)(1)(C) includes within the definition of a general power of 
appointment a power that is exercisable only in conjunction with another person 
as long as such other person is neither the creator of the power, nor a person with 
a substantial interest in the trust property that is adverse to the beneficiary’s 
exercise of the power in favor of the beneficiary’s estate.  See the discussion 
below regarding additional considerations where the trustee or some other person 
has the power to grant a general power of appointment. 

F. Formula Contingent General Power of Appointment 

So what is the answer?  Include the general power of appointment for non-
exempt property, but make the general power contingent on estate inclusion 

                                                 
35 The GST exemption is also $5,000,000, indexed for inflation in $1,000 increments for years after 2011.  
For 2017, the indexed amount is $5,490,000. 
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resulting in a lower aggregate tax (or other tax benefit) and make the general 
power applicable only to that portion of the property that will result in a benefit. 

The following formula is designed to minimize wealth transfer tax, and does 
not include provisions designed to maximize basis step-up.  For sample provisions 
designed specifically for basis step-up, see the appendices at the end of Steve 
Akers’s Heckerling Musings 2014 and Other Current Developments, February 
2014, which may be found at:  http://www.bessemertrust.com/portal/site/Advisor, 
then enter the search terms “Heckerling Musings 2014.” 

G. Sample Provision:  General Power of Appointment – Contingent 

If upon the death of the beneficiary for whose 
primary benefit a trust is established hereunder, 
all or any part of the trust property would, but 
for the grant of a general power of appointment to 
the beneficiary under this paragraph, pass in a 
manner that would cause such property to be subject 
to the federal generation-skipping transfer (“GST”) 
tax,36 then such beneficiary shall have the power by 
his or her last will and testament, or by other 
written instrument executed before a notary 
public,37 making express reference to this power, to 
appoint to such beneficiary’s estate38 a fractional 
share of the property in such trust, the numerator 
of which is the smallest amount, if any, that, when 
included in the beneficiary’s gross estate by 
virtue of this power, will, irrespective of whether 
such power is actually exercised,39 result in the 

                                                 
36 Note that this provision causes the power of appointment to become operative only if the property would 
otherwise pass in a manner that would trigger GST tax.  Therefore, if the non-skip beneficiary is not 
survived by issue, causing the beneficiary’s trust to instead pour-over into a trust for a sibling, the power 
would not be operative, because no GST tax would have been imposed. 

37 Most powers of appointment are only exercisable by will, but there is no legal reason for this restriction, 
and such a restriction could force the power holder to make a will that must be probated, where a will 
otherwise would not be necessary, because the power holder’s estate is disposed of by means of a revocable 
trust.  Perhaps the reason for this requirement is to help ensure that the exercise of the power is genuine, 
since it will be subjected to the rather rigorous rules that apply to the execution and probate of wills.  Still, 
perhaps the desired level of security could be achieved by allowing the power to be exercised by a written 
instrument other than a will, as long as it is executed in the presence of a notary. 

38 Some practitioners prefer to make the power exercisable in favor of the creditors of the estate, which 
allows for estate inclusion without actually giving the beneficiary the power to control the disposition of 
the property.  Another option, whether the power is exercisable in favor of the estate or the creditors, is to 
make the power be contingent upon the consent of the trustee or some third party. 

39 This parenthetical is intended to make clear that the conditional general power is only triggered where 
estate inclusion will result in tax savings even if the power is not actually exercised.  Thus, for example, the 
general power would not be triggered where the reduction in tax is contingent upon the general power 
being exercised in favor of a spouse or charity, to take advantage of the marital or charitable deduction, but 
no tax reduction would result if the power was not exercised at all. 
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maximum reduction in the sum of the federal and 
state GST, estate, legacy, succession, inheritance 
and similar taxes imposed by reason of such 
beneficiary’s death with respect to the property in 
such trust, when compared to the sum of such taxes 
that would be imposed by reason of such 
beneficiary’s death with respect to the property in 
such trust if no general testamentary power of 
appointment were conferred on such beneficiary 
under this paragraph, and the denominator of which 
shall be the aggregate fair market value of the 
trust estate on the date of such beneficiary’s 
death, as determined under federal estate tax 
principles.40  [Notwithstanding the foregoing, 
however, any such general power of appointment 
shall only be exercisable with the written consent 
of the Trustee, but the trustee shall be under no 
duty to either grant or to withhold such consent.41] 

[Additionally, the foregoing general power of 
appointment shall be exercisable with respect to an 
amount of property equal to such beneficiary’s 
unused GST exemption, to the extent that the 
inclusion of such property in the beneficiary’s 
gross estate does not result in an increase in such 
taxes.]42 

The trustee shall, prior to distributing such 
trust as hereinabove directed, distribute to the 
beneficiary’s estate or directly to the appropriate 
taxing authority, as the trustee may determine, 
that portion of such taxes payable by such 
beneficiary’s estate, if any, which is attributable 
to the inclusion in such beneficiary’s estate of 
the assets of the trust over which the beneficiary 
had a general power of appointment.43 Such payment 
shall be equal to the amount by which (1) the total 

                                                 
40 Note that this sentence only triggers the power if the result is a reduction in overall taxes, so it will not 
trigger the power if the tax burden would be exactly the same, but see the following sentence. 

41 The requirement of trustee consent provides a “hedge” against a beneficiary’s irresponsible use of the 
general power that is, after all, granted in this case to provide a tax benefit, and not because the grantor 
truly wants to expand the scope of the beneficiary’s power, but see the discussion below. 

42 This provision would apply even if there is no reduction in overall taxes, if the result will be the benefit 
of allowing the power holder to allocate GST exemption to the included property without increasing taxes. 

43 Note that the power holder’s estate already has a right to recover any tax attributable to the power of 
appointment under I.R.C. § 2207, but including this provision might serve as a gentle reminder to a trustee 
to hold back the funds so that the power holder’s estate does not have to chase after any third party that 
might receive the property either pursuant to an exercise of the power or as a result of a failure to exercise 
the power. 
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of such taxes payable by the beneficiary’s estate 
exceeds (2) the total of such taxes that would have 
been payable if the value of the trust property had 
not been included in the beneficiary’s estate.  The 
amount of such taxes due hereunder shall be based 
upon the values in the beneficiary’s estate as 
finally determined for federal estate tax purposes. 

H. Power to Grant General Power of Appointment 

An alternative approach in some documents is to give the trustee, trust 
protector, or other person the power to confer a general power of appointment on 
the beneficiary, if the power holder determines that inclusion in the beneficiary’s 
estate will be in the best interests of the trust beneficiaries.  The author believes 
that a “hard wired” provision, such as the sample above, is preferable to relying 
upon the trustee to grant a general power of appointment, at least with respect to 
avoiding GST tax.  On the other hand, general powers to facilitate a basis step-up 
for appreciated assets may be sufficiently complex that the better route is to give 
someone the authority to grant a general power of appointment to a beneficiary or 
to modify an existing power. 

Note, however, that, as discussed above, if there is a desire that the general 
power be exercisable only with the consent of a third party, the person whose 
consent is required must be someone other than the person who granted the 
general power in the first place, as well as being a person with no adverse interest 
in the trust, or else the power will not be a general power. 

Generally speaking, a thorough review of Section 2041 and the regulations 
thereunder is recommended before drafting such a provision. 

It should be noted that one commentator raises the question of whether there 
is a real difference between a third party having the power to grant a general 
power vs. a pre-existing power that is exercisable in conjunction with a third 
party.  See Ronald Aucutt, When is a Trust a Trust?, at 17, Printed as part of It 
Slices, It Dices, It Makes Julienne Fries:  Cutting Edge Estate Planning Tools, 
State Bar of Tx. 20th Ann. Adv. Estate Planning Strategies Course (2014).  The 
concern is that if there is no real difference, then perhaps the beneficiary may be 
deemed to hold a general power of appointment even if it is never formally 
granted by the third party.  The author believes that argument unlikely, however, 
because Treas. Reg. § 20.2041-3(b) states that where a power of appointment that 
is contingent upon the happening, during the lifetime of the beneficiary, of an 
event or contingency that did not in fact happen during his lifetime, then the 
power is not general.  Therefore, if the general power is clearly contingent upon a 
third party granting the power during the beneficiary’s lifetime, then that 
contingency would have to be satisfied for a general power to exist.  Moreover, in 
Rev. Ruls. 2008-22 and 2011-28, discussed above, the IRS was clear that the 
rights and powers incident to the ownership of property would not be attributed to 
the grantor holding a power to reacquire that property, even though the power to 
regain ownership was wholly under the grantor’s control. 
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Giving the trustee the power to grant a general power places the trustee in a 
potentially awkward position and exposes the trustee to potential liability unless 
the trustee is exculpated from any liability for either granting such a power or 
failing to do so.  On the one hand, if the trustee grants a general power to one 
beneficiary to secure a tax benefit, and the beneficiary exercises the power in a 
way that is detrimental to the interest of another beneficiary, the trustee could 
incur liability to the other beneficiary.  On the other hand, if the trustee fails to 
grant a general power, resulting in a significant tax liability that could have been 
avoided, the trustee could incur liability for the omission.  Therefore, a trustee, 
particularly an institutional trustee, may not be willing to accept such a power, 
unless the document expressly states that the trustee is under no duty to exercise 
the power and will incur no liability for exercising the power. 

That having been said, crafting a contingent general power to allow for a step-
up in basis is considerably more difficult than avoiding the GST tax, since a basis 
step-up may not apply to all assets of the trust.  Therefore, perhaps one solution 
may be to include a provision similar to the sample provision above and, in 
addition, to give the trustee the additional authority to grant a general power even 
if there is no GST benefit, as long as the general power results in some other 
benefit. 

I. Sample Provision:  Trustee Power to Grant General Power of Appointment 

The trustee of any trust hereunder, other than 
any trustee who is a beneficiary or otherwise 
interested in such trust, is authorized, with 
respect to all or any part of the trust property, 
in its sole discretion and by an instrument in 
writing filed with the records of the trust, to 
create in a beneficiary a testamentary general 
power of appointment, within the meaning of 
Section 2041 of the Code (including a power the 
exercise of which requires the consent of some 
person other than the person creating such power 
or any person with a substantial interest in the 
trust property that is adverse to the 
beneficiary’s exercise of the power in favor of 
the beneficiary’s estate or creditors44) or to 
eliminate or modify any such power previously 
created hereunder, or to release the foregoing 
power in whole or in part. 

The settlor intends that the foregoing power 
be available to the trustee whenever the exercise 
of such power will or may result in some 
significant tax or other benefit to the 

                                                 
44 Treas. Reg. 2041(b)(1)(C)(i) provides that any power of appointment that is exercisable only with the 
consent of the creator of the power is not a general power of appointment.  Therefore, it is important that 
the person with the power to consent be someone other than the person with the authority to grant the 
general power. 
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beneficiaries such as, for example, the reduction 
of aggregate federal and state wealth transfer 
taxes, or the ability to allocate a beneficiary’s 
unused GST exemption to trust property, or to 
facilitate an adjustment to the capital gains tax 
basis of such property. 

The trustee shall be under no duty to exercise 
the foregoing power, to inform any beneficiary or 
other person of the potential benefit of 
exercising the power, or to monitor any fact or 
circumstance to determine whether to exercise 
such power, regardless of whether, or the extent 
to which, the trustee may have previously 
undertaken any such exercise, informing, or 
monitoring.  The settlor’s expectation is that 
each beneficiary will engage in responsible 
estate planning and will alert the trustee 
whenever the exercise of such power may be 
beneficial, but that the final decision rest with 
the trustee.  The Trustee shall incur no 
liability to any person for its exercise of such 
power or its refusal or failure to exercise such 
power, absent willful misconduct proved by clear 
and convincing evidence in the court with primary 
jurisdiction over the administration of such 
trust.45 

The trustee shall distribute to the 
beneficiary’s estate or directly to the 
appropriate taxing authority, as the trustee may 
determine, the amount by which the wealth 
transfer taxes imposed upon the beneficiary’s 
estate exceed the amount of such taxes that would 
have been imposed, had the trustee refrained from 
granting a general power of appointment 
hereunder. 

Any legal expenses, fees, or other expenses 
incurred by the trustee in connection with the 
exercise of the power granted hereunder shall be 
borne by the trust to which the exercise of such 
power relates. 

V. Dealing with Changing Circumstances – Looking Ahead 

Generally speaking, it is quite helpful to provide as much flexibility in a trust, 
particularly a long term trust, as possible, since the longer the trust term, the more 

                                                 
45 This is a strong exculpation provision expressly designed to relieve a trustee of any duty to monitor or 
determine whether to exercise the power to confer a general power of appointment, and this provision 
recognizes that imposing any such duty on the trustee would be an unreasonable burden. 
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likely it is that unforeseen changes to the parties’ circumstances, the tax or other 
governing law, or all of the above, will occur.  The following are examples of trust 
provisions that can add the flexibility to deal with those changing circumstances, 
without the expense, delay, and public disclosure of private matters that is often 
necessary when court involvement is required. 

Some of the matters discussed in this section may already be covered by 
governing state law, especially in UTC jurisdictions.  However, it is well to remember 
that there is always a possibility that the situs (referred to in the UTC as the principal 
place of administration) and, thus, the law governing the administration of the trust, 
could be transferred in the future to a jurisdiction that has not enacted such 
provisions, or whose versions of these provisions are less desirable than they could 
be.  Therefore, the author recommends that certain provisions be included in the trust 
agreement, even if they are already covered under governing state law, just to be sure. 

A. Virtual Representation 

Virtual representation is a doctrine whereby minor, incapacitated, or missing 
beneficiaries of a trust can be bound by the actions of others who “represent” their 
interests, without having a guardian ad litem or other official representative 
appointed for them by a court.  The doctrine of virtual representation is a common 
law doctrine, not universally recognized, that had traditionally applied only with 
respect to judicial proceedings where it was impossible to get all interested parties 
before the court.46 

In more recent times, virtual representation has been recognized by state 
statutes even in a non-judicial context, where parties with an interest in a trust 
seek to protect their interests by agreement in a way that is reliable, but does not 
require the expense, time, and potential public disclosure that a court action 
typically involves. 

The most common example of settling by agreement matters that otherwise 
would require court action is the final “settlement” of a trustee’s account with 
respect to its administration of a trust.  When a trust terminates, or where a trust 
continues, but a trustee has resigned, or has been replaced, the trustee will 
typically request a “receipt and release” agreement with the beneficiaries and, 
where appropriate, the successor trustee, where all of the interested parties are 
satisfied with the trustee’s administration of the trust, and are willing to “settle” 
the trustee’s account by agreement, thus dispensing with the cost and time 
associated with a formal judicial settlement of account. 

Such agreements are generally reliable and, therefore, a reasonable substitute 
for a formal judicial settlement, because the common law recognizes generally 
that a beneficiary of a trust cannot sue a trustee for any action constituting a 
breach of trust where the beneficiary consented to the action, or has released the 

                                                 
46 RESTATEMENT (THIRD) OF TRUSTS § 65, cmts. b & c.  The Reporter’s notes to this comment include 
citations to numerous cases, statutes and secondary source materials discussing the common law doctrine of 
virtual representation. 
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trustee from liability, or has subsequently affirmed the action.47  The UTC and the 
statutes of many non-UTC jurisdictions limit the ability of a trust agreement to 
exculpate a trustee from all liability in advance, by providing that a trust 
agreement may not exculpate a trustee for liability from "breach of trust 
committed in bad faith or intentionally or with reckless indifference to the interest 
of the beneficiary or for liability for any profit which the trustee has derived from 
a breach of trust."48  Such limitations, however, only apply to trust agreements 
themselves, to the extent that they relieve trustees of liability for future actions, 
but do not apply to a release executed by the beneficiaries after the alleged breach 
has occurred.49 

The problem, however, is that most trusts have one or more beneficiaries who 
lack the capacity to bind themselves to an agreement, because they are minors, or 
are otherwise incapacitated, or have not yet been born, or cannot be located.  In 
such cases, it is impossible to obtain the consent of all of the beneficiaries in a 
manner that binds them to the agreement unless their interests are adequately 
represented, traditionally by a court appointed guardian or conservator. 

The UTC includes extensive virtual representation provisions,50 and virtual 
representation provisions also appear in the statutes and/or common law of some 
non-UTC jurisdictions.51  As discussed above, the author recommends including a 
virtual representation provision in the document itself even if representation is 
provided for under state law, since the law governing the trust may not be as 
broad as a provision that could be included in the instrument and, even if 
governing law is acceptable, governing law might change to another jurisdiction 
without virtual representation or with a less favorable statute.  See the footnotes 
below discussing the differences between the sample provision and the provisions 
found in various state versions of the UTC. 

Sample Provision: 

Virtual Representation 

1.  Effect of Representation.  Notice to a 
person who may represent and bind another person 

                                                 
47 RESTATEMENT (SECOND) OF TRUSTS §§ 216-218 (1992), UNIF. TRUST CODE § 1009 (2005). 

48 See UNIF. TRUST CODE § 1008; O.C.G.A. § 53-12-303(a). 

49 Heiman v. Mayfield, 300 Ga. App. 879; 686 S.E.2d 284 (Ga. App. 2009).  In Heiman, the beneficiary 
had executed a general release of all claims against the trustee at the time of the final distribution of the 
trust, but later sued the trustee alleging “multiple acts of fraud, negligence and other misfeasance.”  The 
trustee counterclaimed for breach of release agreement, but the counterclaim was dismissed by the trial 
court based upon the exculpation limitation provision of the Trust Code (O.C.G.A. § 53-12-194 (a), 
recodified in 2010 as 53-12-303(a)).  The Georgia Court of Appeals reversed, holding that the limitations 
only applied to trust agreements, and that a release agreement was not a trust agreement under the code, so 
the release was valid and enforceable. 

50 See UNIF. TRUST CODE §§ 301-304. 

51 See, e.g., §760 ILL. COMP. STAT. ANN. 5/16.1, which is essentially a combination of the virtual 
representation and nonjudicial settlement agreement provisions from the UTC. 
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under this trust has the same effect as if notice 
were given directly to the other person.  The 
consent of a person who may represent and bind 
another person under this trust is binding on the 
person represented, irrespective of whether the 
person represented is aware of the 
representation, unless the person represented 
objects to the representation before the consent 
would otherwise have become effective.52 

2.  Representation by holder of power of 
appointment.  The holder of a power of 
appointment, general or limited, may represent 
and bind all persons whose interests are subject 
to the power, including but without limitation, 
permissible appointees and takers in default of 
the exercise of such power.53 

3.  Representation by Fiduciaries and 
Ancestors.  To the extent there is no conflict of 
interest between the representative and the 
person represented or among those being 
represented with respect to a particular question 
or dispute:  (1) a conservator may represent and 
bind the estate that the conservator controls; 
(2) a guardian may represent and bind the ward if 
a conservator of the ward's estate has not been 
appointed; (3) an agent having authority to act 
with respect to the particular question or 

                                                 
52 This provision is based upon UNIF. TRUST CODE § 301, but adds the phrase “irrespective of whether the 
person represented is aware of the representation,” in an effort to negate any argument that notice of the 
representation must be given to the person to be represented.  The UTC provision permitting a represented 
person to object could imply a right to be notified of the pending representation, but that does not appear to 
be the intent of the UTC. 

53 This provision is based upon UNIF. TRUST CODE § 302, but is considerably broader than the uniform act 
provision, in three respects.  First, this provision applies to both testamentary and inter-vivos powers of 
appointment, whereas the uniform act provision applies only to testamentary powers of appointment.  
Second, this provision applies to holders of both general and limited powers, whereas the uniform act 
provision applies only to holders of general powers.  Finally, the uniform act provision requires that there 
be no conflict of interest between the power holder and the person represented, whereas this provision does 
not require an absence of any conflict of interest.  The theory behind these expansions of the uniform act 
provisions is that a power of appointment, whether limited or general, is generally a power to completely 
eliminate the interest of certain beneficiaries in favor of certain other beneficiaries, and such powers 
themselves generally are not contingent upon the lack of a conflict of interest.  Such a broad representation 
provision might not be appropriate where a power is not a power to completely eliminate one interest in 
favor of another.  State versions of this provision vary considerably.  For example, Oregon permits 
representation by holders of both general and limited testamentary powers, to the extent there is no conflict 
of interest.  O.R.S. § 130.105.  Alabama eliminates the requirement regarding conflicts of interest for inter-
vivos powers of appointment exercisable in favor of the power holder, and also allows holders of 
testamentary limited powers to represent others.  ALA. CODE § 19-3B-304(b).  Still others permit 
representation by the holder of a limited power if the power is exercisable in favor of anyone other than the 
power holder’s creditors, estate, etc., but not for powers exercisable only in favor of a more limited class. 
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dispute may represent and bind the principal;  
(4) a trustee may represent and bind the 
beneficiaries of the trust;54 (5) a personal 
representative of a decedent's estate may 
represent and bind persons interested in the 
estate; (6) an individual may represent and bind 
his or her minor or unborn children if a 
conservator or guardian for the issue has not 
been appointed; and (7) a grandparent or other 
direct ancestor may represent and bind the minor 
or unborn issue if a conservator or guardian for 
the issue has not been appointed and the issue is 
not otherwise represented hereunder.  Whenever 
two or more persons may serve as representative 
under (6) or (7) above, notice to or consent of 
all such persons shall not be necessary, and any 
one of such persons may act as representative, 
but in the event of any disagreement between such 
persons, such disagreement shall be resolved in 
favor of the representative who is a descendant 
of the settlor.55 

4.  Representation by person having 
substantially identical interest.  Unless 
otherwise represented, a minor, incapacitated, or 
unborn individual, or a person whose identity or 
location is unknown and not reasonably 
ascertainable, may be represented by and bound by 
another having a substantially identical interest 
with respect to the particular question or 
dispute, but only to the extent there is no 
conflict of interest between the representative 
and the person represented with respect to a 
particular question or dispute. 

5.  Representation by Presumptive Remainder 
Beneficiary.  A presumptive remainder 
beneficiary, meaning a person who would be 
eligible to receive distributions of income or 
principal from the trust upon the termination of 
the interests of all persons currently eligible 
to receive distributions of income or principal, 
may represent and bind contingent successor 

                                                 
54 Obviously, the trustee cannot bind the beneficiaries with respect to the trustee’s own actions, as that 
would be a clear conflict of interest in any case, but where, for example, Trust B is a remainder beneficiary 
of Trust A, and the trusts have different trustees, then the trustee of Trust B may represent the beneficiaries 
of Trust B with respect to some action to be taken regarding Trust A. 

55 This provision is based upon UNIF. TRUST CODE § 303, but has been expanded, by adding subsection (7), 
which allows any number of later minor or unborn generations to be represented, while giving priority to 
the parent of a minor child, if available. 
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remainder beneficiaries, including, but not 
limited to charitable entities, with respect to 
matters in which there is no conflict of interest 
between the representative and the person 
represented with respect to a particular question 
or dispute.56 

6.   Appointment of Representative by Court.  
A court of competent jurisdiction may appoint a 
representative to receive notice, give consent, 
and otherwise represent, bind, and act on behalf 
of a minor, incapacitated, or unborn individual, 
or a person whose identity or location is 
unknown, if no other representative for such 
individual is available.  A representative may be 
appointed to represent several persons or 
interests.  A representative may act on behalf of 
the individual represented with respect to any 
matter arising under this trust agreement, 
whether or not a judicial proceeding concerning 
the trust is pending.  In making decisions, a 
representative may consider general benefit 
accruing to the living members of the 
individual’s family.57 

Some states have enacted versions of the UTC, or non-UTC provisions, that 
do not permit the settlor to waive the duty to inform the beneficiaries of the 
administration of the trust, but permit someone to be designated as a 
representative for a sui juris beneficiary, to receive any notice, information, 
accounting, or report, and to otherwise represent and bind the beneficiary.  This 
generally occurs with respect to “quiet” trusts where the settlor wishes that the 

                                                 
56 See ALA. CODE § 19-3B-304(b).  The concept of the presumptive remainder beneficiary, as defined in 
ALA. CODE § 19-3B-103(12), is not found in the uniform act, but it recognizes that, in most cases, the 
interest of the beneficiary who is expected to receive the remainder will be the same as the interest of the 
contingent beneficiary who will take only if the presumptive remainder beneficiary fails to survive.  Note 
that, as with the Alabama statute, this provision requires that there be no conflict of interest, but it does not 
require that the interests of the presumptive remainder beneficiary and the contingent remainder beneficiary 
be identical.  Curiously, the other representation provisions in the uniform act and the Alabama statute 
provide that the representative may represent and bind the person represented, but the presumptive 
remainder beneficiary provision in the Alabama statute omits the words “and bind.”  Discussions with 
ACTEC fellows in Alabama suggest that the omission probably was not intentional, and that the provision 
was intended to permit the presumptive remainder beneficiary to represent and bind the contingent 
remainder beneficiaries as fully as in the other provisions.  Nevertheless, the author has added those words 
to the sample provision here to eliminate any issue.  Finally, the sample provision expressly states that the 
contingent remainder beneficiaries to be represented include charitable organizations, in an attempt to 
eliminate the requirement that any state attorney general be involved in any matter involving the trust prior 
to the vesting of an interest in a charity. 

57 This provision is based upon UNIF. TRUST CODE § 305, and is designed to facilitate the appointment by a 
court of a representative, even though no judicial action is pending.  This might be appropriate where, for 
example, other potential representatives may have a conflict of interest with the person to be represented. 
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beneficiary not receive information about the trust, at least for a period of time.58  
It is likely imprudent to depend upon the concept of a designated representative 
where the law governing the administration of the trust does not expressly 
recognize this form of representation.  Where the office is recognized, the 
representative should be subject to fiduciary duties to the represented party.  Not 
all state laws require that the representative be a fiduciary, but a court may be less 
likely to agree that a beneficiary without knowledge of circumstances may be 
bound by another who owes no fiduciary duty to the beneficiary. 

Sample Provision: 

Designated Representative (Florida) 

Pursuant to section 736.0306 of the Florida 
Statutes, I appoint _________ as Designated 
Representative of all beneficiaries of the trust. 

A.  Power to appoint and remove Designated 
Representative. 

1.  If no Designated Representative is 
acting on behalf of one or more beneficiaries of 
any trust under this document and the foregoing 
provisions do not effectively provide for the 
appointment of a Designated Representative, I, 
or, if I am unable to act, the Primary 
Beneficiary of such trust, or, if the Primary 
Beneficiary is unable to act, a majority of the 
Eligible Beneficiaries of such trust, may appoint 
one or more Designated Representatives to 
represent one or more beneficiaries of such 
trust. 

2.  Any person or class of persons who 
appointed a Designated Representative pursuant to 
the foregoing subsection may remove such 
appointed Designated Representative at any time. 

3.   A Designated Representative is 
authorized to resign at any time without court 
approval. 

4.  The resignation, appointment or removal 
of a Designated Representative shall be exercised 
in the same manner as provided in the section 
entitled “Procedures” governing the appointment, 
resignation and removal of Trustees.  A 
Designated Representative who is incapacitated 
shall be deemed to have resigned as Designated 
Representative and to have released his or her 
power to remove a Designated Representative. 

                                                 
58 See, e.g., FS §736.0306. 
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5.  For the sole purpose of this Article, a 
person is “unable to act” if he or she is then 
deceased, incapacitated, or disqualified by law 
from acting. 

B.  Provisions concerning Designated 
Representatives. 

1.  No then acting Trustee of any trust 
under this document shall serve as or appoint a 
Designated Representative of a beneficiary of 
such trust. 

2.  Except as otherwise provided under 
Chapter 736 of the Florida Statutes, but only to 
the extent such law is not modified by this 
document, a Designated Representative who is also 
a beneficiary of a trust may not represent and 
bind another beneficiary of such trust unless the 
Designated Representative (i) was appointed by 
me; (ii) is such other beneficiary’s spouse; 
(iii) is a grandparent of such other beneficiary 
or such other beneficiary’s spouse; (iv) is a 
descendant of a grandparent of such other 
beneficiary or such other beneficiary’s spouse; 
or (v) is authorized to act under the section of 
this document entitled “Virtual representation.” 

3.  My Trustees shall provide the 
Designated Representative of a beneficiary of a 
trust with any notice, accounting or other 
information that is required by law to be 
distributed to such beneficiary or that my 
Trustees consider pertinent to the administration 
of such trust (referred to as “trust 
information”) and the Designated Representative 
shall represent and bind the beneficiary with 
respect to such trust information, regardless of 
any provision of Chapter 736 of the Florida 
Statutes to the contrary.  My Trustees shall not 
give trust information directly to any 
beneficiary who is otherwise represented by a 
Designated Representative. 

4.  A Designated Representative who is not 
a beneficiary of such trust shall be entitled to 
receive from such trust (i) reasonable 
compensation for serving as a Designated 
Representative and (ii) reimbursement for 
expenses incurred while acting in such capacity. 

5.  A Designated Representative shall not 
be liable to any beneficiary whose interests he 
or she represents, or to anyone claiming through 
such beneficiary, for any actions or omissions to 
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act, provided such actions or omissions are made 
in good faith. 

6.  My Trustees shall not be liable to any 
beneficiary represented by a Designated 
Representative for giving trust information to 
such Designated Representative in lieu of giving 
trust information to such beneficiary. 

By way of caveat, it should go without saying that allowing persons to be 
represented by virtual representation does not present the same degree of 
protection and oversight as would the requirement of the appointment of a 
guardian ad litem and/or supervision of a court.  Therefore, virtual representation 
should only be made available where the practitioner agrees that the additional 
flexibility justifies the loss of oversight and protection. 

B. Nonjudicial Settlement Agreements 

Further to the UTC’s philosophy of encouraging action by agreement, without 
court involvement, as facilitated by virtual representation, is the concept of the 
Nonjudicial Settlement Agreement.  In a nutshell, this provision states that any 
action a court could take with respect to a trust can be accomplished without court 
involvement, as long as: 

■ The action is consented to by all of the interested parties who would have to 
participate in the court proceeding to take such action; 

■ The action is not contrary to a “material purpose” of the trust; and 

■ The action is an action the court would be authorized to take. 

Such agreements are frequently employed in UTC jurisdictions to clarify 
uncertain rights and obligations of the parties, to approve accountings, to replace 
trustees, to grant administrative powers to trustees, etc. 

The potential effectiveness of such agreements is demonstrated by In Re 
Frank,59 decided under Ohio’s version of the UTC.  In Frank, the trust was 
subject to a local probate court rule requiring that the trustee post a bond equal to 
double the value of the trust, unless the trust agreement provided otherwise, and 
the trust apparently did not expressly waive the requirement.  After the probate 
court refused the trustee’s request to reduce the amount of the required bond, the 
trustee entered into a nonjudicial settlement agreement with the beneficiaries to 
eliminate the bond requirement altogether.  The trustee moved to have the court 
approve the agreement, and the court refused.  The Court of Appeals reversed the 
probate court, holding that the parties had the right to modify the trust by 
agreement in any way that was not inconsistent with the purposes of the trust, and 
that the probate court did not have the discretion to not approve the agreement 
otherwise. 

                                                 
59 In Re Frank, 910 N.E.2d 523 (Ohio App. 2009). 
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In jurisdictions that have not enacted the UTC or borrowed this notion from 
the UTC (such as Illinois), practitioners might consider grafting such a provision 
into the trust.  Below is a sample provision largely borrowed from the UTC: 

Sample Provision: 

Nonjudicial Settlement Agreement 

Except as otherwise provided in subsection 
(c), the persons whose consent would be required 
in order to achieve a binding settlement were the 
settlement to be approved by a court of competent 
jurisdiction, may enter into a binding 
nonjudicial settlement agreement with respect to 
any matter involving any trust created hereunder, 
so long as such agreement does not violate a 
material purpose of the trust, includes terms and 
conditions that could be properly approved by a 
court of competent jurisdiction under applicable 
law. 

Matters that may be resolved by a nonjudicial 
settlement agreement include, without limitation:  
(1) the interpretation or construction of the 
terms of the trust; (2) the approval of a 
trustee’s report or accounting; (3) direction to 
a trustee to refrain from performing a particular 
act or the grant to a trustee of any necessary or 
desirable power; (4) the resignation or 
appointment of a trustee and the determination of 
a trustee’s compensation; (5) transfer of a 
trust’s situs or principal place of 
administration; and (6) the liability of a 
trustee for an action relating to the trust. 

Any interested person may request a court of 
competent jurisdiction to approve a nonjudicial 
settlement agreement, to determine whether the 
representation as provided in [Article __] was 
adequate under the terms thereof, and to 
determine whether the agreement contains terms 
and conditions the court could have properly 
approved.  The grantor’s intent is that the court 
approve any such agreement, irrespective of the 
court’s opinion of the wisdom of such an 
agreement, unless the court concludes that the 
agreement could not, under any circumstances, 
have been approved by the court in settlement of 
a judicial dispute. 

C. Definition of Charitable Trusts - No Good Deed Goes Unpunished 

In most states, for any trust that is a “charitable trust” as defined in governing 
state law, the state Attorney General or a similar state official represents the 
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interests of the charity in any judicial action and, perhaps, in nonjudicial settings 
as well.  Accordingly, to obtain the valid consent of the charity, the consent of the 
state Attorney General may be necessary as well.  The difficulty is that many state 
laws define the term “charitable trust” rather broadly.60  Such broad definitions 
raise the question of whether a trust becomes a “charitable trust” even if the only 
interest held by any charity is a contingent remainder interest.  The UTC is clear 
that a charity has certain rights of a qualified beneficiary only if the charity is 
specifically named and otherwise would be a qualified beneficiary, because the 
charity is either a permissible distributee or would become a permissible 
distributee at the termination of the trust or the termination of the interests of the 
current permissible distributees.61  However, the UTC also defines a “beneficiary” 
generally as including future contingent beneficiaries.62  Therefore, in any 
circumstance that requires notice to, the consent of, or other involvement of all 
beneficiaries, and not just qualified beneficiaries, a contingent charitable 
beneficiary could be included in that class. 

The typical situation is that a trust is created for members of the grantor’s 
family, but includes an “Armageddon” provision stating that in the (presumably 
unlikely) event that all of the grantor’s descendants or other individual 
beneficiaries should fail to survive to the end of the trust term, the trust property 
will be paid to one or more named charities, rather than to the so-called “laughing 
heirs.”  In such a case, it is fairly clear that the grantor was not creating a trust for 
charitable purposes, if the charitable interest only arises after all non-charitable 
beneficiaries have died out, and the expectation is that they will not, in fact, die 
out before the trust terminates.  Nevertheless, under the laws of many states, there 
are matters that require notice to, or the consent of, contingent beneficiaries as 
well as current or presumptive future beneficiaries.  Does that mean that the 
Attorney General must get involved in every matter where a trustee seeks the 
consent of beneficiaries to some action, or the release of the beneficiaries with 
respect to some action requested by the beneficiaries?  If so, then all of the virtual 
representation and nonjudicial settlement agreement provisions discussed above 
may not work as well as intended, since dealing with the Attorney General can be 
a bureaucratic process. 

One way to deal with this issue in the trust might be to simply state that the 
intention is not to create a charitable trust since, after all, the status as a charitable 
trust depends upon grantor intent, or lack thereof, and if that grantor intent is 
expressly stated, perhaps that would negate the charitable trust rules. 

                                                 
60 For example, the UTC defines a charitable trust as “a trust, or portion of a trust, created for a charitable 
purpose described in Section 405(a).”  UNIF. TRUST CODE 103(4).  Similarly, Georgia law defines a 
charitable trust as a trust “where the grantor provides that the trust property shall be used for ‘charitable 
purposes.’”  O.C.G.A. § 53-12-170. 

61 UNIF. TRUST CODE § 110(b). 

62 UNIF. TRUST CODE § 103(3). 
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In the above discussion of virtual representation, the sample provision 
attempts to address this issue by stating that a presumptive remainder beneficiary 
may represent and bind the interest of contingent remainder beneficiaries, 
specifically including charitable contingent beneficiaries.  Will it work?  Who 
knows?! 

Sample Provision: 

Negation of Charitable Trust Provisions 

The Grantor does not intend to create a 
charitable trust, notwithstanding that one or 
more contingent beneficiaries hereunder may be 
charities, and no trust hereunder shall be 
subject to any special provision of law regarding 
charitable trusts, such as the power of the 
attorney general of any other state to represent 
the charity, unless and until all conditions 
precedent to the interests of the charitable 
beneficiaries have been satisfied (i.e., all 
other noncharitable beneficiaries have died). 

See also the above discussion of virtual representation, and the sample 
provision permitting presumptive remainder beneficiaries to represent the 
interests of all contingent remainder beneficiaries, charitable and non-charitable. 

Additionally, trusts often will expressly negate the duty of impartiality with 
respect to future beneficiaries, by stating that the grantor’s purpose is to provide 
for current beneficiaries, and that their needs may take priority over 
remaindermen, even to the extent of exhausting the trust before the remainder 
interests become possessory. 

D. “Decanting” to Another Trust 

A “decanting” power is a power to appoint or distribute property to another 
trust for the benefit of the permissible appointees or distributees of trust property.  
Decanting powers can be extremely useful to deal with changing circumstances or 
to cure “defects” in trusts, by simply pouring the trust assets over to a new trust 
with more desirable provisions.63 

1. Powers of Appointment 

Many states recognize that a power of appointment may be exercised in 
favor of a trust.64 Some state laws consider any distribution power, including a 

                                                 
63 See William R. Culp, Jr. & Briani Bennett Mellen, Trust Decanting:  An Overview and Introduction to 
Creative Planning Opportunities, 45 REAL PROP. TR. & EST. L. J. 1.  See also M. Patricia Culler and Diana 
S.C. Zeydel, Decanting:  An In-Depth View of the Latest Techniques, ACTEC FALL MTG. (2009). See also 
Alan S. Halperin, You May Not Need to Whine about Problems with Your Irrevocable Trust-State Law and 
Tax Considerations in Trust Decanting, U. MIAMI INST. ON EST. PLAN. (2008) and Laird F. Lile, Decanting 
101, ACTEC ANN MTG. (2008). 

64 See Culler & Zeydel, supra, note 63, at 3, and RESTATEMENT (SECOND) OF PROP.:  DONATIVE 

TRANSFERS § 19.3 (1983), and the comments thereto, for a listing of many state court decisions supporting 
the right of a holder of a power of appointment to appoint in further trust. See also VA. CODE ANN. § 55-
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fiduciary principal encroachment power, to be a power of appointment, while 
others only consider non-fiduciary powers to direct distributions to be powers 
of appointment.  If state statute or case law recognizes a trustee’s distribution 
power to be a power of appointment, then the distribution power should be 
exercisable in further trust to the same extent that any other power of 
appointment may be so exercised.65 

2. Fiduciary Distributions 

Several states have enacted decanting statutes specifically permitting a 
trustee to make distributions to trusts, as well as outright, assuming the trust 
instrument does not indicate that the grantor intended otherwise.66  Decanting 
has also been recognized in case law.67  Perhaps the most often quoted case 
recognizing decanting is Phipps v. Palm Beach Trust Company, which held 
that “the power vested in a trustee to create an estate in fee includes the power 
to create or appoint any estate less than a fee unless the donor clearly indicates 
a contrary intent.”68  The statutes and cases vary as to the circumstances under 
which decanting is permitted, such as whether decanting is permitted where 
the trustee’s discretion is limited by an ascertainable standard, or is only 
permitted where the trustee has unlimited discretion. 

                                                 
25.1, as an example of a statutory provision (found in the property statutes, rather than the trust statutes) 
supporting this view, and Regents of the University System of Georgia v. Trust Company of Georgia, 186 
Ga. 498; 198 S.E. 345 (Ga. 1938), which is an early case holding that a testamentary power to appoint 
property in fee simple includes the power to appoint a lesser estate, absent an expression of intent to the 
contrary. 

65 See RESTATEMENT (SECOND) OF PROP.:  DONATIVE TRANSFERS § 11.1 cmt. d (1983), which states that a 
trustee’s power to make discretionary distributions is a power of appointment, but unlike § 19.3, cited 
above, § 11.1 does not cite to any authority for this proposition, and a Shepard’s search at the time of this 
writing (April 2017) turned up no case law adopting this rule.  By contrast, RESTATEMENT (THIRD) OF 

PROP.:  WILLS AND DONATIVE TRANSFERS, § 17.1, cmt. g, states that while a fiduciary distribution power is 
a power of appointment, the new Restatement defers to the RESTATEMENT (THIRD) OF TRUSTS §86 with 
respect to distribution powers held in a fiduciary capacity, because the Restatement (Third) of Property 
provisions generally refer to powers of appointment held in a nonfiduciary capacity. Some states have 
enacted statutes expressly addressing whether a fiduciary distribution power is a power of appointment, but 
many have not.  Therefore, where a document does not expressly grant a decanting power, but it would be 
useful to have, a thorough review of state trust law and property law provisions dealing with powers of 
appointment would be in order. It may be that a recognition that a distribution power is a power of 
appointment may be cobbled together with a recognition that a power of appointment may be exercised in 
further trust. 

66 For a list of state decanting statutes, see State Decanting Statutes Passed or Proposed, updated through 
April 28, 2016, Prepared by M. Patricia Culler, on the public side of the ACTEC website:  
http://www.actec.org/assets/1/6/Culler-Decanting-Statutes-Passed-or-Proposed.pdf.  See also Summaries of 
State Decanting Statutes, updated through February 20, 2017, compiled by Susan T. Bart, 
http://www.actec.org/assets/1/6/Bart-State-Decanting-Statutes.pdf.  

67 See, RESTATEMENT (SECOND) OF TRUSTS § 17, cmt. f (1992); Phipps v. Palm Beach Trust Company, 142 
Fla. 782; 196 So. 299 (Fla. 1940); Marx v. Rice, 1 N.J. 574 (1949). 

68 Phipps at 785-6, 196 So. at 301. Phipps continues to be good law in Florida, in addition to Florida’s 
decanting statute, cited above. 
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In any event, if the power to decant is expressly stated in the trust 
agreement, then there should be no doubt about the existence or extent of such 
a power. 

Sample Provisions: 

Beneficiary Power of Appointment Including 
Decanting Power 

The beneficiary shall have a special power 
. . . to direct the trustee to distribute all 
or any part of the property . . . to such 
person(s) or entity(ies), and in such amounts, 
in trust or otherwise, as the beneficiary 
shall choose. 

Fiduciary Decanting Power 

The authority of the trustee to distribute 
income or principal to, and/or for the benefit 
of, any beneficiary hereunder shall include 
the power to distribute income or principal 
from such trust (the “Invaded Trust”) to 
another trust (the “Receiving Trust”) for the 
benefit of one or more beneficiaries of the 
Invaded Trust.  All beneficiaries of the 
Invaded Trust need not be beneficiaries of the 
Receiving Trust, but all of the current and 
presumptive remainder beneficiaries of the 
Receiving Trust must be current or presumptive 
remainder beneficiaries of the Invaded Trust. 

The Receiving Trust may be an existing 
trust or may be a trust established by the 
trustee of the Invaded Trust for the purpose 
of receiving a distribution hereunder. 

The trustee of the Receiving Trust may be 
anyone other than the settlor.  The Receiving 
Trust may include fiduciary powers of 
appointment exercisable by the trustee, so 
long as such powers are exercisable only in 
favor of one or more beneficiaries of the 
Invaded Trust.  The Receiving Trust may 
include beneficiary powers of appointment, 
general or non-general, exercisable in favor 
of anyone, including persons who have no 
beneficial interest in the Invaded Trust. 

The trustee’s discretion with respect to 
distributions from the Receiving Trust may be 
greater or less than the trustee’s discretion 
under the Invaded Trust, subject to the 
restrictions below. 
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The trustee’s distribution authority 
hereunder shall not be exercisable in any 
manner that would cause any property of the 
Invaded Trust or the Receiving Trust to be 
included in the gross estate of the Settlor, 
nor shall such authority be exercisable in any 
way that would disqualify either the Invaded 
Trust or the Receiving Trust for any tax 
benefit otherwise applicable to the Invaded 
Trust.  By way of example, and not by way of 
limitation: 

- If the Invaded Trust is a “QTIP” trust, 
transfers to which qualified for the 
marital deduction, then the Receiving 
Trust must also meet the requirements of 
a QTIP Trust; 

- If prior transfers to the Invaded Trust 
qualified for the gift tax annual 
exclusion as a result of a beneficiary 
withdrawal right that is still 
exercisable by any beneficiary, then 
such beneficiary must have the same 
withdrawal right over the property of 
the Receiving Trust; 

- If prior transfers to the Invaded Trust 
qualified for the GST tax annual 
exclusion under Code Section 2642(c), 
then the Receiving Trust must also 
satisfy the requirements of such Code 
section. 

It is my desire, which is not binding on 
the trustee, that in exercising any power such 
person be mindful of the potential effect of 
(1) Sections 2041(a)(3) and 2514(d) of the 
Code, (2) any similar tax provision, and (3) 
any relevant generation-skipping transfer tax 
provision. 

3. Cautionary Note— Tax Consequences of Decanting 

Even with a power to decant under the trust agreement and/or the 
governing provisions of state law, the actual exercise of the power requires 
great care, since there may be adverse tax consequences.69 

a. Delaware Tax Trap 

A taxable gift or inclusion of trust property in a beneficiary’s estate 
can result if a beneficiary exercises a power of appointment by appointing 

                                                 
69 See Culp & Mellen, supra, note 63, at Section IV of the article, entitled “Tax Treatment of Decanting.” 
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property in further trust, if the property is thereafter subject to additional 
powers of appointment in others, if the other powers of appointment can 
be exercised in a manner that postpones the vesting of the trust property 
for a period of time ascertainable without regard to the date of the 
creation of the first power.70  Note, however, that the Delaware Tax Trap 
only applies to an exercise of a beneficiary power of appointment, and 
should not be an issue with respect to a distribution power held by a 
corporate or other independent trustee, but see below. 

b. IRS Current Study of Tax Implications of Decanting 

In 2011, the IRS announced that it was studying the income, gift, 
estate and GST tax implications of trust decanting that results in a change 
in any beneficial interest, and therefore would not issue any further private 
letter rulings on the tax implications of decanting that results in any 
change of beneficial interest.71  Additionally, Treasury requested 
comments from the public on the appropriate tax implications of 
decanting, particularly in certain situations including, but not limited to, 
any decanting that changes the grantor trust status of trust property.72  
Treasury received substantial and voluminous comments, as requested, 
and though such issues remain on the annual “no ruling” list published by 
the IRS, there has been no indication as to when, or whether, any guidance 
may be forthcoming, and this project has not appeared on the “Priority 
Guidance Plan” in many years. 

c. Regulations on Decanting “Grandfathered” GST Trusts 

The only reliable guidance thus far on the tax implications of trust 
decanting is a regulation setting forth certain “safe harbor” transactions 
involving modification of trusts, whether by decanting or otherwise, that 
are “grandfathered” because they were created prior to the effective date 
of the GST tax.73  While no such guidance has been issued with respect to 
trusts that have a zero inclusion ratio resulting from the allocation of GST 
exemption, the IRS has ruled in at least one private letter ruling that any 

                                                 
70 I.R.C. §§ 2041(a)(3) and 2514(d).  This rule is called the Delaware Tax Trap because it arose from a 
provision of Delaware law providing that whenever property is transferred in trust by the exercise of a 
power of appointment, the rule against perpetuities measuring period for the property thereafter runs from 
the date of decanting, not from the date of the original trust.  See also Richard W. Nenno, Terrors of the 
Deep:  Tax Dangers When Exercising Powers Over Trusts — The GST Regulations and the Delaware Tax 
Trap, 34 EST., GIFTS AND TR. J. 76; James P. Spica, A Trap for the Wary:  Delaware’s Anti- Delaware-Tax-
Trap Statute is Too Clever by Half (of Infinity), 43 REAL PROP. TR. & EST. L. J. 673.  See also Culp & 
Mellen, supra, note 63. 

71 See Rev. Proc. 2014-3, Section 5 (24). 

72 Notice 2011-101.  See ACTEC Comments on Transfers by a Trustee from an Irrevocable Trust to 
Another Irrevocable Trust (Sometimes called “Decanting”)(Notice 2011-101) Released December 21, 
2011, on the public side of the ACTEC website at:   http://www.actec.org/resources/comments-on-
transfers-by-a-trustee/. 

73 Treas. Reg. § 26.2601-1(b)(i). 
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transaction that qualifies for the safe harbor for grandfathered trusts should 
not result in the loss of GST exempt status with respect to a zero inclusion 
ratio trust.74 

E. Power to Amend Trust 

The trustee or, perhaps, a third party special trustee, protector, or advisor, can 
be given the power to make certain modifications in the terms of the trust to 
maintain or achieve certain tax or other advantages for the beneficiaries or for 
other purposes.75  Generally, such powers are limited so as to prevent abuse of the 
power to the detriment of beneficiaries.  Moreover, such powers should generally 
be restricted to corporate or other independent trustees, to prevent such a power 
giving rise to a taxable general power of appointment. 

A “real life” example of where such a power came in handy involved a trust 
that gave the trustee broad discretion to distribute income and principal to the 
beneficiaries, but did not expressly provide that undistributed income be added to 
principal.  In such a case, if income is not distributed, the trustee may be required 
to hold the accumulated income in a separate account indefinitely, and may be 
limited as to investment options, instead of investing the funds as part of the 
principal.  The trustee was able to administratively amend the trust to provide for 
the addition of undistributed income to principal assuming, of course, that doing 
so does not favor one group of beneficiaries to the detriment of another. 

Sample Provision: 

Power to Amend to Secure Grantor Objectives 

Any corporate or other independent trustee 
shall have the authority to amend this agreement 
from time to time as it deems necessary or 
advantageous to secure tax or other legal 
benefits for the beneficiaries, but no such 
amendments shall adversely affect any beneficial 
interests hereunder. 

F. Power to Terminate 

The trust instrument may confer upon the trustee the power to terminate the 
trust under certain circumstances.76  Such a power allows the trustee to terminate 
a trust if its purpose is no longer being served.  If the power is coupled with a 
“decanting” power, this may permit the trustee to deal with certain circumstances 
by terminating one trust and distributing the assets to a new trust with more 
favorable terms.  Many trust forms in common use provide for termination of very 
small trusts, but sometimes termination may be desirable even for a larger trust. 

                                                 
74 PLR 200141024. 

75 See, e.g., UNIF. TRUST CODE § 808(c) and O.C.G.A. § 53-12-61, both of which expressly permit giving 
the trustee or another a power to amend. 

76 See, e.g., O.C.G.A. § 53-12-64. 
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Sample Provisions: 

Trustee Power to Terminate Trust - Short 

Notwithstanding any other provision hereunder, 
if at any time the Trustee (other than any 
Beneficiary), in its sole discretion, shall 
determine that the size of any trust does not 
warrant the cost of continuing the trust or that 
its further administration would defeat or fail 
to serve the grantor’s purposes in creating the 
trust, or be otherwise impractical, the Trustee, 
in full discharge of its duties, without formal 
judicial accounting, may distribute the then 
remaining trust assets to the Beneficiary.  Upon 
making any such distribution, all beneficiaries’ 
interests in the trust, whether vested or 
contingent, shall be terminated and the Trustee 
shall be relieved of all liability and accounting 
requirements with respect to the trust. 

Protector/Advisor Power to Terminate Trust - 
Detailed 

The Trust Advisor (who may not be a 
Beneficiary of this Trust) shall have the power 
to terminate the Trust if the Trust Advisor 
determines, in the Trust Advisor’s sole and 
absolute discretion, that: 

(1) The continued retention of the principal 
in trust is uneconomical or otherwise 
inadvisable; 

(2) The Trust no longer serves any material 
purpose of the Grantors or of the Beneficiary or 
Beneficiaries of the Trust; or 

(3) For any other reason, termination of the 
Trust will be in the best interests of the 
Beneficiary or Beneficiaries. 

The Trust Advisor shall provide the then 
serving Trustee with written notice of the 
decision to terminate and the date of 
termination, if any.  Upon the Trust Advisor’s 
exercise of the power to terminate, the Trustee 
may (1) distribute the remaining principal and 
undistributed income of the Trust to the current 
beneficiary or beneficiaries of the Trust as the 
Trustee, in the exercise of sole and absolute 
discretion, determines to be most consistent with 
the Grantors’ manifested plan of distribution, or 
(2) purchase an annuity contract with the 
remaining principal and undistributed income of 
the Trust which provides life income for the 
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current beneficiary or beneficiaries of the Trust 
under such terms and conditions as the Trustee, 
in the exercise of sole and absolute discretion, 
shall determine.  No Trust Advisor or Trustee who 
acts under this power to terminate and distribute 
shall be liable to any Beneficiary unless such 
power was exercised in bad faith. 

VI. Trustee Powers to Enhance Flexibility and Benefits 

A. Power to Hold Property for Beneficiary Use 

Traditional rules require a trustee to invest trust assets for the production of 
income (or, perhaps, total return) to be distributed to or for the beneficiaries.  
Moreover, all trust investments typically must comply with any applicable 
prudent investor standards with regard to risk, productivity, liquidity, 
diversification, etc.  However, it may be beneficial for a trustee to retain or 
purchase a primary or secondary residence, or even tangible personal property, 
for a beneficiary’s use, rather than distributing property to the beneficiary or 
distributing the funds to purchase the property.  After all, once the funds are 
distributed, they are in the beneficiary’s gross estate and fully subject to creditor 
claims. 

The challenge is that even though the purchase and maintenance of such 
property benefits a beneficiary, it may be difficult to justify the retention or 
purchase of such property under normally applicable “prudent investor” 
principles.  Moreover, even where a trustee can justify holding such property, the 
custody and control of the property will necessarily be turned over to the 
beneficiary, thus limiting the trustee’s ability to protect the property from loss or 
damage at the hands of the beneficiary. 

To eliminate any doubt, consider a provision that expressly permits the 
retention or acquisition of property for the personal use of the beneficiaries, while 
at the same time reasonably exculpating the trustee from liability for loss or 
destruction of the property while under the control of the beneficiary. 

Sample Provision: 

Power to Hold Personal Use Property 

To acquire, hold and maintain for investment 
or for the use and benefit of such one or more of 
the beneficiaries of any trust, as the trustee, 
in the exercise of sole and absolute discretion, 
determines, any residence (whether held as real 
property, condominium or cooperative apartment), 
and/or any tangible personal property, and to 
permit any one or more beneficiaries as the 
trustee shall determine to occupy any real 
property and to use any tangible personal 
property forming part of the trust estate on such 
terms as the trustee, in the exercise of sole and 
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absolute discretion, may determine, whether for 
rent, rent-free, in consideration of payment of 
taxes, insurance, maintenance or ordinary 
repairs, or with such expenses being paid by the 
trust, or otherwise as the trustee, in the 
exercise of sole and absolute discretion, 
determines; provided, however, that the trustee 
is authorized to grant custody over any such 
property to any trust beneficiary, and shall not 
be liable for any damage to, destruction of, or 
other loss of such property while in the custody 
of a beneficiary; and provided, further, that in 
the case of any trust hereunder which is eligible 
for the marital deduction, such occupancy shall 
be rent free and any other condition shall be 
consistent with the grantor’s intention that the 
spouse have that degree of beneficial enjoyment 
of the trust property during life which the 
principles of the law of trusts accord to a 
person who is unqualifiedly designated as the 
life beneficiary of a trust, so that the Spouse’s 
interest is a qualifying income interest for life 
for purposes of the marital deduction;77 

B. Power to Change Situs and Governing Law 

Attorneys are understandably fond of specifying that their home state law 
applies for all time to come, because that is the law they know, and they do not 
wish to be accused of the unauthorized practice of law in another jurisdiction.  
However, home state law may not always be in the best interests of the 
beneficiaries over the long haul, so great flexibility can be achieved by permitting 
a trustee to change the situs, principal place of administration and governing law 
of a trust.  By way of example, the ability to move the situs of a trust from one 
state to another might allow the trust to avoid state income tax on any 
undistributed income or capital gains.  Moreover, governing law may change 
anyway, if there is a change of trustees to a new trustee that is resident in another 
state, but great confusion can arise as to what law applies if it is not clear which 
law applies in such an event, or it is not clear that the governing law may be 
changed.  Therefore, it is most helpful to specify in the document the governing 
law at the outset, but to permit the trustees to change the situs and governing law 
when it deems it beneficial to do so. 

Sample Provision: 

Power to Change Situs and Governing Law 

If at any time, in the opinion of the trustee, 
it is in the best interests of the beneficiary or 
distributee for the trust to be located in a 

                                                 
77 Note that this marital deduction savings clause is advisable whenever such a provision applies to a 
marital deduction qualifying trust. 
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jurisdiction other than the one in which the 
trust is administered at the time, the trustee 
may move the trust to such other jurisdiction.  
The trustee may elect that the law of such other 
jurisdiction shall govern the trust to the extent 
necessary or appropriate under the circumstances, 
but not so as to enlarge or shift any beneficial 
interest.  The trustee shall be under no duty to 
exercise the foregoing powers, to inform any 
beneficiary or other person of the potential 
benefit of exercising the powers, or to monitor 
any fact or circumstance to determine whether to 
exercise such powers, regardless of whether, or 
the extent to which, the trustee may have 
previously undertaken any such exercise, 
informing, or monitoring. The Trustee shall incur 
no liability to any person for its exercise of 
such power or its refusal or failure to exercise 
such power, absent willful misconduct proved by 
clear and convincing evidence in the court with 
primary jurisdiction over the administration of 
such trust. 

C. Power to Lend to Beneficiaries 

It may be beneficial for a trust to make a loan to a beneficiary to assist the 
beneficiary to purchase a home or for another purpose, particularly where an 
outright distribution may not be appropriate, or where an outright distribution 
would be appropriate, but a loan would be better, since it maintains the value of 
the trust.  The UTC specifically grants to a trustee the power to make loans to 
beneficiaries,78 but in other jurisdictions, the power is not so clear, in which case 
loans may not be permitted unless, perhaps, the loan can be justified as a trust 
investment under prudent investor standards.79  The following are but a few 
examples of circumstances where such a power would be beneficial: 

■ Outright distribution will increase the beneficiary’s taxable estate, but a loan 
will not do so, at least not until the property appreciates to an amount more 
than the loan, plus interest. 

■ Outright distribution may be inappropriate as providing too much benefit to 
the current beneficiary at expense of the remainder beneficiary, while a 
secured loan may preserve principal for remainder beneficiary, while still 
assisting the current beneficiary. 

■ The beneficiary needs a new house, but has a history of financial 
irresponsibility such that making a distribution out of the trust to purchase the 
house may give the beneficiary too much access to the value of the house, if 

                                                 
78 UNIF. TRUST CODE § 816(18). 

79 O.C.G.A. § 53-12-261(12) permits loans for the “benefit or the protection of the trust,” which indicates 
that loans must be justified more as an investment than as a method of providing benefit to a beneficiary. 
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the beneficiary is inclined to sell or mortgage the house to raise cash that can 
be squandered.  However, the trust does not wish to own the house because 
the beneficiary’s history of drug abuse indicates that the house may be used 
for illegal purposes and may involve activities that would expose the owner of 
the house to unacceptable risk of liability, liability insurance notwithstanding.  
The trust can loan the money on the house, thus preventing the beneficiary 
from being able to blow the money, without exposing the trustee to liability as 
property owner. 

The common law recognizes loans to beneficiaries to be appropriate in some 
circumstances.80 Nevertheless, the law differs substantially from state to state, so 
if the trust expressly permits loans and, more specifically, loans to beneficiaries, 
perhaps even on less than commercial terms, then the trustee should have the 
flexibility to use the trust assets to benefit the beneficiary, again under 
circumstances where an outright distribution is ill-advised. 

Sample Provision: 

Power to Lend to Beneficiaries — Broad 

In their discretion to make loans to the 
beneficiary with or without security and with or 
without interest, upon such terms as they deem 
advisable; 

D. Power to Invest in Fiduciary Managed Funds (Self-Dealing) 

The UTC provisions regarding the duty of loyalty make clear that a trustee’s 
investment in its own mutual funds or common trust funds is not presumed to 
involve a conflict of interest, so long as the investment otherwise complies with 
prudent investor standards and meets certain disclosure requirements, and many 
other state statutes provide likewise.81  These provisions state that a trustee can 
invest in common trust funds, mutual funds, alternative assets, etc., that are 
managed by the trustee, without being accused of self-dealing.  Of course, such 
investments still must meet prudent investor standards, and should be no more 
expensive than investments available outside the institution.  Most states have 
adopted provisions that automatically permit a trustee to invest in its own 
common trust funds and, in many cases, its own stock or mutual funds.  
Nevertheless, since the exact wording of such rules differs from state to state, 
such a provision may be helpful.  Set forth below is the provision recommended 

                                                 
80 “The loan need not qualify as a prudent investment under § 90 [Restatement Third, Trusts (Prudent 
Investor Rule) § 227]. It is a form of discretionary benefit, and may be made at a market rate of interest or 
at low or no interest; and funds may be advanced with recourse only against the beneficiary’s interest, 
without personal liability.” RESTATEMENT (THIRD) OF TRUSTS § 50, cmt. d(6) (2003). 

81 UNIF. TRUST CODE § 802(f).  VA. CODE ANN. § 64.2-1506 permits a fiduciary to invest in a mutual fund 
from which it receives advisory or management fees, but prohibits the charging of additional fiduciary fees, 
absent express permission in the trust or unless certain disclosures are made to the beneficiaries.  See also 
O.C.G.A. § 53-12-261(b)(2), which permits the purchasing of common trust funds, O.C.G.A. § 53-12-262, 
which permits a trustee to purchase its own stock and securities, and O.C.G.A. § 53-12-261(b)(2), which 
states that a trustee is not precluded from purchasing interests in its own mutual funds. 
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by Bessemer Trust Company, N.A. at the time of this writing, but most financial 
institutions have their own preferred forms of such provisions, which they are 
happy to provide. 

Sample Provision: 

Corporate Fiduciary “Self-Dealing” Power 

[    ].  To invest in investment instruments 
owned or controlled by Bessemer Trust Company, 
N.A. (the “Corporate Trustee”) or its affiliates, 
or from which the Corporate Trustee or its 
affiliates receive compensation for providing 
services in a capacity other than as trustee, and 
to do so without notice to or the approval of any 
court or trust beneficiary.  The Corporate 
Trustee or its affiliates may receive fees, 
profit allocations, expense reimbursements, or 
other compensation from such investments in 
addition to and without any offset or reduction 
in the compensation payable to the Corporate 
Trustee for administering the trust.  Such 
investments are expressly authorized and shall 
not be presumed to be affected by a conflict 
between the personal and fiduciary interests of 
the Corporate Trustee.  Without limiting the 
foregoing, the Corporate Trustee is authorized to 
engage in the following transactions which may be 
considered as involving self-dealing, divided 
loyalty, or conflicts of interest on the part of 
the Corporate Trustee: 

(a) Mutual Funds.  To make investments in 
shares of regulated investment companies ("mutual 
funds") for which the Corporate Trustee or its 
affiliates act as investment advisor and receive 
the customary fee for so acting.  The 
[Grantor/Settlor/Trustor/Donor] understands that 
this fee is disclosed in the mutual funds' 
prospectuses and may change from time to time by 
a vote of the shareholders or the mutual funds' 
boards of directors.  The 
[Grantor/Settlor/Trustor/Donor] also authorizes 
the Corporate Trustee or its affiliates to 
receive a shareholder servicing fee of up to 0.25 
percent per annum of the mutual funds' average 
daily net assets and a custody fee from the 
mutual funds for providing custodial services at 
the prevailing rate, which is currently up to 
0.10 percent per annum. 

(b) Private Investments.  To make 
investments in (i) private investment funds or 
pools, whether in the form of a limited 
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partnership, limited liability company, 
corporation, trust, or other form, including (but 
not by way of limitation) private investment 
funds sponsored, organized, managed, advised, 
administered, or privately placed by the 
Corporate Trustee and its affiliates; and (ii) 
private investment funds of which the Corporate 
Trustee and its affiliates may serve as general 
partner, manager, advisor, administrator, 
placement agent, or other service provider, and 
from which the Corporate Trustee and its 
affiliates may receive fees, expense 
reimbursements, profit allocations and other 
payments.  The [Grantor/Settlor/Trustor/Donor] 
acknowledges that investments in private 
investment funds contain inherent investment 
risks including the possible loss of principal 
invested, are speculative in nature, are 
illiquid, and are not guaranteed as to either 
principal or income by the Corporate Trustee or 
its affiliates. 

(c) Sweeps.  To make temporary investments 
("sweeps") of funds in mutual funds for which the 
Corporate Trustee or its affiliates furnish 
administrative and record-keeping services and 
receive an expense reimbursement from such mutual 
funds at the prevailing rate, which is currently 
up to 0.25 percent of the net cash assets so 
invested annually. 

(d) Cash.  To make temporary deposits of any 
cash in the trust awaiting distribution or 
permanent investment in money market or similar 
interest bearing accounts of the Corporate 
Trustee’s or Corporate Trustee’s affiliate or 
correspondent banks.  Funds in the process of 
collection will not be invested, while trust 
balances in a negative collected funds position 
will automatically offset against the trust's 
positive collected funds as determined on an 
average monthly balance. 

(e) Borrowing and Pledging.  To borrow from 
or otherwise to incur indebtedness in favor of 
the Corporate Trustee or its affiliates, and to 
pledge, mortgage, hypothecate or otherwise 
encumber trust assets in favor of the Corporate 
Trustee or its affiliates to secure any such 
indebtedness. 
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VII. Savings Provisions to Express Settlor Intent and Avoid Inadvertent Errors 

It should go without saying that attorneys should always strive for careful 
drafting to ensure that a trust operates as intended, and provides all of the benefits 
intended, including tax and asset protection benefits, where applicable.  
Nevertheless, as complex as trust and tax law have become, it is now distressingly 
easy to inadvertently disqualify a trust for some tax benefit or treatment that is 
specifically intended by the grantor, by including in a trust some provision that is 
inconsistent with the benefits sought, even though such inconsistency may well be 
inadvertent.  Therefore, many drafters will include various “savings” provisions to 
make clear the grantor’s intent to achieve a certain result, and to invalidate any 
provision of the trust that might have the effect of inadvertently frustrating that 
intent.  After all, since the trustee has a duty to administer the trust to carry out the 
grantor’s intent, and courts will typically seek to interpret a trust in such a manner 
as to carry out grantor intent, it is quite helpful if all doubt as to the intent of the 
grantor is removed. 

However, as discussed below, a savings provision is no substitute for careful 
drafting, and should not be relied upon from the outset. 

A. Intent to Reduce Taxes and Protect Assets from Creditors 

The following recital is taken from the preamble of an irrevocable trust, and 
generally states that the grantor specifically intends that the trust be construed so 
as to reduce wealth transfer taxes and protect trust property from the claims of 
creditors: 

Sample Provision: 

Intent to Achieve Creditor Protection and Tax 
Savings 

WHEREAS, the Grantor desires to give the 
Trustee broad discretion with respect to the 
management, distributions and investments of the 
various trusts created herein with the intention 
of generally obtaining the objectives of 
benefiting the beneficiaries of the trusts while 
attempting to minimize the extent to which the 
trust estate is subject to the claims of 
creditors, to minimize all wealth transfer taxes 
on the trusts, and to minimize the income and 
wealth transfer taxes which any beneficiary 
hereunder or his or her estate may pay on any 
trust created herein, . . .. 

B. Intent to Qualify for Marital Deduction 

Consider the QTIP82 trust, which appears in the vast majority of wills and 
revocable trusts of affluent married persons, and is intended to qualify for the 

                                                 
82 Qualified Terminable Interest Property, as defined in I.R.C. § 2056(b)(7). 
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estate tax marital deduction.  The requirements for QTIP qualification are very 
specific, so almost all wills and trusts that include QTIP trust provisions will 
include dispositive provisions that are carefully drafted to meet those 
requirements.  Elsewhere in the document, however, there may be provisions of 
general application, often considered to be “boilerplate” provisions, that, if 
applicable to the trust intended to qualify for QTIP status, could end up 
disqualifying the trust, albeit inadvertently. 

For example, one QTIP requirement is that all income be payable to the 
surviving spouse at least annually, that such income be payable solely to the 
spouse, and that it be payable in all events.  If the trust holds any property that is 
not productive of income, then the spouse must have the power to compel the 
trustee to convert such property into property that is productive of income.  Even 
if the dispositive provisions recite these requirements, consider the following 
circumstances that could derail the qualification: 

■ Elsewhere in the trust agreement is a spendthrift trust provision, applicable to 
all trusts created under the instrument, that provides that if a trustee is 
prevented from distributing income directly to a beneficiary because of a lien 
by a judgment creditor of the beneficiary, the trustee is permitted to 
accumulate income that otherwise is required to be distributed.  If this 
provision applies to all trusts, and no exception is carved out for a QTIP trust, 
then this term would violate the “all income” requirement because it would 
establish the possibility that some income might not be paid out to the spouse. 

■ The trustee has the power to allocate receipts between income and principal in 
a manner other than as specified by state law.  Such a power could be 
construed to give the trustee the power to avoid distributing income to the 
spouse by designating certain receipts as principal, even though they would 
normally be allocated to income. 

■ The trustee has a power to hold and retain a personal residence for the use of 
the beneficiaries.  Such a property is likely not productive of income, so 
unless the spouse has the power to compel the trustee to sell the property and 
reinvest the proceeds in productive property, this provision could disqualify 
the trust. 

■ The trustee has the power to purchase one or more life insurance policies on 
persons in whom the trust beneficiaries have an insurable interest.  Since 
insurance policies are not productive of income, this power could disqualify 
the trust, unless, again, the spouse has the power to compel the trustee to 
convert the insurance to an income producing asset. 

The best course of action, of course, would be to carve out exceptions to each 
of the above powers to expressly provide that they do not apply to a QTIP trust.  
As an additional measure, consider a “savings” provision stating the grantor’s 
intent to qualify trust property as QTIP property and directing that any provision 
of the trust inconsistent with such intent be inapplicable to the marital trust.  In 
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Rev. Rul. 75-440,83 the IRS ruled that the marital trust qualified as QTIP property 
even though the general trustee powers permitted investment in life insurance, 
because the marital trust provisions expressly stated the grantor’s intention and 
provided that no fiduciary power was exercisable by the trustee in a manner that 
was inconsistent with this intent. 

Sample Provision: 

Intent to Qualify as QTIP Trust 

It is the grantor’s intention by this 
paragraph to create an interest which is a 
“qualifying income interest for life” as defined 
in section 2056(b)(7) of the Code and which, if 
and to the extent the grantor’s executors so 
elect, will constitute “qualified terminable 
interest property” as defined in that section.  
This Agreement shall be construed and this trust 
shall be administered in all respects so as to 
effectuate this intention, and no fiduciary power 
generally exercisable by the trustee under this 
instrument or applicable law shall be exercisable 
in a manner that is inconsistent with such 
intent. 

It should be noted, however, that a savings provision will not be effective if 
the dispositive provisions of the marital trust (as distinguished from general trust 
provisions that apply to non-marital trusts) clearly violate the requirements.  For 
example, another requirement for QTIP qualification is that no income or 
principal may be distributable to anyone other than the surviving spouse during 
the spouse’s lifetime, so where the dispositive terms of a marital trust expressly 
permitted distributions to the surviving spouse and the decedent’s descendants, 
the court held that a savings provision would not rescue the trust from 
disqualification.84 

C. Intent to Exclude Assets from Settlor’s Estate 

It is generally accepted as a “given” that when a grantor creates an irrevocable 
trust, the intention is that the trust assets not be included in the grantor’s gross 
estate following the transfer to the trust or, in the case of a GRAT, QPRT, or other 
retained interest trust, following the termination of the retained interest.  But what 
if a trust provision previously thought to be “safe” turns out to cause inclusion of 
the trust property in the grantor’s estate?  Recall the discussion above regarding 
corpus substitution powers and Rev. Rul. 2008-22.  The sample provision there 

                                                 
83 Rev. Rul. 75-440, 1975-2 C.B. 372 (July 1975). 

84 See Mark Merric, Do Savings Clauses or Statutes Mitigate Estate Inclusion Issues of Choosing the 
Wrong Trustee for a Discretionary Trust?, LISI Estate Planning Newsletter # 1610 (February 25, 2010) at 
http://www.leimbergservices.com; Jeffrey N. Pennell, TAX MANAGEMENT PORTFOLIO 843-2ND, ESTATE 

TAX MARITAL DEDUCTION (BNA), at Section VII.C. 
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includes a statement making clear the grantor’s intent to comply with the ruling.  
The following is a more general savings provision: 

Sample Provision: 

Intent to Exclude Trust Assets from Grantor’s 
Estate 

It is the intent of the Grantor that nothing 
in this Agreement be construed in such a way that 
would cause any portion of this trust to be 
includible in her gross estate for estate tax 
purposes at her death. 

Again, such a provision would probably not be effective for a trust where a 
grantor retained an income interest in the trust property, which clearly causes 
estate inclusion, but it might be helpful where some retained power, previously 
thought to be “safe,” is found to cause estate inclusion. 

D. Intent to Exclude Assets from Beneficiary’s Estate 

If the goal is to prevent the inclusion of assets in a beneficiary’s estate, or to 
make such inclusion subject to contingencies, that intent should be stated. 

Sample Provision: 

Intent to Exclude Assets from Beneficiary’s 
Estate 

It is the intent of the Grantor that, except 
as otherwise expressly set forth herein, nothing 
in this Agreement be construed in such a way that 
would cause any portion of [this trust] [a 
beneficiary’s non-exempt trust] to be includible 
in his or her gross estate for federal estate tax 
purposes at his or her death. 

VIII. Guiding the Trustee – Accomplishing the Settlor’s Goals 

One of the most difficult tasks trustees face is how to exercise broad (and generic) 
discretion in the administration of trusts, whether the trust is fully discretionary, with 
no standards whatsoever, or discretionary subject to an ascertainable standard.  To the 
extent that the grantor’s intent is expressed in the trust, it is much easier for the 
trustee to carry out that intent.  For example, if the primary purpose for passing 
property in trust, rather than outright, is to gain tax and asset protection advantages, 
and separating the control over the property from the beneficial enjoyment of the 
property (more than necessary to obtain tax and asset protection benefits) is not a 
primary motivation behind using a trust, then the trust can be drafted to make that 
intent clear, so that the trustee can act more liberally than might be the case where 
control is a key issue.  The importance of setting forth the grantor’s intent can be 
demonstrated by a brief discussion of the default rules governing trustees where the 
trust instrument contains no contrary expression of intent.  What follows is a 
sampling of different discretionary guidelines.  Needless to say, these should be 
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tailored to reflect a grantor’s desires, but they are examples of the type of detail that 
can be invaluable.85 

An alternative, especially for trusts that are already in existence, is for the grantor 
to provide the trustee with a letter of wishes giving guidance as to how discretion 
should be exercised.86 

A. Priority Among Multiple Beneficiaries 

Where there are multiple beneficiaries of the trust, meaning either concurrent 
beneficiaries or successive beneficiaries (current and remainder), a trustee needs 
guidance as to how to exercise that discretion with respect to the various 
competing interests, given the trustee’s duty of impartiality among trust 
beneficiaries.87 

The most traditional conflict among beneficiaries occurs in the case of a trust 
that directs that income be paid to a current beneficiary and that the principal be 
paid to a remainder beneficiary at the death of the current beneficiary.  The 
current beneficiary will expect the trustee to invest the trust to maximize the 
production of income, while the remainder beneficiaries will expect the trustee to 
invest to maximize the growth of principal.  The trustee, therefore, must balance 
these needs by investing to produce a reasonable amount of income, while at the 
same time preserving the value of the principal by ensuring sufficient growth in 
value to keep up with inflation. 

But what about a trust that gives the trustee the discretion to distribute not 
only income, but to encroach upon principal for the current beneficiary? The 
trustee will normally be hesitant to encroach on principal for the current 
beneficiary if doing so is contrary to the interests of the remainder beneficiary, 
unless circumstances can justify such action. 

Take a typical family trust that gives the trustee discretion to distribute income 
and principal to or among the grantor’s spouse and descendants during the 
spouse’s lifetime, with the trust splitting into separate shares for each child at the 
spouse’s death. 

How much discretion does the trustee have?  In most cases, the intent is 
probably to give primary consideration to the surviving spouse for his or her 
lifetime, even if that means encroaching on the principal that otherwise would 
pass to the descendants at the spouse’s death.  On the other hand, there may be 
circumstances, particularly in second (or third, or fourth) marriage situations, 

                                                 
85 Two excellent articles on this subject are Edward C. Halbach, Jr., Problems of Discretion in 
Discretionary Trusts, 61 COLUM L. REV. 1425 (1961) (hereinafter “Halbach”) which, although published 
more than 50 years ago, still appears to be the seminal article on this subject, and Michael J. Cenatiempo 
and Caroline S. Marciano, Discretionary Trusts Primer, TR. & EST., Feb. 2008, at 42. 

86 See Alexander A. Bove, Jr., The Letter of Wishes:  Can We Influence Discretion in Discretionary 
Trusts? 35 ACTEC J. 38 (2009). 

87 See UNIF. TRUST CODE § 803.  This is discussed at some length in the RESTATEMENT (THIRD) OF TRUSTS 
§ 50, cmt. f. 
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where the grantor’s intent is that principal be used for the spouse’s benefit only to 
the extent that trust income and/or other resources are insufficient for that 
purpose.  Absent some indication of that intent, however, the trustee would 
typically be expected to balance the needs of both sets of beneficiaries, which 
might mean restricting distributions to the spouse so as to preserve principal for 
the current or future needs of the children. 

Therefore, it is always advisable to address the following issues in the trust 
agreement: 

■ Is the trust primarily for the benefit of current beneficiaries, with remainder 
beneficiaries being entitled only to that amount, if any, that is left over after 
the current beneficiary’s death, or is the intent to preserve assets for later 
generations? 

■ As to current beneficiaries, should the trustee give priority to the interests of 
one beneficiary over another? For example, if the trust is for the benefit of a 
spouse and descendants, are the needs of the spouse to be given paramount 
consideration, even to the point of depleting principal? Likewise, where a trust 
is for a child and his or her issue, what consideration is the trustee supposed to 
give the issue, particularly after they are grown and have left home? 

In the author’s experience, the grantor usually desires that that trusts be for the 
primary benefit of the oldest generation of living beneficiaries, with the rights of 
later beneficiaries being secondary. 

It is important to state whether discretionary distributions to beneficiaries 
must be equal, or can be unequal, and whether and to what extent there is an 
intent to preserve principal for remaindermen.  The following are examples of 
various distribution provisions: 

Sample Provisions: 

Trustee Discretion – Priority to Current 
Beneficiaries 

The trustee may distribute to or for the 
benefit of the beneficiaries, equally or 
unequally, so much, all or none of the net income 
and principal of this trust, even to the complete 
exhaustion of the trust, as the trustee 
[determines in its sole and absolute discretion] 
[deems desirable to provide for their health, 
education, maintenance and support]. It is not my 
intention that the assets of any trust created 
hereunder be conserved for the benefit of 
remaindermen.  On the contrary, my primary 
purpose in creating this trust is to provide for 
the named beneficiaries’ health, education, 
maintenance and support in reasonable comfort.  
The rights and interests of remaindermen are 
subordinate and incidental to that purpose. 
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Trustee Discretion – Priority to Particular 
Beneficiary 

The trustee may distribute to or for the 
benefit of the primary beneficiary and his or her 
descendants, equally or unequally, so much, all 
or none of the net income and principal of this 
trust, even to the complete exhaustion of the 
trust, as the trustee [determines in its sole and 
absolute discretion] [deems desirable to provide 
for their health, education, maintenance and 
support].  The trustee shall at all times give 
priority to the interests of the primary 
beneficiary, with the interests of the primary 
beneficiary’s descendants and/or future 
beneficiaries being subordinate and incidental to 
the interests of the primary beneficiary. 

Additional Permitted Transfers 

The trustee may also distribute to or for a 
beneficiary to enable the person to (i) make a 
down payment on the purchase of a home consistent 
with such beneficiary’s standard of living; (ii) 
invest a reasonable amount in business 
enterprises in which the beneficiary would be an 
active participant, including the purchase by the 
trustee of such enterprises as investments of the 
trust; and (iii) pay for a wedding and honeymoon, 
or other special trip at any time.  I may provide 
the trustee with additional guidance by letter or 
memorandum to assist the trustee in ascertaining 
my intent, but any such writing would be non-
binding. 

Note:  A good addition to this provision would be to expressly permit 
distributions to facilitate estate and tax planning by the beneficiary, such as to 
prevent waste of the beneficiary’s unified credit or GST exemption, or to facilitate 
gifts by the beneficiary, to take advantage of the tax exclusive nature of the 
federal gift tax. 

B. Guidance on Exercise of Distribution Discretion 

The following are examples of various provisions governing or guiding trustee 
discretion with respect to distributions. 

Sample Provision: 

Grantor Intent for Distributions 

It is the Grantor’s intent that this trust be 
used to enhance the beneficiaries’ quality of 
life, including (without limitation) travel, 
purchase of a home, cultural appreciation and 
enjoyment (music, arts, etc.), and education.  In 
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addition, the Grantor would like this trust to 
provide a source of funds in the event that a 
beneficiary, through accident or misfortune, does 
not have sufficient sources of income to provide 
for his or her own support.  The Grantor expects 
the Grantor’s descendants to support themselves 
independently and to be productive members of 
their communities and not to become dependent 
upon distributions from the trusts to the extent 
that they lose their ambition and incentive.  
Where a beneficiary is able to be gainfully 
employed and is not actively engaged in raising 
his or her children, income and principal of a 
trust established hereunder should not be used to 
replace the beneficiary’s own efforts to work and 
accumulate financial security.  However, it is 
not the Grantor’s intent to force a parent to 
work outside the home when he or she has 
determined that it is important to stay at home 
to raise a family.  In addition, the Grantor does 
not intend that the trustee place undue emphasis 
on the amount a beneficiary earns if he or she is 
actively engaged in a worthwhile pursuit, 
including working as an unpaid volunteer for 
charitable purposes. 

Sample Provisions: 

Distribution Standard - Alternate Levels of 
Restriction 

The Trustee may pay to or apply for the 
benefit of any one or more of the beneficiaries, 
at any time and from time to time, 

alt. 1 (most flexible):  so much or all of the 
net income and principal of the trust estate as 
the Trustee determines, in its sole and absolute 
discretion. 

alt 2 (ascertainable standard):  so much or 
all of the net income [and accumulated income] of 
the trust estate as the Trustee determines, in 
its sole and absolute discretion, is necessary to 
provide for their support in their accustomed 
manner of living, or for medical, dental, 
hospital and nursing expenses, or for reasonable 
expenses of education [or to take advantage of a 
business opportunity].  [In addition, the Trustee 
may pay to or for the benefit of any one or more 
of the beneficiaries, at any time and from time 
to time, so much of the principal of the trust 
estate as the Trustee determines is necessary for 
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medical expenses and for basic support needs such 
as basic food, shelter, and clothing.] 

alt. 3 (restrictive):  so much or all of the 
net income and principal of the trust estate as 
the Trustee determines, in its sole and absolute 
discretion, is necessary for their medical 
expenses and for their basic support needs such 
as food, shelter, and clothing. 

The Trustee shall not be required to equalize 
payments among the beneficiaries.  Any income not 
distributed currently shall be accumulated and 
added to principal.  [Before making any 
distribution, the Trustee shall consider the 
funds then available to that beneficiary from 
other sources and the duty of anyone to support 
that beneficiary.] OR [In deciding whether to 
exercise its discretion to make distributions, 
the Trustee may, but need not, consider any other 
resources of the beneficiary.] 

Distributions to Guardians 

Distributions to Guardians.  The trustee is 
specifically authorized, in its sole discretion, 
to make distributions of income or corpus 
directly to the guardian of any beneficiary of 
this trust for expenses incurred by the guardian 
because of his or her care for such beneficiary.  
Such expenses are to include, by way of 
illustration and not limitation, the guardian’s 
reasonable travel expenses in visiting the 
beneficiary, the reasonable cost of additions or 
improvements to the guardian’s home, and the 
reasonable cost of additional household help or 
appliances in the guardian’s home, providing such 
expenditures are necessary in the judgment of the 
trustee to enable the guardian to care for such 
beneficiary.  It is my intention that such 
expenses be paid even though such payments may 
directly or indirectly benefit the guardian or 
the guardian’s family.  To the extent that such 
expenditures do not frustrate the primary purpose 
of this trust, I direct the trustee to be 
generous in making such distributions to 
guardians, and direct that whenever feasible, 
doubts should be resolved in favor of the 
guardian.  Notwithstanding any provision in this 
paragraph to the contrary, however, if a guardian 
is also serving as trustee of this trust, and 
there is no corporate or other disinterested co-
trustee, then no payments for the benefit of the 
guardian may be made pursuant to this section. 
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C. Full Discretion vs. Ascertainable Standards 

Careful thought should be given to the use of the famous “ascertainable 
standard” which is often included in trusts automatically, without regard to 
whether it is the best standard, or even necessary.  The HEMS standard is “safe 
harbor” language that prevents a trustee subject to the standard from holding a 
taxable general power of appointment, so the standard is often included by 
default, just in case a beneficiary may serve as trustee.  However, if the trustee is 
independent, or if there is an independent co-trustee, such a standard may not be 
necessary, and may even be counterproductive. 

1. Ascertainable Standard May Unduly Limit Flexibility 

Imposing an ascertainable standard where it is not necessary may 
eliminate or reduce options available in the future. 

For example, a marital deduction qualified trust will be included in the 
surviving spouse’s gross estate at his or her death, so it might be beneficial, if 
resources permit, to make distributions from the trust to the spouse to 
facilitate annual exclusion gifts, tuition and medical gifts, or even taxable gifts 
that take advantage of the tax exclusive nature of the gift tax.  However, if 
distributions of principal are limited to amounts needed for the spouse’s 
health, maintenance and support, it may be difficult to justify a distribution 
that is requested by the spouse so that the funds may immediately be given 
away. 

2. Protection from Spouses and Creditors:  HEMS = Entitlement 

a. Unlimited Discretion Provides Most Complete Protection 

Clearly, the most complete protection of trust assets is achieved where 
the trustee has unlimited discretion, not subject to any standard, 
assuming, of course, that such discretion is otherwise appropriate to the 
purposes of the trust. A well-established concept in the law of trusts, 
property and debtor-creditor law is that where the trustee has unlimited 
discretion with respect to distributions, including the discretion to make no 
distribution, the trust property, and the beneficiary’s interest in the trust 
property, cannot be reached by a beneficiary’s judgment creditors until the 
trustee exercises the discretion to make a distribution and the distribution 
is received by the beneficiary.  A judgment creditor can obtain no greater 
right to a debtor’s property than the debtor had, and where a debtor has no 
enforceable right to any distribution, because all distributions are in the 
sole discretion of the trustee, no distribution may be compelled by any 
creditor. 

Some states have enacted statutes providing that a judgment creditor 
may not compel a distribution from a trust, even if the beneficiary could 
compel such a distribution, but other states allow the creditor to proceed.  
To the author’s knowledge, a trust where the trustee has unlimited 
discretion provides strong protection in all jurisdictions. 
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Of course, a potential issue with fully discretionary trusts is the risk 
that the trustee will be unduly “stingy,” even where the settlor intended 
more generosity.  One effective way to reduce any such risk is for the 
settlor to provide to the trustee a non-binding “letter of wishes,” 
providing guidance as to how the settlor would like for the discretion to be 
exercised.  Non-binding guidance can also be included in the trust 
agreement itself, but it is imperative that such guidance be expressly non-
binding, so as not to create any unintended entitlements. 

Another effective way to reduce the risk of difficulty is to give the 
beneficiaries or some other responsible party the power to remove and 
replace the trustee without cause.  If the trust is substantial, then the 
trustee will naturally be inclined to be more attentive and reasonable if not 
doing so will result in the loss of the business, and there is no shortage of 
trustees looking for trusts to administer.  In such a case, however, be 
careful not to impose such stringent qualifications on the successor trustee 
that a qualified alternative cannot be found. 

b. Ascertainable HEMS Standard May Expose Trust to Creditors 

In many cases, the extent to which a creditor may reach a beneficiary’s 
interest in a trust, or the determination as to whether the creditor can reach 
the interest at all, will depend upon whether, and to what extent, the 
beneficiary has a legally enforceable right to compel a distribution within 
the standard.  Even if the trust includes a spendthrift provision, such a 
provision typically prevents a creditor from reaching distributions before 
they are made to the beneficiary, but they do not necessary prevent a 
judgment creditor from forcing a distribution to which the beneficiary is 
entitled. 

It is often the case that a trust includes a HEMS standard rather than 
full discretion standard to avoid the possibility of any trustee holding a 
general power of appointment over trust property.  Even if the trustee is a 
clearly independent corporate trustee who can safely have complete 
discretion, distributions may be subject to a HEMS standard out of an 
abundance of caution.  However, in many cases, the courts have construed 
a HEMS standard as conferring on the beneficiary a legally enforceable 
right to distributions within the standard, and to the extent there is a 
legally enforceable right, the right may be reached by the beneficiary’s 
judgment creditors. 

(1) Pfannenstiel v. Pfannenstiel 

The question in Pfannenstiehl v. Pfannenstiehl,88 was whether a 
beneficiary’s interest in a trust where a trustee had “sole discretion,” 
but the discretion was subject to an ascertainable standard, was a 
legally enforceable interest that rose to the level of “marital property” 

                                                 
88 Pfannenstiehl v. Pfannenstiehl, 88 Mass. App. Ct. 121, 37 N.E.3d 15 (Mass. App. 2015), rev’d 
Pfannenstiehl v. Pfannenstiehl, 475 Mass. 105, 55 N.E.3d 933 (Mass. 2016). 
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that was subject to equitable division on divorce, or was instead a mere 
“expectancy” in which the beneficiary had no enforceable rights, and 
which was therefore not divisible as marital property.89  The actual 
distribution provision was as follows: 

[T]he Trustee shall pay to, or apply for the benefit of, a class 
composed of any one or more of the Donor’s then living issue such 
amounts of income and principal as the Trustee, in its sole 
discretion, may deem advisable from time to time, whether in 
equal or unequal shares, to provide for the comfortable 
support, health, maintenance, welfare and education of each 
or all members of such class.”90 

The class of beneficiaries consisted of all issue of the settlor, including 
his three children, one of whom was the husband, and the settlor’s 
eight grandchildren, for a total of 11 current permissible distributees, 
even though actual distributions had been limited to the three children.  
Since the class of beneficiaries was “open,” the number of 
beneficiaries would grow as additional grandchildren or great-
grandchildren were born.  No distributions were made for the first few 
years of the trust, but for the few years immediately preceding the 
divorce, the trust had made substantial discretionary distributions to 
husband and his siblings, allowing them to enjoy standards of living 
they could not have afforded without the distributions.  The trustees 
were husband’s twin brother and the family attorney. 

As soon as the husband filed for divorce, the trustees announced 
that they would make no further distributions to him, and they refused 
all subsequent requests by the husband for distributions. 

The trial court determined that the husband’s interest in the trust 
should be considered marital property subject to equitable division, 
and valued the interest by dividing the value of the entire trust by the 
number of current beneficiaries, thus valuing the husband’s interest in 
the trust at 1/11 of the total value of the trust.  The court then awarded 
60% of all marital property to the wife, including the husband’s trust 
interest.  The court did not attempt to compel any distribution by the 
trustee, but ordered the husband to pay to the wife an amount equal to 
60% of the determined value of his interest in the trust in 24 monthly 
installments.  The amount of the ordered payments exceeded 
husband’s monthly income, since he was no longer receiving 
distributions from the trust. 

On appeal, the husband argued that since the trustee had “sole 
discretion,” the trust was a discretionary trust under which he had no 
legally enforceable right to distributions, so the interest did not rise to 

                                                 
89 Massachusetts, unlike most jurisdictions, includes in the definition of “marital property” any property 
received during the marriage by either spouse by gift or inheritance. 

90 Pfannenstiehl, 88 Mass. App. Ct. 121, 132, 37 N.E.3d at 21-22. 
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the level of “property,” but was a mere unenforceable expectancy, 
which should not have been included in marital property.  The 
Massachusetts Court of Appeal rejected the husband’s arguments and 
affirmed the trial court, concluding that the ascertainable standard 
created in the husband a legally enforceable right that constituted 
property that was subject to division.  The court distinguished the facts 
from an earlier case in which the trustee had unlimited discretion, not 
subject to any standard, where it was determined that the beneficial 
interest was a mere expectancy because there was no legal right to 
compel any distribution.  The Court of Appeal left no doubt that had 
the trustee’s discretion not been subject to any standard, the interest 
would not have constituted marital property. 

On further appeal, the Supreme Judicial Court of Massachusetts 
reversed the Court of Appeal on the grounds that the husband’s 
interest was too speculative to be valued with sufficient certainty to 
include the interest in divisible marital property, because the Husband 
was only 1 of 11 beneficiaries, and the class of beneficiaries could 
expand over time before complete distribution, so there was no way to 
value the husband’s interest with certainty.  The court distinguished 
the case from another case where the trust had only one beneficiary 
who also held a testamentary power of appointment, and there was no 
possibility of additional beneficiaries, in which case the interest was 
found to be marital property, notwithstanding trustee discretion.  The 
court further held that while the interest was not itself marital property 
subject to division, it could be considered by the trial court to 
determine the equitable division of the remaining property that was 
marital property.  In other words, the trial court could award the wife 
more than 60% of the marital property that did not include the trust.  
Moreover, since the trust interest was not marital property, it would be 
appropriate for the trial court to consider the husband’s potential 
income from the trust in determining the amount, if any, of alimony to 
award to the wife.  Unlike a property settlement, which is not subject 
to later modification, an alimony award could be modified later if the 
actual income from the trust turned out to be substantially less than the 
amount assumed in setting the alimony. 

(2) Duckett v. Enomoto 

In Duckett v. Enomoto,91 the issue was whether a federal tax lien 
could attach to, and be levied against, the property of a trust (subject to 
Arizona law) in which the delinquent taxpayer held a beneficial 
interest.  The federal tax lien, by statute, attaches to all property of the 
taxpayer and, in appropriate circumstances, may be levied against by 
the government.  As in Pfannenstiel, a mere expectancy that could not 
be enforced by the beneficiary would not constitute a property interest 

                                                 
91 Duckett v. Enomoto, 2016 U.S. Dist. Lexis 51502, 117 A.F.TR.2d (RIA) 1358 ((D. Ariz. 2016). 
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to which a tax lien could attach.  The distribution standard under the 
trust was as follows: 

The Trustee shall pay to [the beneficiary] so much or all of the net 
income and principal of the trust as in the sole discretion of the 
Trustee may be required for support in the beneficiary's 
accustomed manner of living, for medical, dental, hospital, and 
nursing expenses, or for reasonable expenses of education, 
including study at college and graduate levels. . . [t]o the extent 
the Trustee deems advisable, the Trustee may consider or 
disregard the funds available to the beneficiary from other sources 
or the duty of anyone to support the beneficiary. Should the 
principal of the trust drop below $10,000, the Trustee shall 
distribute the balance of the principal, together with the 
undistributed income therefrom to [the beneficiary]. 

The court rejected the beneficiary’s contention, on motion for 
summary judgment, that as a matter of law, no tax lien could attach to 
the discretionary interest, because it was a mere expectancy.  As in 
Pfannenstiehl, the court acknowledged that the lien may not attach 
where the trustee had unlimited discretion, because the beneficiary 
would have no enforceable right to any distribution, but since the 
discretion was not unlimited, and was subject to a standard, the 
beneficiary could have enforceable rights to distributions, to the extent 
he could demonstrate that the cost of his maintenance and support 
could not be met by other resources.  Therefore, the court held that the 
tax lien would attach to the beneficiary’s interest.92 

In the two cases discussed above, and numerous others, the case 
turns on whether the beneficiary has a legally enforceable right which, 
in turn, depends upon the court’s determination of whether the settlor 
intended to create an enforceable right.  Subtle nuances in language 
can lead to an interpretation one way or the other.  For example, the 
distribution provisions in both of the cases stated that the trustee shall 
make certain distributions, which the courts interpreted as evidence 
that the trustees did not have the discretion to distribute nothing.  
Presumably, if the standard used the word may, instead of shall, there 
would have been a stronger argument that the trustee was not required 
to make any distributions.  Likewise, the legal significance of giving 
the trustee “sole and absolute discretion” over distributions under a 
HEMS standard may turn on where in the sentence those words 
appear, and whether the trustee had discretion as to whether to make 
any distribution at all, or whether the discretion was limited to a 
determination of the amount of the distribution. 

(3) Conclusions from Pfannenstiel and Duckett 

                                                 
92 The court also held, however, that the IRS could obtain no greater rights in the trust than the beneficiary, 
so until such time as the circumstances materialized under which the beneficiary could compel a 
distribution, the IRS could not compel a distribution from the trust, nor could the IRS seize the entire trust. 
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The lesson of both of the foregoing cases is that a trust subject to 
an ascertainable standard and a spendthrift provision may not 
necessarily provide the degree of protection from a beneficiary’s 
creditors that the settlor originally intended.  Both cases also seem to 
hold, however, that if the trustee clearly has unlimited discretion, 
including the discretion to distribute nothing, then a beneficiary’s 
interest should not constitute marital property, property subject to a tax 
lien, or property subject to any other creditor claim. 

c. Where Ascertainable Standards are Necessary 

If unlimited discretion is not appropriate, and an ascertainable standard 
is necessary, there are ways to limit the ability of the provision to expose 
the trust to a beneficiary’s creditors.  Both Pfannenstiel and Duckett turned 
on the conclusion that if the trustee’s discretion is not unlimited, and the 
trustee therefore does not have the discretion to make no distribution 
under any circumstances, the beneficiary may hold a legally enforceable 
interest.  Perhaps, therefore, the same result could be reached, 
notwithstanding an ascertainable standard, if it is clear that the trustee does 
have the discretion to distribute nothing, and that the distribution standards 
are intended only as “upper” limits on the trustee’s authority. 

(1) Avoid “Shall” in distribution standards 

Many cases finding that distributions to a beneficiary to be 
enforceable depend, at least in part, on the use of the word “shall” in 
the distribution provision, rather than the term “may.” Therefore, 
unless it is necessary to mandate a distribution, such as distributions of 
income in a QTIP marital trust, avoid stating in the distribution 
provision that the trustee shall, must or will make certain distributions, 
and instead provide that the trustee may make certain distributions.93 

(2) Negate Presumption of Standard as Entitlement 

In the cases discussed above, it was clear that the reason unlimited 
discretion avoids creditor claims is that the trustee has the discretion to 
distribute nothing, so the beneficiary has no enforceable right to 
compel distributions.  The same result should be obtainable with an 
ascertainable standard by simply stating that the trustee is not required 
to make any distribution, but to the extent the trustee does distribute, 
the distribution must be within the limitations imposed by the 
standard. 

Sample Provision Limiting Standard 

To the extent that any trustee’s 
discretion to distribute income and 
principal is limited by a standard 
related to the health, education, 

                                                 
93 See RESTATEMENT (THIRD) OF TRUSTS § 50, cmt. g. 
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maintenance and support of a 
beneficiary, such standard shall be 
construed solely as a limitation on the 
discretion of certain trustees for the 
sole purpose of preventing such trustee 
from holding a “general power of 
appointment” over such trust, and shall 
not be construed as imposing any duty, 
enforceable by or on behalf of any 
beneficiary, to distribute income or 
principal for such purposes, it being 
the settlor’s express intent that the 
all trustees retain discretion to make 
no distributions. 

The explanation as to why the standard is included helps to prevent 
any court from determining that there must have been an intention to 
create an entitlement, by explaining that there is a valid reason, other 
than an entitlement, for including the provision. 

(3) Discretion, But Not Duty, to Pay Obligations 

If there is a desire to give the beneficiary certain enforceable 
rights, it might be possible to do so while limiting the reach of 
creditors by providing that the trustee may, but shall not be required to, 
distribute to a beneficiary to enable the beneficiary to make a payment 
to a spouse, ex-spouse, or other person to in settlement of a dispute or 
to satisfy a legal obligation. 

Sample Provision – Discretion to Pay 
Claims 

An independent trustee may, in its 
sole and absolute discretion, distribute 
income and/or principal to the 
beneficiary in such amounts as the 
trustee deems appropriate to enable a 
beneficiary to settle a dispute or 
discharge a legal obligation including, 
but not limited to, an obligation 
arising out of a marriage or similar 
relationship or the dissolution of any 
such relationship, if the trustee 
determines such distribution to be in 
the best interests of the beneficiary.  
No trustee shall be under a duty to make 
such distributions, and no beneficiary 
or person acting on behalf of or 
claiming under a beneficiary may compel 
the trustee to make any such 
distribution at any time. 
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Needless to say, no beneficiary trustee should be permitted to exercise 
this power, since it amounts to a power to appoint to creditors, which 
would be a general power of appointment.  This provision should 
negate any argument that a trustee can be compelled to make 
distributions to pay the beneficiary’s creditors based on the logic that 
payment of one’s debts is part of one’s support and maintenance.  This 
provision should also make clear that a beneficiary’s enforceable right 
to distributions for current expenses does not equate to a right of any 
creditor to compel a distribution.  On the other hand, the provision also 
makes clear to the trustee that if the trustee feels it appropriate to 
relieve a beneficiary of a financial obligation, the trustee is not 
prevented from doing so by a spendthrift provision or other indication 
that trust funds may not be paid to a beneficiary’s creditors. 

Note also the specific reference to marital claims.  At least one court 
has ruled that a spendthrift provision protecting trust property from a 
beneficiary’s “creditors” did not apply against the beneficiary’s spouse 
for claims incident to a divorce, because a spouse with divorce claims 
is not considered a “creditor.”  Therefore, at some point in the 
document, it is wise to specifically state that any protection from 
“creditors” or with respect to “debts” does include any claims incident 
to a marriage or divorce. 

d. Ascertainable Standard and Gift Splitting 

The gift splitting regulations provide that gift splitting is only available 
for gifts to a trust in which the spouse has an interest if the spouse’s 
interest is ascertainable and severable from the interests of the other 
beneficiaries,94 and if distributions to the spouse are limited by an 
ascertainable standard after consideration of other available resources, and 
it can be demonstrated that the spouse’s resources other than the trust, 
including expectancies from the grantor, are sufficient to maintain the 
spouse’s standard of living such that the likelihood of actual distributions 
is “so remote as to be negligible,” the value of the spouse’s interest will be 
zero, and gift splitting will be available for the entire gift.95  Note, 
however, that gift splitting is not available for the portion of the gift over 
which the spouse has a withdrawal right.96 

                                                 
94 Treas. Reg. § 25.2513-1(b)(4). 

95 See Falk v. Commissioner, T.C. Memo 1965-22 (distributions limited to amount needed to maintain 
standard of living).  See also PLR 200130030 (April 30, 2001) and PLR 200345038 (July 28, 2003), ruling 
that an ascertainable standard for gift splitting is the same as that under I.R.C. §§ 2041 and 2514.  If the 
trustee has unlimited discretion, no gift splitting is permitted.  Rev. Rul. 56-439, 1956-2 C.B. 605. 

96 Diana S.C. Zeydel, Gift-Splitting – A Boondoggle or a Bad Idea? A Comprehensive Look at the Rules, 
Douglas W. Conner 34th Annual Advanced Estate Planning and Administration Seminar, Virginia CLE 
(2013).  In Ms. Zeydel’s materials, she notes that the IRS has ruled in several private letter rulings that any 
gift that is subject to beneficiary withdrawal powers is treated as a gift to the power holder. 
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Therefore, where a spouse is a permissible, but not an expected, 
distributee, and gift splitting is desired, distributions to the spouse should 
be subject to an ascertainable standard, and should also be subject to the 
requirement that other resources be considered.  It is probably helpful to 
further include the suggested language set forth above, to further 
demonstrate the remoteness of the likelihood of distributions to the 
spouse. 

D. Consideration of Beneficiary Resources 

One issue of critical significance to a trustee is the question of whether a 
beneficiary’s other resources should be considered in making discretionary 
distribution decisions, especially where the trustee’s discretion is not absolute, 
and the trustee is to make distributions for the beneficiary’s support.  May, or 
must, the trustee consider other resources? What other resources should the 
trustee consider? Assuming there are or are not other resources, how should that 
information impact the trustee’s distribution decisions? 

Many trust documents routinely say that the trustee should take other 
resources into consideration, but in many cases, that may not be consistent with 
the grantor’s desires, especially for a surviving spouse.  If the trust mandates that 
other resources be taken into consideration, then the trustee must request 
information regarding such resources from the beneficiary, which may include 
requests for tax returns and/or bank or investment account statements. 

Many, if not most, beneficiaries of trusts, particularly surviving spouses and 
children, are of the opinion that the trust assets are their assets, to which they are 
entitled, and they do not appreciate being made to “jump through hoops” to get 
their money.  Beneficiaries often resent the fact that property was passed in trust, 
rather than outright, in the first place, especially where the trust was created at the 
grantor’s death, and the beneficiaries were not expecting a trust to stand between 
them and their money.  Such conflicts are often exacerbated when a beneficiary is 
required to produce tax returns or other financial information to the trustee, since 
most beneficiaries feel that their personal finances are none of the trustee’s 
business. 

Needless to say, conflicts of this type may be unavoidable where the grantor’s 
purpose in passing property in trust is to limit the beneficiary’s access to the 
funds, as may be the case where the grantor considers the beneficiary to be 
financially irresponsible, or where the grantor considers a trust necessary to 
preserve assets for remainder beneficiaries (as may be the case with a marital trust 
for a surviving spouse who is not the parent of the grantor’s children).  On the 
other hand, if the grantor has no particular concern about a beneficiary’s access to 
trust property, and passed the property in trust only because the grantor’s attorney 
recommended that structure to achieve tax or asset protection benefits, the grantor 
very well may not intend for the beneficiary to be required to produce tax returns 
or otherwise “jump through hoops” to get distributions, especially in the case of a 
trust for a surviving spouse who was happily married to the grantor for decades. 
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Of course, to a certain extent, if a trustee is to make distributions for support 
and maintenance, the trustee must obtain some information about the 
beneficiary’s needs and resources to carry out its duties.97 

1. Silence Is Not Golden – Default Rules Vary by Jurisdiction 

It is critical to address this issue in the trust instrument itself, because, as 
Ron Aucutt might say, with respect to the default rules that apply where a 
trust is silent on these issues, “the states are all over the map.” 

Significance of beneficiary’s other resources.  It is important to ascertain 
whether a trustee, in determining the distributions to be made to a 
beneficiary under an objective standard (such as a support standard), (i) 
is required to take account of the beneficiary’s other resources, (ii) is 
prohibited from doing so, or (iii) is to consider the other resources but 
has some discretion in the matter.  If the trust provisions do not address 
the question, the general rule of construction presumes the last of 
these.98 

Even if the attorney knows that the default rule under the law initially 
governing administration is consistent with the grantor’s intent, a change in 
the situs of the trust later on may result in a very different default rule 
governing trust administration.  For example, the rule in Georgia (which was 
the author’s state of residence when the author’s will was executed) is that the 
trustee is under no duty to investigate a beneficiary’s resources,99 and is, in 
fact, forbidden from considering other resources, absent expression of intent 
to the contrary.100  However, in Virginia (the state . . . oops!, I mean 
Commonwealth, to which the author migrated from Georgia, and the law of 
which will govern any trust created under the author’s will), is that a trustee 
may consider the beneficiary’s other resources, absent an expression of intent 
to the contrary.101 

Assuming that the trustee has some discretion to consider other resources, 
and is aware that the beneficiary does, in fact, have other resources, how is 
that knowledge supposed to impact the trustee’s decision?  The view of the 

                                                 
97 “The trustee has a duty to act in a reasonable manner in attempting to ascertain the beneficiary’s needs 
and, under the usual rule of construction, other resources that may be appropriately and reasonably 
available for purposes relevant to the discretionary power. The trustee generally may rely on the 
beneficiary’s representations and on readily available, minimally intrusive information requested of the 
beneficiary. This reliance is inappropriate, however, when the trustee has reason to suspect that the 
information thus supplied is inaccurate or incomplete.” RESTATEMENT (THIRD) OF TRUSTS § 50, cmt. e(1) 
(2003).  But see O.C.G.A. § 53-12-245, which expressly holds that a trustee is under no duty to investigate 
a beneficiary’s resources. 

98 RESTATEMENT (THIRD) OF TRUSTS § 50, cmt. e (2003). 

99 O.C.G.A. § 53-12-245. 

100 Hamilton Nat’l Bank v. Childers, 233 Ga. 427, 211 S.E.2d 723 (1975). 

101 NationsBank of Va. v. Estate of Grandy, 248 Va. 557, 450 S.E.2d 140 (1994). The RESTATEMENT 

(THIRD) OF TRUSTS cites this case for the proposition that other resources must be considered, but the 
court’s actual holding was that it was not improper for a trustee to consider other resources. 
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Restatement (Second) of Trusts appears to be that, absent some expression of 
intent to the contrary, the grantor of a trust for support intends that the trust 
provide for all of the beneficiary’s support needs, irrespective of whether the 
beneficiary may have other resources that could be used for that purpose: 

e. Trust for support.  By the terms of the trust it may be provided that the 
trustee shall pay or apply only so much of the income and principal or 
either as is necessary for the education or support of a beneficiary.  In 
such a case the beneficiary cannot compel the trustee to pay to him or to 
apply for his benefit more than the trustee in the exercise of a sound 
discretion deems necessary for his education or support. 

It is a question of interpretation whether the beneficiary is entitled to 
support out of the trust fund even though he has other resources.  The 
inference is that he is so entitled.  It is a question of interpretation 
whether the trustee is authorized to pay the funeral expenses of the 
beneficiary.  The inference is that he is so authorized.102 

The Restatement (Third) of Trusts, however, provides as follows: 

Specifically, with several qualifications (below), the presumption is that 
the trustee is to take the beneficiary's other resources into account in 
determining whether and in what amounts distributions are to be made, 
except insofar as, in the trustee's discretionary judgment, the settlor's 
intended treatment of the beneficiary or the purposes of the trust will in 
some respect be better accomplished by not doing so. 

One qualification is that, if the discretionary power is one to invade 
principal for (or to distribute additional income to) a beneficiary who is 
entitled to all or a specific part of the trust income, or to an annuity or 
unitrust amount, the trustee must take the mandatory distributions into 
account before making additional payments under the discretionary 
power.  Where a beneficiary is entitled to payments from another trust 
created by the same settlor (e.g., nonmarital and marital deduction trusts 
for a surviving spouse), or as a part of coordinated estate planning with 
another (such as the settlor's spouse), required distributions from the 
other trust--and the purposes of both trusts--are to be taken into account 
by the trustee in deciding whether, in what amounts, and from which 
trust(s) discretionary payments are to be made. 

Another qualification is that, to the extent and for as long as the 
discretionary interest is intended to provide for the support, education, or 
health care of a beneficiary (or group of beneficiaries, Comment f) for 
periods during which a beneficiary probably was not expected to be self-
supporting, the usual inference is that the trustee is not to deny or reduce 
payments for these purposes because of a beneficiary's personal 
resources.  (But contrast the effect of another's duty to support the 
beneficiary, Comment e(3)).103 

                                                 
102 RESTATEMENT (SECOND) OF TRUSTS § 128, cmt. e (1992).  The Reporter’s notes to this comment 
include citations to numerous cases holding that a beneficiary is entitled to distributions irrespective of 
other resources, and other cases holding to the contrary. 

103 RESTATEMENT (THIRD) OF TRUSTS § 50, cmt. e (2003). 
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It is not entirely clear why the two comments appear to be inconsistent, 
other than to reflect that the states are not all of one mind as to whether a 
trustee should take other resources into consideration and, assuming that there 
are such other sources, what impact that has on distributions.  The first 
statement would seem to indicate that even if the beneficiary does have other 
resources, if the trustee is directed to provide for the beneficiary’s support, 
then it does not matter whether the beneficiary has other resources or not.  The 
second statement does not necessarily say that the fact that a beneficiary has 
other resources necessarily means that the distributions from the trust are any 
less than they otherwise would be. 

A review of the extensive comments and Reporters Notes to Section 50 of 
the Restatement (Third) of Trusts demonstrates that while many states agree 
that there is no duty to consider other resources, many other states have 
adopted the opposite rule.  Accordingly, the only way to assure that the 
grantor’s wishes will be followed in this regard is to spell it out.104 

In many cases, the trustee will be guided by the grantor’s intent as 
expressed in provisions of the trust that do not specifically address 
consideration of other resources.  For example, if the grantor’s intention is to 
preserve principal to the maximum extent possible for later generations, and to 
limit distributions to current beneficiaries based upon actual need, then other 
resources probably should be considered, with an eye toward limiting 
distributions.  On the other hand, if the grantor’s intention is to provide as well 
as possible for current beneficiaries, and the rights of remainder beneficiaries 
are merely incidental, then it may be that the beneficiary’s other resources are 
significant only to the extent that they demonstrate that the trustee can be 
more generous in making distributions, because the beneficiary is not wholly 
dependent upon the trust for support for the beneficiary’s lifetime. 

2. What Impact Should Beneficiary Resources Have on Distributions? 

Presumably, if the trustee has discretion to consider other resources, then 
the trustee also has discretion to determine the significance of other resources, 
based upon all of the surrounding circumstances.  If, however, the trust 
mandates consideration of other resources, how is that knowledge supposed to 
impact the trustee’s decision? Georgia case law holds that even if a trustee is 
required to consider other resources, the existence of other resources does not 
necessarily mandate that distributions from a trust be less than they would be 
in the absence of such other resources.105 

The view of the Restatement (Second) of Trusts, and the rule in some, but 
not all states, appears to be that, absent some expression of intent to the 
contrary, the grantor of a trust for support intends that the trust provide for all 
of the beneficiary’s support needs, irrespective of whether the beneficiary may 

                                                 
104 See Halbach, supra, note 85, at 1442. 

105 Griffith v. First Nat’l Bank, 249 Ga. 143; 287 S.E.2d 526 (1982). 
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have other resources that could be used for that purpose.106  The Restatement 
(Third) of Trusts, however, suggests that a trustee should consider other 
resources, unless the grantor’s purposes are better served by not doing so.107 

Again, the author’s experience is that most people assume that the 
existence of other resources will serve to reduce distributions from the trust, 
but this is not necessarily so.  If the trustee knows that the beneficiary’s other 
resources are adequate to support the beneficiary, and that the beneficiary will 
not need to rely upon the trust for support, the trustee may be more liberal in 
making distributions, especially if the grantor has expressed the intent that the 
primary purpose of the trust is to provide for current beneficiaries, and that the 
rights of remainder beneficiaries are merely incidental.  On the other hand, if 
the trust resources are limited, and the beneficiary has no other resources, the 
trustee may need to limit distributions in an effort to ensure that the trust will 
not be exhausted during the beneficiary’s lifetime, leaving the beneficiary 
without support. 

3. If So, What Resources Should Be Considered? 

Should the trustee consider only the beneficiary’s sources of income? 
What about principal? Is the beneficiary expected to deplete his or her assets? 

The general rule seems to be that the resources to be considered are 
limited to income, and not the beneficiary’s assets in general.108 Nevertheless, 
there are certainly circumstances where the trust may require the beneficiary 
to consume his or her own assets before encroaching on the principal of a 
trust.  For example, a marital deduction trust for the benefit of a surviving 
spouse that is not the parent of the decedent’s children may mandate that the 
spouse consume his or her own resources before any principal is distributed, 
so as to preserve the principal for the decedent’s children.  Also, a trust may 
specify that a beneficiary’s assets that will be taxable in the beneficiary’s 
estate be consumed before encroaching upon GST exempt trust principal that 
will not be subject to transfer tax at the beneficiary’s death. 

4. What Evidence of Resources Should Be Required? 

Assuming the foregoing questions are answered, what evidence may or 
should the trustee request or demand from the beneficiaries?  Should the 
trustee request the beneficiary’s tax returns?  Bank and investment 
statements? Beneficiaries can be quite resistant to providing copies of tax 
returns and other information, on the grounds that the grantor did not intend 
for the beneficiary to bare his or her entire financial soul to the trustee in order 
to get distributions.  However, the trustee is expected to maintain some degree 

                                                 
106 RESTATEMENT (SECOND) OF TRUSTS § 128, cmt. e (1992). The Reporter’s notes to this comment include 
citations to numerous cases holding that a beneficiary is entitled to distributions irrespective of other 
resources, and other cases holding to the contrary. 

107 RESTATEMENT (THIRD) OF TRUSTS § 50, cmt. e (2003). 

108 Id. 
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of diligence in collecting reliable information, especially where the trustee is 
required, or at least encouraged, to consider other resources. 

If the trust mandates consideration of other resources, the trustee may not 
have much choice, unless the trust agreement specifically states that the 
trustee may rely solely upon the beneficiary’s statement of other resources 
assuming, of course, there is no reason to question the beneficiary’s veracity.  
If the trust merely permits the trustee to consider other resources, there is an 
increased likelihood of conflict with the beneficiary, who may well argue that 
the trustee is not required to obtain such information, and therefore should not 
do so. 

Sample Provision: 

Consideration of Other Resources 

The trustee may pay to or for the benefit 
of each descendant of mine who is the primary 
beneficiary of a trust created hereunder, and 
such primary beneficiary’s descendants from 
time to time living, (i) such amounts from the 
income and principal of that trust as the 
trustee may deem appropriate for the support 
of those persons in their accustomed manner of 
living and for their health and education, 
taking into consideration any other resources 
available to them to the knowledge of the 
trustee, and (ii) such additional amounts of 
income and principal of that trust, in such 
amounts and proportions among them, as the 
trustee in its sole discretion deems best. 

In determining the advisability and amount 
of any payment, the trustee may, but need not, 
rely on a statement of any beneficiary’s or 
distributee’s assets, signed by such 
beneficiary or distributee, or any parent, 
guardian, or similar fiduciary of such 
beneficiary or distributee.  Within the scope 
of the trustee’s discretion, the trustee’s 
judgment as to the advisability, amount and 
recipient of any such payment shall be final 
and conclusive upon all parties interested or 
who may become interested in the trust; and 
upon making any such distribution, the trustee 
shall be fully released and discharged from 
all further liability therefor. 
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IX. Choosing and Discarding Trustees (with Minimal Fuss) 

A. Divesting Undesirable Trustees (Without Court Action) 

1. Powers to Remove Corporate Trustee 

Giving someone, whether the beneficiary or some other person, the power 
to remove and replace a corporate trustee is the best way to keep a corporate 
trustee honest and responsive, and avoids the awkward situation that is created 
where a corporate trustee must be asked to resign, and the even more awkward 
situation where the corporate trustee refuses to do so. 

Sample Provision: 

Power to Remove and Replace Corporate Trustee 

Notwithstanding anything herein to the 
contrary, the individual co-trustee of any 
trust created hereunder, if any, and if none, 
the primary beneficiary of such trust, may 
remove the corporate co-trustee or trustee 
serving hereunder from office by instrument in 
writing delivered to such trustee or co-
trustee being so removed, provided that such 
instrument designates a successor corporate 
trustee that is not a related or subordinate 
party, within the meaning of Section 672(c) of 
the Code, to any person holding such a removal 
power or his or her guardian. 

2. Incapacity of Individual Trustees - HIPAA Lingering Concerns 

In the case of individual trustees or co-trustees, the trust agreement should 
address the issue of an individual trustee who loses the capacity to administer 
the trust, but will not, or is medically unable to, resign.  Most trusts provide 
that an individual trustee’s (or beneficiary’s) loss of mental capacity is to be 
established by physician certification.  Where the individual is clearly 
unconscious, obtaining such a certification may not be problematic, but if the 
individual suffers from a progressive dementia, such that loss of capacity may 
not be immediately apparent, obtaining an examination, and the physician’s 
findings, could be quite difficult, especially if the individual trustee refuses to 
submit to examination or refuses to permit the physician to disclose his or her 
findings.  Under HIPAA,109 a physician is not at liberty to disclose the results 
of an examination, or any other “protected health information,” unless 
authorized to do so by the patient or a person holding a medical power of 
attorney. 

                                                 
109 Health Insurance Portability and Accountability Act of 1996, Pub. L. 104-191, 42 U.S.C. § 1171 et seq. 
For an excellent discussion of HIPAA issues in the context of estate planning, see Michael L. Graham and 
Jonathan G. Blattmachr, Planning for the HIPAA Privacy Rule, 29 ACTEC J. 307 (2004). 
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The author frequently encounters trust agreements that purport to waive 
HIPAA protections on behalf of an individual trustee, sometimes by saying 
that acceptance of a trust constitutes automatic consent by the individual to the 
release of “protected health information.” The HIPAA rules, however, are 
fairly clear that a consent to the release of protected health information must 
be in writing and signed by the individual, and may not be implied.  
Moreover, HIPAA rules state that a release of information must be a stand-
alone document, and may not be incorporated into any other agreement.110 

Perhaps the simplest way to address this issue is to provide that interested 
persons, such as co-trustees, beneficiaries, etc. can ask a trustee to submit to 
examination, and execute a HIPAA authorization for the physician to release 
the protected health information to the requesting party.  Such a release can be 
limited in scope to the information necessary to determine the trustee’s 
capacity to discharge his fiduciary office, and need not authorize the release of 
other protected health information. 

Yet another option would be to provide that the trustee is deemed to be 
incapacitated if the holder of the trustee’s medical power of attorney executes 
an affidavit to that effect, thus eliminating any need for direct access to the 
medical information. 

Sample Provision: 

HIPAA Avoiding Provision for Incapacitated 
Trustee 

Incapacity Defined.  Any individual 
Trustee, Trust Protector, or Trust Advisor [or 
the Grantor (in the case of a revocable 
trust),] shall be deemed to be incapacitated 
and no longer able to discharge his or her 
duties hereunder at such time as the 
individual, as a result of illness, age or 
other cause, no longer has the capacity to act 
prudently or effectively in financial affairs 
or to otherwise discharge the office held by 
such person with respect to the trust.  Such 
capacity may be established:  (l) by 
determination of a court of competent 
jurisdiction; (2) by the appointment of a 
conservator or guardian for such person by a 
court of competent jurisdiction; (3) by 
written certification of two physicians 
licensed to practice medicine; or (4) by 
written certification of anyone holding such 

                                                 
110 45 C.F.R. § 164.508(b)(3) prohibits “compound authorizations,” meaning an authorization to release 
“protected health information” that is combined with any other document.  The only exception to this rule 
is that a medical power of attorney may include an authorization, but the holder of a medical power of 
attorney is already deemed to be the principal’s “personal representative” under HIPAA, whether the 
medical power of attorney says so or not. 
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individual’s medical power of attorney, or 
otherwise qualifying as such individual’s 
“personal representative” under the Health 
Insurance Portability and Accountability Act 
Of 1996 (“HIPAA”).  Additionally, if any co-
Trustee, successor Trustee, Protector, or 
current beneficiary of the trust requests in 
writing that the individual submit to 
examination by two physicians and authorize 
the physicians to release to the requesting 
person such physicians’ opinions as to such 
individual’s capacity and the requesting 
person does not receive the requested opinions 
within thirty (30) days of making such written 
request, the individual will be deemed to be 
incapacitated. 

[For purposes of this Trust Agreement, the 
Grantor will be deemed to have regained 
capacity if:  (1) there is a finding to that 
effect by a court of competent jurisdiction; 
(2) when any conservatorship or guardianship 
has been judicially terminated; or (3) upon 
the written determination by two physicians 
licensed to practice medicine in the State of 
____________________ (who need not be the same 
physicians who made the initial determination 
of the Grantor's incapacity)111 that, in their 
opinion, the Grantor's capacity is restored, 
and the Grantor shall again serve as the 
Original Trustee hereunder as of the effective 
date of his restoration of capacity if the 
Grantor was serving as the Original Trustee 
hereunder at the time he was determined to be 
incapacitated, if the Grantor so elects.] 

3. Prohibit Termination Fees 

Some corporate trustees charge a fee for terminating a trust or removing a 
trustee, generally as a disincentive to removing the trustee, and some state 
laws specifically permit such a fee.  Generally speaking, however, the author’s 
view is that one should not receive a bonus for being fired.  Prohibiting such a 
fee helps to facilitate the orderly replacement of a trustee, where such 
replacement is necessary. 

                                                 
111 While the physicians certifying to the individual’s recovery from incapacity need not be the same 
physicians who originally declared such incapacity, they should be made aware of the earlier declaration.  
In Rands v. Rands, 178 Cal. App.4th 907, 100 Cal. Rptr. 3d 632 (2009), the court held that a physician’s 
certification of a grantor’s capacity did not restore the grantor’s ability to revoke a trust where the physician 
was unaware that the grantor had previously been declared to be incapacitated. 
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Sample Provision: 

Prohibition of Trustee Termination Fee 

The Trustee shall not charge a termination 
or distribution fee upon resignation or 
removal of the Trustee unless, upon acceptance 
of its trusteeship, the Trustee obtains 
written consent of the grantor, if living, or 
if not, the individual co-trustee, or if none, 
the beneficiary of each trust that is in a 
generation closest to mine. 

4. Non-Judicial Settlement of Account 

Most trust agreements, and the laws of many states, eliminate the 
requirement of formal judicial settlement of accounts.  In most such cases, 
where a trustee ceases to serve, due to the termination of the trust or for other 
reason, the trustee will accept an informal settlement with the beneficiaries, in 
the form of a release executed by the beneficiaries, especially where minor 
and unborn beneficiaries can be “represented” by sui juris beneficiaries. 

Where informal settlement is not adequate, either because one or more 
beneficiaries refuses to release the trustee, or because one or more minor, 
disabled, or unborn beneficiaries cannot be adequately represented without a 
court appointed guardian ad litem, the trustee may petition a court for judicial 
settlement, even though it is not required to do so, especially if the only 
alternative is to wait out the limitations of actions period.  Naturally, the 
trustee will want to charge the expense of judicial settlement to the trust, 
rather than incurring that expense on its own. 

In many, if not most, states, the trustee is entitled to have the cost of the 
settlement paid by the trust, even though judicial settlement is not mandatory, 
assuming, of course, that the petition is granted and there has been no breach 
of trust.112 In other states, there may be some question as to whether the 
trustee’s incurring such an expense on behalf of the trust is appropriate, 
especially if no breach of trust action has been asserted or threatened.  In still 
other states, such as Delaware, a trustee clearly is not entitled to have the cost 
of judicial settlement paid by the trust, unless the trust agreement says 
otherwise.113 

The argument against permitting a trustee to charge the trust for a non-
required judicial settlement is that the expense is incurred solely for the 
benefit of the trustee (to protect the trustee from future claims) and provides 
no benefit to the beneficiaries.  On the other hand, a trustee who has faithfully 
executed its duties should not be denied the closure that is provided by full 
and final settlement merely because an obstinate beneficiary refuses, without 

                                                 
112 See, e.g., O.C.G.A. § 53-12-230(e). 

113 Bankers Trust Co. v. Duffy, 295 A.2d 725 (Del. 1972); Merrill Lynch Trust Co. v. Campbell, 2009 Del. 
Ch. Lexis 160, C.A. No. 1803 - VCN (Del. Ch. 2009). 
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cause, to agree to informal settlement, especially where the grantor has 
specifically provided a means for informal settlement in the document itself.  
Moreover, an argument can be made that a beneficiary’s refusal to consent is 
sufficient evidence of a possible claim to justify judicial settlement.  The 
ability of the trustee to charge the expenses of judicial settlement to the trust 
should serve as an incentive to the beneficiaries to either assert any claims 
they have or to respect the grantor’s desire to keep administrative burdens and 
expenses to a minimum. 

The following provision expressly permits the beneficiaries to settle a 
trustee’s account, provides for virtual representation of certain beneficiaries 
(which may not be necessary if there is a general virtual representation 
provision, as discussed above) and permits the trustee to seek judicial 
settlement at the expense of the trust. 

Sample Provision: 

Release of Trustee by Beneficiary Approval of 
Account 

The trustee, in its sole and absolute 
discretion, may render an account or similar 
report of its proceedings as trustee to any or 
all living or then existing beneficiaries at 
any time.  The then existing beneficiaries 
shall have full power to settle finally any 
such account or report and, on the basis of 
such settlement, to release the trustee from 
all liability for its acts or omissions as 
trustee.  Such settlement and release shall be 
binding upon all interested parties, including 
those who may be under legal disability or not 
yet in being.  Nothing herein shall preclude 
the trustee from having its accounts 
judicially settled at the expense of the trust 
if it shall so desire.  If any beneficiary is 
suffering under a legal disability (including 
minority), then accounts or reports may be 
requested by or issued to or settled by the 
parent, guardian, or similar fiduciary of such 
person. 

B. Acquiring Desirable Trustees 

1. Powers to Fill Vacancies in Office of Trustee 

This power allows certain persons to fill a vacancy without the need for 
court involvement.  Note that the UTC also permits vacancies to be filled by 
agreement of the beneficiaries without court approval, but the laws of some 
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states still require court approval of any appointment that is not specifically 
provided for in the trust instrument.114 

Sample Provision: 

Beneficiary Power to Fill Vacancy in Trustee 
Office 

If a vacancy occurs in the office of 
executor of this will or of trustee of any 
trust created by this will and there is no 
other provision for appointing a successor, my 
spouse, if then living, and if not, the 
persons who are then income beneficiaries of 
my estate or such trust (or, if any such 
beneficiaries are then minors or otherwise 
under legal disability, their parents or 
guardians), [acting by majority[ [acting 
unanimously] shall, within sixty (60) days 
after such office becomes vacant, appoint a 
successor executor or trustee by written 
instrument delivered to the retiring executor 
or trustee, to the executor or trustee being 
appointed and, in the case of an executor, to 
the court having jurisdiction over the 
administration of my estate.  Should such 
persons fail or refuse to appoint a successor 
within sixty (60) days, then such successor 
may be appointed by any court having 
jurisdiction over my estate or such trust upon 
application of any person interested in my 
estate or such trust, or upon application of 
the retiring executor or trustee. 

2. Successor Trustee Qualification Issues 

Trust instruments often establish the criteria that any successor corporate 
trustee must meet in order to serve in that capacity.  The most common types 
of criteria typically appear in the form of minimum requirements as to capital 
and surplus, assets under management, and/or years of experience 
administering trusts.  While such requirements certainly may have their place, 
they can have the result of unduly narrowing the possible universe of qualified 
trustees, especially in the case of a relatively small trust that might get more 
attention from a smaller corporate trustee than from a larger trustee.  For 
example, a corporate trustee with $100,000,000 capital and surplus may be 
advisable for a $20,000,000 trust, but may well be overkill for a $200,000 
trust. 

Moreover, it is often the case that there are benefits to be gained by using 
a fiduciary in a particular jurisdiction, such as Delaware, to facilitate a 

                                                 
114 See, e.g., O.C.G.A. § 53-14-2. 
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perpetual trust, an asset protection trust, a directed trust, or some other 
structure that may not be as “reliable” in other jurisdictions.  In the case of 
Delaware, many Delaware trust companies are relatively small, and cannot, 
standing alone, meet the criteria set forth in certain trust instruments, but they 
may be part of an affiliated group of trust companies that, in the aggregate, 
can easily meet such requirements.  Accordingly, if such qualification 
requirements are to be imposed, consider allowing an institution to meet the 
requirement on an aggregate basis, by including the type of language shown 
below: 

Sample Provisions: 

Minimum Capital and Surplus 

Any successor executor or trustee appointed 
hereunder shall be a bank or trust company 
with trust powers and combined capital and 
surplus (when combined with the capital and 
surplus of all corporations that control, are 
controlled by, or are under common control 
with, such bank or trust company) of not less 
than One Hundred Million Dollars 
($100,000,000). 

Minimum Assets under Management 

Any successor executor or trustee appointed 
hereunder shall be a bank or trust company 
with trust powers and assets under management 
(when combined with the assets under 
management of all corporations that control, 
are controlled by, or are under common control 
with, such bank or trust company) of at least 
Five Hundred Million Dollars ($500,000,000). 

Minimum Experience Administering Trusts 

Any successor executor or trustee appointed 
hereunder shall be a bank or trust company 
with trust powers and (along with all 
corporations that control, are controlled by, 
or are under common control with, such bank or 
trust company) not less than twenty-five (25) 
years continuous experience administering 
trusts. 

3. Compensation of Trustees 

A trust should provide that a corporate trustee is entitled to compensation 
according to its published fee schedule, in the absence of a written agreement 
to the contrary.  Many trust agreements, and many state statutes, including the 
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UTC, provide simply for “reasonable” compensation.115  While provisions for 
“reasonable” compensation or compensation at the “prevailing rate” may 
sound good, the reality is that most corporate fiduciaries will require 
compensation according their published schedules, and if the trust agreement 
does not provide for such compensation, the issue may have to be addressed 
by agreement with the beneficiaries or by judicial action, which can delay the 
transition of a trust from one trustee to another.  In this day and age, the 
competitive marketplace serves as a check on unreasonable fees, especially 
where the trustee can easily be replaced, as discussed above.  Another 
consideration is that there are some state fiduciary compensation statutes that 
call for compensation at a much higher level than the standard rates charged 
by corporate fiduciaries, which could tempt a corporate fiduciary to charge the 
statutory rate, rather than the published rate that the grantor likely anticipated. 

If the named trustee is a lawyer, accountant, or other professional who 
customarily charges for his or her time at a given hourly rate, and such rate is 
higher than would typically be charged for service as a fiduciary, a provision 
permitting such person to be compensated at that rate can avoid the conflicts 
of interest that may otherwise arise, especially if those hourly rates are higher 
than might otherwise be appropriate for a trustee.  For example, if a lawyer 
cannot charge as much for trustee services as she can for legal services, the 
lawyer may not be inclined to accept the appointment, or may have an 
incentive not to spend as much time on the trust as the situation requires. 

There is always the possibility that special circumstances may call for 
compensation at rates higher than, or different from, a corporate trustee’s fee 
schedule or a professional’s normal hourly billing rate, so a compensation 
provision should also contemplate a possible fee agreement. 

Sample Provision: 

Trustee Compensation 

Each trustee shall be entitled to receive 
reasonable compensation, which may be charged 
to principal or to income or partly to each at 
the discretion of the trustee.116 Reasonable 
compensation may be established by a written 
fee agreement between the trustee and the 
person by whom the trustee was appointed or 

                                                 
115 UNIF. TRUST CODE § 708(a).  Georgia law, by contrast, expressly provides that a corporate trustee is 
entitled to compensation pursuant to its published fee schedule, absent some other provision in the trust or 
agreement to the contrary. O.C.G.A. § 53-12-210(c)(1). 

116 Most (all?) states have principal and income acts which specify how certain expenses are to be 
apportioned between income and principal, in the absence of a contrary provision in the trust agreement.  It 
is sometimes helpful for a trustee to have the discretion to apportion such expenses in a manner other than 
provided for in the state statute, if the terms of the trust and the investment policy, and the interests of the 
beneficiaries are such that some other method of apportionment would be more equitable.  As with any 
discretionary authority of a trustee, such a power is exercisable subject to fiduciary duties. 
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who holds the power to remove and replace the 
trustee.  A corporate trustee’s compensation 
specified in its published fee schedule in 
effect at the time it renders services shall 
be presumed reasonable in the absence of a fee 
agreement.  In the case of an individual 
professional who maintains standard hourly 
rates for his or her professional services, 
such professional’s hourly rate at the time 
services are rendered shall be presumed to be 
reasonable compensation, in the absence of a 
fee agreement.  Notwithstanding the foregoing, 
however, no trustee shall charge a termination 
or distribution fee upon resignation or 
removal of the trustee unless, upon acceptance 
of its trusteeship, the trustee obtains 
written consent of the grantor, if living, or 
if not, the individual co-trustee, or if none, 
the beneficiary of each trust that is in a 
generation closest to mine. 

Note that this above provision expressly prohibits termination fees, which 
some corporate trustees routinely charge, generally as a disincentive to 
removing the trustee.  The author’s view is that a trustee should not receive a 
bonus for being fired.  Some state laws specifically permit the charging of a 
termination fee, absent a provision to the contrary, even if the fee is not 
included in the trustee’s published fee schedule.  The above provision is 
intended to negate a termination fee, even if it is included in the trustee’s fee 
schedule. 

4. Trustee Power to Resign 

In many states, other than UTC jurisdictions, the default rule is that a 
trustee cannot resign without court approval, which can cause a trustee to be 
stuck with a bad situation if there are unreasonably litigious beneficiaries or 
persons who make the efficient administration of the trust impossible.117 

Sample Provision: 

Trustee Power to Resign Without Court Approval 

Any trustee of any trust under this 
agreement may resign at any time from such 
trust by giving prior written notice of his, 
her or its resignation, such resignation to 
become effective immediately or upon such date 
or contingency as the resigning trustee may 
specify in such notice, without the need for 
any judicial or other approval.  The notice of 
resignation shall be delivered to any other 

                                                 
117 See, e.g., O.C.G.A. § 53-12-220(a)(2).  By contrast, the UTC permits a trustee to resign after 30 days’ 
notice to the qualified beneficiaries.  UNIF. TRUST CODE § 705(a)(1). 



86 

trustee then serving, or if none, to any 
nominated successor trustee, or if none, to a 
majority of the adult beneficiaries (or the 
parents or guardians of any minor 
beneficiaries) of that trust to whom the 
trustee could at that time distribute income. 

An alternative would be to provide that such resignation becomes effective at 
the earlier of the acceptance of the trust by a replacement trustee or a stated 
period of time, such as 60 or 90 days, to allow the interested parties a 
reasonable time to find and nominate a replacement trustee. 

X. Varying Default Rules in Terms of Trust – Deviant Trusts 

Some trusts contemplate or mandate that the trustee administer the trust in a way 
that deviates from what are normally considered to be standard, prudent, or otherwise 
“good” practices.  Institutional trustees should have well established policies and 
procedures on matters such as investment policies for trusts, frequency and mode of 
communication with beneficiaries, discretionary distribution decision making, etc.  
Presumably, these practices and procedures are developed to help the trustee carry out 
its fiduciary duties to the best of its ability and in a manner that will not cause the 
trustee to incur liability.  Often, however, the grantor will desire, or even mandate, 
that the trust be administered in a way that significantly deviates from established 
normal procedure, and in a way that, under normal circumstances, might even be 
considered a breach of the trustee’s fiduciary duties. 

A. Introductory Reminder – We Are Still Counselors! 

The following discussion revolves around the potential difficulties that arise 
where a grantor demands trust provisions that are “deviant,” in that they deviate 
from fiduciary practices that would be considered “normal,” or “prudent.”  The 
discussion includes suggestions about ways to increase the likelihood that the 
grantor’s desires are carried out, even if they deviate radically from normal 
practices. 

The author’s use of the term “deviant” is somewhat, but not entirely, tongue-
in-cheek.  The statutory and common law rules governing the administration of 
trusts and good fiduciary practices did not capriciously pop into being overnight, 
but have evolved over many decades out of the collective experience of lawyers, 
judges, trust administrators, and others.  To be sure, the rapidly changing 
landscape of modern trust planning often demands special drafting that deviates 
from long established rules.  However, before blindly charging ahead to facilitate 
a grantor’s peculiar demands, the author believes it is our job, as counselors, to 
give due consideration to established practices and to only deviate from those 
practices where we are satisfied that such deviation is necessary to obtain the best 
result for the client. 

As counselors to our clients, we should at least attempt to dissuade clients 
from courses of action that we believe are ill-advised, so that we can help them 
make better decisions.  By way of example, one issue discussed below is how to 
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carry out the grantor’s desire that the investments of a trust be managed in a way 
that is quite different from what would normally be considered “prudent” 
investing.  To be sure, there are circumstances where such provisions make sense, 
at least for a while, but there are many cases where such demands are simply the 
result of erroneous beliefs on the part of the grantor. 

For example, a grantor may strongly believe that a particular stock is likely to 
substantially outperform a more diversified portfolio, based upon the grantor’s 
personal knowledge of the company, the industry in which it operates, etc.  
Accordingly, the grantor may wish to relieve the trustee of the “prudent investor” 
duties that would normally apply and that would normally require the trustee to 
maintain a more diversified investment portfolio for the trust, because the grantor 
understands the risk involved in doing so, but believes that the trust beneficiaries 
will be well compensated for that risk.  This is well considered “deviance.” 

On the other hand, if the grantor wishes to mandate that a concentration in the 
stock that made the grantor wealthy be retained in the trust forever, because it 
would be “disloyal” to the company to permit the trustee to sell the stock, such 
“deviance” would not be well considered, and could potentially be quite contrary 
to the best interests of the beneficiaries, if the Trustee has no power to sell the 
stock later on. 

The point is that the discussion below about how to increase the likelihood 
that the grantor’s intent is carried out, no matter how peculiar that intent may be, 
should not be taken as a suggestion that doing so is always the best course of 
action, because the best course of action may well be to persuade the client to 
follow a different course that eliminates the deviance from the plan, or at least 
reduces the deviance, by giving the trustee the flexibility to take prudent action as 
demanded by changing circumstances. 

B. General Rule – Trust Terms Trump Default Rules 

The vast majority of legal rules governing trusts and their administration, 
whether statute or common law, are default rules that apply only to the extent that 
the subject matter of such rules is not otherwise provided for in the terms of the 
trust itself, except for certain statutory requirements that may not be waived or 
modified.118  The trustee is under a duty to administer the trust according to the 
terms of the trust or, where the trust does not address a particular issue, as 
provided by law, and as long as the trustee follows that rule, it should not incur 
liability.119 The general rule, however, is not without its exceptions or limitations. 

The UTC sets forth a list of “mandatory” rules that may not be varied by the 
terms of the trust instrument, although the states have varied considerably over 
which rules are included on the “mandatory” list.  The most controversial 
“mandatory” item in the UTC is the requirement as to information that must be 

                                                 
118 UNIF. TRUST CODE § 105; O.C.G.A. § 53-12-7. 

119 UNIF. TRUST CODE § 801; O.C.G.A. § 53-12-240(b). 
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provided to beneficiaries under the Duty to Inform and Report.120 These 
“mandatory” provisions are so controversial, in fact, that they have been omitted 
from most states’ versions of the code, because there is a strong desire on the part 
of many trust grantors to keep the provisions of a trust, or even the existence of 
the trust, secret from the beneficiaries, at least for a certain period of time. 

Even where certain issues are not specifically included in the “mandatory” 
list, there are more general “mandatory” requirements, that have been included in 
all states’ versions of the code and that may limit the extent to which a grantor 
may negate the default provisions of state law: 

The terms of a trust prevail over any provision of this Code except: 

* * * 

(2) the duty of a trustee to act in good faith and in accordance with the terms 
and purposes of the trust and the interests of the beneficiaries; 

(3) the requirement that a trust and its terms be for the benefit of its 
beneficiaries, and that the trust have a purpose that is lawful, not contrary to 
public policy, and possible to achieve;121 

These provisions leave open the possibility that any provision of a trust that 
deviates from normal fiduciary practice might be found to be “out of bounds” on 
the grounds that such a provision violates the rule that the trust provisions must be 
“in the interests of” and “for the benefit of” the beneficiaries. 

Certain trust terms will be void, ab initio, such as trust terms that are, or 
require the trustee to act in a way that is, illegal, impossible or against public 
policy. 

C. Permission, Prohibition, and Expectation 

It is never wise to assume that a trustee, especially a corporate trustee, will be 
willing to take some action that is permissible under the express terms of a trust, 
or even under the default provisions of governing law.  Likewise, one should 
never assume that a trustee will not do something that it is not required to do 
under the default provisions of governing law, or that it is relieved from doing 
under the terms of a trust.  A trustee’s actions, particularly in the case of a 
corporate trustee, are going to be governed not only by the terms of the trust and 
governing law, but by federal and state banking regulations, internal policies, 

                                                 
120 UNIF. TRUST CODE § 105(b)(8) & (9) provides that the duty to inform beneficiaries of the existence of 
the trust and to provide information on request cannot be waived. Accord RESTATEMENT (SECOND) OF 

TRUSTS § 164(b) (1992).  Oregon’s variation, O.R.S. § 130.020(1)(h) & (i) & O.R.S. § 130.020(3) provide 
that while the duty to inform and report cannot be waived entirely, it is possible to waive reports to anyone 
other than the grantor during the grantor’s lifetime, or the grantor’s spouse, if the spouse is a qualified 
beneficiary.  Moreover, there is an option to provide reports to someone other than the beneficiary, to be 
designated by the grantor.  Finally, Virginia has omitted the reporting requirements from the mandatory list 
entirely, so the duty to inform and report apparently can be waived. VA. CODE ANN. § 64.2-703(b). 

121 UNIF. TRUST CODE § 105(b)(3)(emphasis added). 
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procedures and best practices, and considerations of business judgement, 
administrative feasibility and reputational risk. 

For example, the prudent investor rule may provide that any type of 
investment is potentially proper, and a trust agreement may specifically permit 
certain otherwise questionable investments, but a trustee, particularly a corporate 
trustee, may nevertheless be unwilling to accept or purchase such an investment, 
or may impose certain conditions, for any number of reasons. 

Likewise, many state laws only require trustees to provide regular reports to 
current beneficiaries, and many trust agreements even waive that requirement, but 
the trustee may routinely provide the reports anyway, both to current and 
remainder beneficiaries and may be unwilling to refrain from doing so, regardless 
of the trust terms. 

Therefore, whenever a settlor has any particular expectation or desire about 
what a trustee may do or not do, especially if the expectation deviates from 
otherwise normal practices, it is not enough to simply permit the action or negate 
the duty to take some action.  Instead, the agreement should expressly state the 
desire and expectation, and it should be discussed with the trustee in advance.  It 
may be that the settlor’s wishes can be accommodated, but in a particular way.  A 
desire for special investments may be met by making the trust a “directed trust” as 
to certain investments.  A desire to refrain from providing statements to certain 
beneficiaries might be accommodated by appointing a “Designated 
Representative” to represent the interests of the beneficiaries. 

D. Trustee Duties Where Circumstances Change Over Time 

Some provisions may be fine when the trust is created, but may, due to a 
change in circumstances, become so contrary to the interests of the beneficiary 
that it is no longer reasonable for the trustee to comply with the provisions.  Of 
course, a trustee is always free to seek direction from a court or to seek 
permission from the interested parties to deviate from the terms of a trust where 
compliance with the terms of the trust is sufficiently detrimental to the 
beneficiaries.122 In an emergency, there is authority that a trustee may deviate 
from the express terms of a trust even without court approval, if necessary to 
prevent some harm to the beneficiaries, and if there is not adequate time to seek 
court review.123 The question, then is whether the trustee is required to seek court 
permission to deviate from the terms of the trust. 

Both the Restatement (Second) and the Restatement (Third) take the position 
that a trustee is subject to liability for failing to petition a court for permission to 
deviate from the express terms of the trust, if the trustee knows or should know 
that circumstances have changed so dramatically from the creation of the trust that 

                                                 
122 RESTATEMENT (SECOND) OF TRUSTS § 167(1) (1992); RESTATEMENT (THIRD) OF TRUSTS § 66(1) 
(2003); Accord UNIF. TRUST CODE § 412. 

123 RESTATEMENT (SECOND) OF TRUSTS § 167(2) (1992). 
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deviation from its terms is necessary.124 The UTC, by contrast, intentionally stops 
short of imposing on the trustee an affirmative duty to petition the court for 
permission to deviate.125 

The point is that even if a trustee may rely on the mandate of a trust when the 
trust is created, that does not mean that the trustee is protected forever by the trust 
provisions, if circumstances change materially. 

E. Trustee’s Right to Rely on Trust Terms and Exculpation from Liability 

Because of the potential uncertainties associated with trust terms that deviate 
from the norm, many trusts, and many trust statutes, include exculpatory 
provisions that are intended to protect a trustee from liability for any action taken 
in reliance upon the trust terms.  Such provisions are necessary in many cases to 
encourage a trustee to act other than in the most conservative manner.126  The 
UTC provides as follows: 

A trustee who acts in reasonable reliance on the terms of the trust as 
expressed in the trust instrument is not liable to a beneficiary for a breach of 
trust to the extent the breach resulted from the reliance.127 

Note that the above cited statute only protects the trustee where reliance upon 
the terms of the trust is “reasonable,” which would provide no protection to a 
trustee relying on a trust provision that a court determines is so deviant that 
reliance on the term is unreasonable.  If the trust instrument seeks to expand the 
protection of the trustee beyond that provided above, it may expressly exculpate 
the trustee from any liability for following the grantor’s instructions.  However, 
state law also imposes limits on trustee exculpation as well.  The following UTC 
provision is fairly typical of state law limits on exculpation: 

A term of a trust relieving a trustee of liability for breach of trust is 
unenforceable to the extent that it . . . relieves the trustee of liability for 
breach of trust committed in bad faith or with reckless indifference to the 
purposes of the trust or the interests of the beneficiaries.128 

The foregoing provision may be cause for concern, depending upon how 
deviant a trust provision might be, because even if a trustee is not acting in bad 
faith, who is to judge when the trustee’s following of the trust terms rises to the 

                                                 
124 See RESTATEMENT (SECOND) OF TRUSTS § 167(3) (1992) and RESTATEMENT (THIRD) OF TRUSTS § 
66(2) (2003). While the RESTATEMENTS are generally supposed to be reflective of the common law, it is 
noteworthy that the Reporters Notes to these provisions contain no citations to any judicial decisions that 
have actually imposed liability on a trustee for failing to seek judicial deviation from the express terms of a 
trust. 

125 UNIF. TRUST CODE § 412, Comment. 

126 See Charles W. Pieterse and Charles E. Coates III, Exculpatory Clauses May Give Trustees Extra 
Protection from Liability, EST. PLAN. Mar. 2010 at 26. 

127 UNIF. TRUST CODE § 1006 (emphasis added). 

128 UNIF. TRUST CODE § 1008(a)(1) (emphasis added).  See also RESTATEMENT (SECOND) OF TRUSTS § 222 
(1992), O.C.G.A. § 53-12-303(a). 
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level of reckless indifference to the interests of the beneficiaries?  After all, a 
court could determine that the original mandate of the trust was, from the very 
beginning, so contrary to the interests of the beneficiaries that the following of the 
mandate would be considered reckless. 

There is wide variation among the states as to the degree to which a trustee 
may rely on deviant trust terms, and may be exculpated for doing so.  Therefore, 
depending upon how deviant a trust provision is, it may not be possible, in some 
states, to carry out the grantor’s intent, because it may not be possible to provide 
adequate protection to the trustee.  In such cases, the best solution may be to 
establish the trust under the laws of a different jurisdiction that is more permissive 
of trusts that stray far afield of normal practice, and to take steps to avoid the 
application of any less tolerant state law. 

1. New York Law – Low Tolerance for Deviance from Standard Practice 

New York law appears to prohibit exculpation from even ordinary 
negligence, declaring that it is against public policy to exonerate a trustee 
“from liability for failure to exercise reasonable care, diligence and 
prudence.”129 In Matter of Dumont130 the decedent’s estate consisted almost 
exclusively of stock in Eastman Kodak Company, about which the Decedent’s 
will provided as follows: 

It is my desire and hope that said stock will be held by my said 
Executors and by my said trustee to be distributed to the ultimate 
beneficiaries under this Will, and neither my Executors nor my said 
trustee shall dispose of such stock for the purpose of 
diversification of investment and neither they or it shall be held 
liable for any diminution in the value of such stock. 

The foregoing provisions shall not prevent my said Executors or my 
said Trustee from disposing of all or part of the stock of Eastman Kodak 
Company in case there shall be some compelling reason other than 
diversification of investment for doing so.131 

Based upon the foregoing provision, the trustee retained the concentration in 
Kodak stock, and the stock fairly consistently outperformed the benchmarks 
for the first 17 years following the decedent’s death.  In the early 1970’s, the 
stock price began to fall, but no more so than the stock market in general.  
When the market later recovered, however, Kodak’s recovery was 
significantly more sluggish than the overall stock market.  Thirty years later, 

                                                 
129 N.Y. EST. POWERS & TRUSTS LAW § 11-1.7(a)(1) (emphasis added). 

130 In re Judicial Settlement of the Second Intermediate Account of Chase Manhattan Bank (Matter of 
Dumont), 4 Misc. 3d 1003A, 791 N.Y.S.2d 868, 2004 Slip Op. 50647U (N.Y. Sur. Ct., June 25, 2004) (all 
citations to particular pages of this opinion are citations to the Slip Opinion page number), rev’d., 26 
A.D.3d 824; 809 N.Y.S.2d 360 (N.Y. App. Div. 4th Dep’t, Feb. 3, 2006); appeal denied, 28 A.D.3d 1257; 
813 N.Y.S.2d 689 (N.Y. App. Div. 4th Dep’t, Apr. 28, 2006); appeal dismissed 2006 N.Y. LEXIS 2560, 
(N.Y. Ct. App., Sept. 12, 2006). 

131 26 A.D.3d at 826; 809 N.Y.S.2d at 362 (emphasis added). 
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the beneficiaries sued the bank for breach of trust for failing to sell the stock 
when its value began to decline.  The bank argued that it was bound to follow 
the terms of the trust, and was exculpated from liability for any loss resulting 
from the retention of the Kodak stock, and that there had been no compelling 
reason to sell the stock.132 

The Surrogate’s Court held that while a trustee is supposed to follow the 
terms of the trust to carry out the intent of the testator, the trustee is still 
required to act in a prudent manner, and if the terms of the trust are contrary to 
the best interests of the beneficiaries, then the testator’s intent and wishes 
must yield to the best interests of the beneficiaries: 

It is clear that a fiduciary must use good faith and prudence to carry out 
its duties (EPTL 11-2.3,b,3,A), and that a retention clause cannot trump 
the application of prudence in the management of an estate.  In Re 
Hubbell, 302 N.Y. 246, 97 N.E.2d 888).  The Hubbell case holds that 
where a retention clause conflicts with the legal duty of prudence 
imposed upon a fiduciary, the clause must lose.133 

The court held that the language in the will directing retention of the 
Kodak stock was not a mandate, but was merely “precatory,”134 and that the 
trustee was at all times free to sell the stock under the general administration 
provisions of the trust, which included a general power to purchase and sell 
investments.  The end result was a surcharge against the trustee of nearly 
$21,000,000.  This holding was particularly troublesome in light of an earlier 
New York decision, Matter of Kettle,135 which involved a testamentary trust 
that provided as follows: 

I am particularly desirous that my TRW, Inc., securities be retained by 
my Executrix and by my Trustee unless compelling reasons arise for 
the disposal thereof.136 

The trustee in Kettle would have made the Dumont Surrogate quite proud, 
since the trustee determined that the prudent course of action was to sell most 
of the TRW stock, notwithstanding the objections of the beneficiary, and to 
reinvest the proceeds in a well-diversified portfolio.  Unfortunately for the 
trustee in Kettle, the diversified portfolio did not perform as well as the 
concentration in TRW stock would have performed.  Consequently, the 
beneficiary sued the trustee for breach of trust because the trustee did not 

                                                 
132 The bank was even able to cite to authority that a decline in stock price does not necessarily compel its 
sale by a trustee. 

133 Slip Op. 50647U at 5-6 (emphasis added). A review of the Hubbell case really does not support the 
court’s assertion, however, since the trust agreement in Hubbell merely permitted the retention of the trust 
property, rather than mandating such retention. 

134 See Frank L. Schiavo, Does The Use of “Request,” “Wish,” or “Desire” Create a Precatory Trust or 
Not?, 40 REAL PROP. PROB. & TR. J. 648 (2006). 

135 Matter of Kettle, 73 A.D.2d 786; 423 N.Y.S.2d 701 (N.Y. App. Div. 1979). 

136 Kettle at 786; 423 N.Y.S.2d at 702 (emphasis added). 
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follow the directions in the trust agreement.  The trustee argued not only that 
the statement of the testator’s desire was merely precatory, but that in any 
event, the general provisions of the trust permitted the trustee to buy and sell 
any asset, so it was authorized to diversify the portfolio.  Does this sound 
familiar? The end result was that the court found the trustee liable for breach 
of trust for not following the testator’s instructions, and the court ordered the 
trustee to repurchase the TRW shares, even if it had to use its own money to 
do so.  Kettle does not appear to have been cited by any of the parties or the 
various courts involved with Dumont, but if the trustee in Dumont had 
followed the holding in Kettle, it would likely have concluded that its duty 
was to follow the trust, not the general standards of “prudence,” and it would 
still have been found liable for doing so. 

The most troublesome aspect of Dumont, from a fiduciary standpoint, was 
the court’s willingness to find that general rules of prudence, as interpreted by 
the court, trump the grantor’s express wishes, when the two are in conflict, 
such that a trustee cannot rely on the express terms of the trust.  Dumont 
appears to be aberrational, but it demonstrates the potential difficulty of a 
grantor having his or her wishes followed if a court decides that it does not 
like the grantor’s wishes.  In any event, one must be mindful that no matter 
how emphatic the language of the trust, a trustee may be compelled to seek 
direction from a court before following the grantor’s wishes in such cases. 

Dumont was eventually reversed by the New York Court of Appeals, but 
the reversal was on procedural grounds, and not with respect to substantive 
law, so the higher court did not address the Surrogate’s holding that the 
grantor’s desires must take a back seat to the court’s notion of what 
constitutes prudent administration.  Accordingly, it is still open to question as 
to whether New York law requires a trustee to ignore the terms of a trust, to 
the extent they are imprudent. 

A primary lesson of these cases is that “deviant” trust provisions can cause 
significant risk for trustees, at least in some jurisdictions, thus making it more 
difficult for the grantor of the trust to have his or her wishes honored.  Such 
deviant trust provisions can greatly multiply the work and the risk of a trustee, 
which may result in higher trustee fees and higher trust expenses, especially if 
the trustee must repeatedly seek court guidance to comply with the grantor’s 
wishes.  Accordingly, such difficult trusts are better established in a 
“friendlier” jurisdiction. 

2. Delaware Law – Strong Emphasis on Settlor’s Intention 

In contrast with New York’s general unwillingness to tolerate much 
deviation from normal trust administration practices, Delaware law provides 
that the trust terms can vary any provision of state law, and can exculpate a 
trustee for relying upon trust provisions that do so: 

Notwithstanding any other provision of this Code or other law, the terms 
of a governing instrument may expand, restrict, eliminate or otherwise 
vary the rights and interests of beneficiaries, including the right to be 
informed of the beneficiary’s interest for a period of time, the grounds for 
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removal of a fiduciary, and a fiduciary’s powers, duties, standard of care, 
rights of indemnification and liability to persons whose interests arise 
from that instrument; provided however, that nothing contained in this 
section shall be construed to permit the exculpation or indemnification of 
a fiduciary for the fiduciary’s own wilful misconduct or preclude a court 
of competent jurisdiction from removing a fiduciary on account of the 
fiduciary’s wilful misconduct.  The rule that statutes in derogation of 
the common law are to be strictly construed shall have no 
application to this section.  It is the policy of this section to give 
maximum effect to the principle of freedom of disposition and to the 
enforceability of governing instruments.”137 

Note that the only conduct from which a trustee cannot be exculpated is wilful 
misconduct, and that there is no mention of gross negligence or the best 
interests of the beneficiaries. 

The foregoing provision makes very clear Delaware’s policy that the 
grantor’s wishes are to be carried out, and that courts are not to substitute their 
own judgement for that of the grantor.  Moreover, Delaware’s Chancery court 
has exclusive jurisdiction over matters involving trusts and corporations, and 
the judges of the Chancery Court are carefully selected to ensure that they 
understand Delaware’s public policy favoring freedom of disposition, thus 
further reducing the risk that a court will try to substitute its own judgement 
for that of the grantor or the legislature. 

To be sure, not every deviation from the default provisions of state law or 
typical fiduciary practices requires running to Delaware, but the further “off 
the reservation” a grantor wishes to stray with the terms of a trust, the more 
that Delaware should be considered for the governing law. 

As a final note, the author does not wish to imply that trustees of Delaware 
trusts are not under the same duties as trustees anywhere else.  To the 
contrary, Delaware common law is one of the richest sources of traditional 
trust law.  By way of example, the McNeil case, discussed below, is a key 
decision of the Delaware courts confirming a trustee’s duty to inform a trust 
beneficiary of the existence of a trust.  The difference in Delaware is its 
tolerance of substantial deviation from traditional trust law, where such 
deviation is clearly intended by the grantor of the trust. 

3. Beyond the Pale, Even in Delaware 

There are, of course, limits beyond which a grantor’s wishes cannot be 
carried out, even in a permissive jurisdiction such as Delaware.  By way of 
example, the so-called “Rule against Capricious Purposes” is a doctrine that 
prohibits carrying out certain trust terms, such as a requirement to destroy 
valuable property.138 

                                                 
137 12 DEL C. § 3303 (a) (emphasis added). 

138 See John J. Langbein, Burn The Rembrandt?  Trust Law’s Limits on The Settlor’s Power to Direct 
Investments, 90 BOSTON L. REV. 375 (2010). 
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F. Negating or Reducing The Duty to Inform and Report 

1. The General Duty to Inform 

Among the most thorny issues facing fiduciaries is a request or demand by 
a trust grantor, or the parent of a trust beneficiary, to withhold from a 
beneficiary the details of a trust’s investments and administration, or even the 
very existence of the trust itself, usually out of a concern that the knowledge 
of such available wealth will “ruin” the beneficiary.  While the concern is 
understandable, the duty of the trustee to provide information to beneficiaries 
about the trust is, in most cases, clear.  The Restatement (Second) states that, 
at the very least, a trustee is required to provide certain information to a 
beneficiary if the beneficiary so requests. 

The trustee is under a duty to the beneficiary to give him upon his 
request at reasonable times complete and accurate information as to the 
nature and amount of the trust property, and to permit him or a person 
duly authorized by him to inspect the subject matter of the trust and the 
accounts and vouchers and other documents relating to the trust.139 

While the foregoing provision might seem to limit the trustee’s duty to 
provide information only when requested, the comments suggest otherwise: 

Although the terms of the trust may regulate the amount of information 
which the trustee must give and the frequency with which it must be 
given, the beneficiary is always entitled to such information as is 
reasonably necessary to enable him to enforce his rights under the 
trust or to prevent or redress a breach of trust.140 

The UTC is far more detailed in its requirements for notice.  First, the trustee 
is generally required to keep the qualified beneficiaries reasonably informed 
about the administration of the trust with sufficient information for them to 
protect their interests, and to respond promptly to any beneficiary request for 
information.141  Additionally, within 60 days after the creation of the trust or 
the date the trustee becomes aware that a revocable trust has become 
irrevocable, the trustee must provide certain information to the beneficiaries, 
including, if requested, a copy of the trust agreement.142  Finally, the trustee is 
required to provide certain information, on an annual basis to all of the current 
beneficiaries and such of the other beneficiaries as request the information.143  
Any beneficiary may waive his or her right to such information, and the 

                                                 
139 RESTATEMENT (SECOND) OF TRUSTS § 173 (1992) (emphasis added). For a good discussion of this 
topic, see T.P. Gallanis, The Trustee’s Duty to Inform, 85 N.C. L. REV. 1595 (hereinafter, “Gallanis”). 

140 RESTATEMENT (SECOND) OF TRUSTS § 173, cmt. c (1992) (emphasis added). 

141 UNIF. TRUST CODE § 813(a). 

142 UNIF. TRUST CODE § 813(b). 

143 UNIF. TRUST CODE § 813(c). 
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notification requirements at the inception of the trust only apply to trusts 
created after the enactment of the uniform act.144 

The duty to inform generally applies to qualified beneficiaries, meaning 
those persons who are current permissible distributees of income or principal, 
or would be the distributees of income or principal if the interests of the 
current permissible distributees were to terminate.145  Some of the duties, 
however, such as certain information to be provided on request, apply to 
beneficiaries other than qualified beneficiaries, and the UTC defines a 
beneficiary as being any person with a present, future, vested or contingent 
beneficial interest in a trust, as well as a person holding a non-fiduciary power 
of appointment over the trust property.146 

In a 2002 Delaware case, McNeil v. McNeil,147 a trust beneficiary 
successfully sued the trustees for failing to inform him that he was a 
permissible beneficiary of a trust, thus denying him the opportunity to request 
distributions from the trust.  Note that McNeil did not involve a situation 
where the trust agreement mandated keeping the existence of the trust a secret. 

2. The Settlor’s Desire Not to Inform 

Note that the issue under discussion is not merely withholding knowledge 
of the trust until a beneficiary reaches adulthood and obtains a certain level of 
maturity.  Even the UTC contemplates that information about a trust may be 
withheld from a beneficiary until the beneficiary reaches age 25.148  The 
concern arises where a grantor feels a need to keep even fully grown 
beneficiaries from having knowledge of the trust.  Given the controversy 
surrounding the UTC’s attempt to make the provision of information 
mandatory, and the refusal of many states to enact any version of the 
requirement, it would appear that, at least in some jurisdictions, it is possible 
to largely or entirely negate a trustee’s duty to inform beneficiaries. 

Settlors may have many reasons for not wanting beneficiaries to have 
information about a trust, particularly at a young age.  One of the most 
prevalent concerns is that if the beneficiary is aware that the trust exists, the 
beneficiary may decide that there is no need to seek responsible employment 
for his or her support.  Even worse, the beneficiary may develop a sense of 
“entitlement” and engage in irresponsible, or even self-destructive, behavior.  

                                                 
144 UNIF. TRUST CODE § 813(c) & (d).  Georgia law imposes a requirement for notification of the existence 
of a trust and periodic reports. O.C.G.A. § 53-12-242 & 243. See, also O.C.G.A. § 53-12-261(29). 

145 UNIF. TRUST CODE § 103(13); O.C.G.A. § 53-12-2(10). 

146 UNIF. TRUST CODE § 103(3); O.C.G.A. § 53-12-2(2). 

147 McNeil v. McNeil, 798 A.2d 503 (Del. 2002), affirming in part and reversing in part McNeil v. Bennett, 
792 A.2d 190 (Del. Ch. 2001). 

148 UNIF. TRUST CODE § 105(b)(8). 
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Another concern is that if the beneficiaries know of the trust, their friends, 
spouses, paramours, etc. may attempt to gain access to the funds. 

3. Quiet Trusts Are NOT Advisable 

The author is firmly of the opinion that keeping a trust secret from a 
beneficiary is seldom, if ever, the best choice, or even a reasonable option.  
Professional fiduciaries, and fiduciary litigators, know from experience that 
keeping trusts secret tends to create more problems than it solves. 

It is axiomatic that in just about any relationship, whether personal or 
business, communication is essential and that many, if not most, problems 
that arise in any relationship can be traced, at least in part, to a failure to 
communicate.  When trust beneficiaries eventually discover that information 
about arrangements for their benefit has been kept from them, they tend to 
very much resent the secrecy, and can be prone to assume that secrecy 
indicates untoward activity.  Moreover, most disputes over trusts that result in 
litigation could be resolved early on if the beneficiaries are kept better 
informed.  If a trustee is behaving badly, the beneficiary may become aware 
of such fact before much damage is done.  If the trustee is not behaving badly, 
but the beneficiary disagrees with the trustee’s decisions, such differences can 
be brought to light early on, and can be more easily resolved. 

From the beneficiary’s perspective, an informed beneficiary can be made 
aware early on if the trustee is improperly administering the trust, or if the 
trustee is administering the trust in a way that is unsatisfactory to the 
beneficiary.  If such disagreements are brought to light, they can be addressed 
and resolved early on.  If there is some deficiency in the trustee’s 
administration, regular reporting may very well prevent, or at least minimize, 
the damage to the trust from the trustee’s actions. 

From the trustee’s perspective, providing full information can help 
identify and address areas of disagreement before the alleged damages 
become significant, and if the beneficiary does not raise any complaint within 
the applicable statute of limitations, the trustee is protected from litigation 
covering decades of activity.149 Even where a specific limitation of actions 
period does not apply, the equitable defense of laches may apply to 
beneficiaries who have sufficient information to protest, but sit on their 
rights.150 Therefore, if the trustee is prohibited from providing information to 
the interested parties, the trustee may have a potentially very long liability 
“tail.”  In the Dumont case, discussed above, the court determined that the 
trust had been mismanaged for a 30 year period, and determined damages in 

                                                 
149  UNIF. TRUST CODE § 1005 provides a 1 year limitations period from the time that the beneficiary was 
provided with adequate information such that the beneficiary knew or should have known of the claim if 
the notice also informs the beneficiary of the limitations period for bringing the claim. O.R.S. § 130.820(2) 
is similar, but with additional requirements.  Finally, O.C.G.A. 53-12-307 provides for a 2 year limitations 
period following a report, but without a requirement that the limitations period be disclosed. 

150 RESTATEMENT (SECOND) OF TRUSTS § 219 (1992). 
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excess of $21,000,000 based on how the trust would have grown over that 
period, had the alleged breach of trust not occurred.  Ultimately, the surcharge 
was reversed on appeal based upon other considerations,151 but there is no 
doubt that had there been adequate accounting and disclosure early on, the 
damage to the trust’s value, and the damage to the trustee’s reputation, could 
have been avoided. 

As to the various reasons why grantors want trusts kept secret, knowledge 
of a trust’s existence should not create a disincentive to the beneficiary’s 
leading a productive life if the trust is properly structured and makes clear that 
the trustee’s discretion should not be exercised to enable a non-productive 
lifestyle.  If the trust is written so as to reward industrious lifestyles and to 
penalize “loafers,”152 then the trustee should not be forced to support an 
unhealthy lifestyle and, to the contrary, the beneficiary might have more 
incentive to be more productive than would be the case in the absence of the 
trust.  If the beneficiary has full information, the beneficiary will know that 
the trust will not be used to encourage sloth. 

Concerns about creditors and greedy spouses can be effectively addressed 
by giving the trustee sufficient discretion to prevent unwanted access by 
others or, at the very least, through spendthrift provisions. 

If the trustee is not under a duty to report to the beneficiaries, then the 
trustee should be under a duty to report to someone.153  If the trustee is 
answerable to nobody, one wonders whether a trust even exists.  While there 
is no question that the trustee may be, and typically is, relieved of the 
obligation of filing regular returns with a court, the courts have uniformly held 
that any attempt to provide that the decisions of the trustee are not subject to 
review by any court, even in the event of a controversy, is void as against 
public policy.154  After all, a fundamental requirement for the existence of a 
trust is that the trustee have some fiduciary duty to the beneficiaries.155  Some 
courts hold that making a trustee’s decisions non-reviewable is tantamount to 
removing any fiduciary duties, thus effectively conferring upon the trustee an 

                                                 
151 However, this method of determining damages was found to have been improper on appeal, because the 
court held only that the trustee was liable for loss in value, not for failure to increase in value. 

152 The author once reviewed a trust, drafted by a prominent estate planning attorney, that included the 
phrase “should any of my children have the misfortune of being a drug addict . . . or a loafer, . . ..”  Perhaps 
“loafer” is not a widely recognized term of art, but nobody who read the instrument suffered from any 
uncertainty as to its meaning. 

153 Oregon’s version, O.R.S. § 130.020(3)(b) modifies the UTC provision to expressly allow required 
information to be provided to someone other than the beneficiary, if designated by the grantor. 

154 McNeil, supra, note 147; UNIF. TRUST CODE § 105(b)(13)  (“The terms of a trust prevail over any 
provision of this [Code] except:  . . .the power of the court to take such action and exercise such jurisdiction 
as may be necessary in the interests of justice.”).  See also Gallanis, supra, note 139 at 1623. 

155 O.C.G.A. § 53-12-20(b)(5); UNIF. TRUST CODE § 402(a)(4). 



99 

unrestricted fee simple interest in the trust property.156  One cannot help but 
wonder, therefore, whether a grantor may indirectly eliminate court oversight 
by relieving the trustee of the duty to inform the beneficiaries.  After all, if all 
of the persons with any interest in the trustee’s conduct are successfully kept 
in the dark about that conduct, or even the very existence of the trust, then 
presumably no complaint will ever be brought before any court, which is not 
very different than eliminating a court’s power of oversight. 

In the case of a revocable trust, see the discussion below regarding 
whether the trustee’s duty to inform and report applies to remainder 
beneficiaries of a revocable trust while the grantor still holds the power of 
revocation. 

G. Negating the Duty to Diversify 

Trust grantors often feel that their beneficiaries will be better off if the trust 
retains a concentration in a particular security, typically the stock that made the 
grantor wealthy in the first place (Dumont), or some other undiversified asset, 
such as real estate or a closely held business.  While modern portfolio theory 
would indicate that such a belief, much less a mandate, is ill-advised, many 
grantors have remarkably strong opinions to the contrary. 

It may not be sufficient to provide general waivers of the Prudent Investor 
Rule, the duty of diversification, and whatnot, since there is a growing trend 
toward holding that such duties can only be waived with regard to specific 
circumstances.  Such a position is not wholly unreasonable, since grantors 
wishing to avoid diversification are generally not opposed to the idea in general, 
but believe that a particular investment will be superior overall to a diversified 
portfolio.  As shown in Dumont, even an express direction with regard to a named 
security may not be enforceable in some jurisdictions where such a mandate is not 
in the best interests of the beneficiary. 

Accordingly, where a grantor wishes for a trustee to substantially depart from 
what is considered to be normal practice, such as diversification of investment, 
consideration should be given to a state such as Delaware, with a stated public 
policy of enforcing the wishes of the grantor, above all else.  That having been 
said, the following is an example of a provision permitting retention of a stock 
concentration, with specificity. 

Sample Provision: 

Retention of Undiversified Portfolio 

The trustee is authorized to receive and 
retain, without regard for diversification or 
prudence, all assets it receives upon the funding 
of this trust.  Specifically, the trustee is 
authorized to retain indefinitely all shares of 

                                                 
156 McNeil, supra, note 147.  See also George T. Bogert, The Law of Trusts and Trustees § 181 (Rev. 2d 
ed. 1979). 
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_______________, even though such a concentration 
is generally considered inappropriate for trusts.  
The grantor realizes that there are specific 
reasons for engaging in certain estate planning 
techniques, with particular assets, and that the 
retention of such assets by the trustee, and 
other facts and circumstances, may conflict with 
a fiduciary’s reasonable business judgment, but 
may, nonetheless, further the purposes of the 
trust and the grantor’s intent.  This trust’s 
purpose represents the grantor’s intent to plan 
his estate with shares of _______________, and 
not necessarily to provide beneficiaries with a 
diversified portfolio.  The grantor hereby waives 
the prudent investor rule, the trustee’s standard 
of care and performance, a fiduciary’s reasonable 
business judgment, and the trustee’s duty to 
diversify, including but not necessarily limited 
to sections ___________ and __________ of the 
___________ Statutes.  The trustee shall be held 
harmless from all liability for holding and 
retaining shares of name of security. 

1. Investment Direction Adviser and “Directed” Trusts 

An alternative to “hardwiring” investment requirements into a trust 
instrument is to provide for an investment direction adviser with the authority 
to direct the trustee as to all or certain trust investments, combined with 
provisions making clear that the trustee bears no responsibility for losses 
resulting from following the adviser’s instructions.157 This may be particularly 
useful where there is a desire for a corporate or independent trustee, but there 
is also a desire that the trust to be able to invest outside traditional “prudent 
investor” guidelines without having to obtain an investment committee’s 
approval for each such investment.  This is also a useful provision where there 
is a desire to maintain a concentration in a single stock, or a closely held 
business.  The laws of some states expressly recognize the trustee’s right to 
follow the instructions of such an adviser without fear of liability: 

a. Uniform Trust Code 

The UTC provides that a trustee shall follow the instructions of a 
direction advisor, if so required under the terms of the trust instrument.  
However, this provision also goes on to provide an exception where the 
instruction is “manifestly contrary to the terms of the trust” or the trustee 
knows that following the direction would constitute a “serious breach of a 
fiduciary duty.”158 Certainly, such a provision could open the door to a 
claim that if the direction advisor’s instruction was sufficiently outside the 

                                                 
157 RESTATEMENT (SECOND) OF TRUSTS § 185 (1992). 

158 UNIF. TRUST CODE § 808(b). 
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realm of “prudent” investing, then following the direction could result in a 
breach of trust. 

b. Delaware 

Delaware law has one of the more explicit statutes stating that where a 
trust requires a trustee to take direction on investment, distribution or other 
matters from a third party adviser, a trustee has no liability for negative 
consequences flowing from following such direction, and is exculpated 
from all but “wilful misconduct.” Thus, to impose liability on a trustee, the 
beneficiary must meet a standard even greater than “gross negligence.”159 

H. Recommendations 

The estate planning attorney, when presented with a client who wants to 
include deviant provisions in a trust, should consult with the client in an effort to 
make sure the client understands the inherent risks in trying to dictate future 
investment policy.  At the very least, by delving into the issue, perhaps the 
attorney can get a handle on what the client is really trying to accomplish and can 
include in the trust document better guidance for the trustee. 

One of the issues that engendered much argument in the Dumont cases was 
the intent of the testator.  The trustee argued that the intent was to maintain the 
Kodak stock.  The beneficiaries and the court argued that the intent was to benefit 
the beneficiaries, and that the stock should have been sold as soon as retention of 
the stock became inconsistent with that intent.  Therefore, the drafter should be 
very clear as to the grantor’s intent, which may include the following: 

■ Specific identification of the investment to be retained, without reliance upon 
general trustee investment powers; 

■ Specific acknowledgement that retention of the investment or the 
concentration is contrary to normal prudent investment practices and may 
increase the risk of loss to the trust; 

■ Specific expression of the grantor’s intention that the investment be retained, 
notwithstanding the increased risk; 

■ Specific exculpation of the trustee for following the grantor’s wishes, absent 
intentional misconduct and, preferably, specific authority for the trustee to sell 
the investment if it determines to do so, without incurring liability to the 
beneficiaries; and 

■ Specific guidelines regarding the circumstances under which the trustee may 
sell the investment. 

Hopefully, this process will cause the grantor to conclude that mandating a 
retention is not such a good idea or, at the very least, that the trustee should be 

                                                 
159 12. DEL. C. § 3313(a). This provision is also read in light of 12. DEL. C. § 3303(a), which provides that 
the terms of the trust may vary the default rules of law, and that the public policy of the state of Delaware is 
that the grantor’s desires are to be followed. 
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empowered to sell the investment without incurring liability.  In any event, careful 
drafting can avoid endless squabbles over the grantor’s true intent. 

Finally, deviant trust provisions are a good example of where virtual 
representation provisions can be most useful.  If a trustee requires additional 
comfort that following the peculiar dictates of a trust will not result in liability, 
the trustee can seek the consent of all of the interested beneficiaries, which may 
not be difficult to obtain where there is virtual representation. 

XI. Revocable Trusts – Special Considerations 

A. Power to Revoke by Attorney-In-Fact or Guardian 

The UTC provides that a grantor’s power to amend or revoke may be 
exercised by an agent or attorney-in-fact under a power of attorney only if 
expressly authorized in the trust or the power of attorney.160 

The UTC provides that a conservator or, if no conservator, a guardian, can 
exercise powers of amendment or revocation only with court approval.161 

Consideration should be given to expressly providing in the trust that the 
power to amend and revoke is personal to the grantor and may not be exercised by 
any agent, attorney-in-fact, conservator or guardian.  After all, the power to 
amend is tantamount to the power to change a will, and most people do not wish 
for anyone else to have the power to change a will.  Moreover, any general power 
of attorney should likewise expressly state that that the agent may not exercise 
any such power. 

B. Revocation by Inconsistent Will Provision 

The UTC provides that a grantor may amend or revoke a trust by “executing a 
later will or codicil that expressly refers to the trust or specifically devises 
property that would otherwise have passed according to the terms of the 
trust.”162  Accordingly, even if the grantor has titled property in the name of the 
trust, so that it should avoid the probate process, a later will specifically devising 
the property would constitute an amendment to the revocable trust. 

As a general rule, a client’s disposition of property at death should be 
governed by a will or a revocable trust, but not both.  If there is a revocable trust, 
then the will should be limited in scope to pouring-over all probate property to the 
revocable trust, and handling other matters that can only be accomplished by 

                                                 
160 UNIF. TRUST CODE § 602(e). 

161 UNIF. TRUST CODE § 602(f). 

162 UNIF. TRUST CODE § 602(c)(A).  O.R.S. § 130.505(6) expressly provides that a trust may not be 
revoked by an inconsistent will provision.  Virginia neither included the UTC provision, nor did is 
expressly negate the provision, but presumably, the failure to include the provision means that an 
inconsistent will provision may not amend or revoke a trust by mere implication. 
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will.163  Otherwise, there is a risk of inconsistent dispositions and inconsistent 
provisions regarding such matters as which fiduciaries hold certain powers, such 
as making tax elections. 

Consider including a provision in the trust specifically negating this 
possibility by stating that the trust may only be amended or revoked expressly, not 
impliedly. 

C. Effect of Divorce 

Typically, most state probate codes provide that the testator’s divorce either 
revokes a will or causes the ex-spouse to be treated as having predeceased the 
testator for all purposes of the will.  The UTC, however, has no corresponding 
provision with respect to revocable trusts, so under that act, a grantor’s divorce 
may not nullify provisions for a spouse by operation of law.164 

Accordingly, it would be advisable for a revocable trust to specifically provide 
that in the event of divorce, all provisions for a spouse are revoked and the spouse 
is otherwise to be treated as having predeceased the grantor. 

Sample Provision: 

Effect of Separation, Divorce or Annulment 

From and after the filing of an action for 
divorce by the grantor or the grantor’s spouse or 
the annulment of the grantor’s marriage, the 
grantor’s spouse shall thereafter be treated as 
if the spouse had predeceased the grantor and any 
trust created hereunder shall thereafter be 
interpreted and administered as if the grantor’s 
spouse had divorced the grantor.  By way of 
example, and not by way of limitation, from and 
after the time of any such event, no 
distributions shall be made to or for the benefit 
of the grantor’s spouse, no power of appointment 
shall be exercisable by the spouse, and the 
spouse shall be ineligible to serve in any 
fiduciary or other capacity with respect to the 
trust. 

                                                 
163 For example, many powers of appointment are, by their terms, exercisable only by will. Moreover, 
many state laws permit a parent to name a guardian for a minor child only in a will. 

164 Note that the Uniform Probate Code, where enacted, may address this issue with respect to trusts, 
whether testamentary or inter-vivos.   Some UTC jurisdictions have addressed this issue, however.  For 
example, O.R.S. § 130.535, in Oregon’s version of the UTC, does include a specific provision that divorce 
revokes all provisions in favor of the spouse and otherwise treats the spouse as having predeceased.  
Nevertheless, if an Oregon resident relies upon this provision and then moves his or her residence to 
another state, the statutory provision would likely no longer apply. 
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D. Mandatory Income Distributions to Settlor 

Most revocable trusts include a provision that during the grantor’s lifetime, all 
income is to be distributed to the grantor.  Such a provision bears reconsideration.  
After all, if the goal is for property to avoid probate, then why mandate that the 
income be distributed out of the trust?  Instead, consider simply providing that the 
trustee will distribute income and principal in such amounts as the grantor directs. 

E. Duties to Beneficiaries other than Settlor 

The UTC provides that while a trust is revocable and the grantor has capacity, 
all rights of beneficiaries are subject to the control of, and all duties of the trustee 
are owed exclusively to, the grantor.165  Moreover, while the trust is revocable, 
the trustee may follow a direction of the grantor that is contrary to the terms of the 
trust.166 

These provisions are important because in their absence, the trustee may owe 
duties to other beneficiaries.  In J.P. Morgan Chase Bank, N.A. v. Longmeyer,167 
the Kentucky Supreme Court held that the (third party) trustee of a revocable trust 
did owe a duty to inform the remainder beneficiaries when the grantor revoked 
the trust, thus eliminating the remaindermen’s interests.168  The Kentucky 
legislature acted swiftly to legislatively overrule this outcome by changing the 
statute to specify that no such duty existed in the case of a revocable trust.169 

It should be noted, however, that even where it is clear that a trustee owes 
duties only to the grantor during the grantor’s lifetime, the future beneficiaries 
may have standing, after the grantor’s death, to sue the trustee for the trustee’s 
breach of a duty to the grantor during the grantor’s lifetime, especially if the 
beneficiaries can demonstrate that the breach of trust diminished their interest in 
the property.170  In Estate of Giraldin, the California Supreme Court, reversing the 

                                                 
165 UNIF. TRUST CODE § 808(a).  See also Ronald M. Volkmer, Duty Owed by Trustee of Revocable Trust, 
EST. PLAN., Feb. 2012, which discusses two cases, one from a UTC jurisdiction and another from 
California, holding that while the grantor of a revocable trust is living and has the power to revoke, the 
trustee owes no duties to any other beneficiary, so such persons have no standing to sue, even after the 
death of the grantor, for any alleged breach of duty prior to the grantor’s death. 

166 UNIF. TRUST CODE § 603(a). 

167 J.P. Morgan Chase Bank, N.A. v. Longmeyer, 275 S.W.3d 697 (Kentucky 2009). 

168 In Longmeyer, the corporate trustee actually did notify the remainder beneficiaries of the revocation of 
the trust, because the trustee suspected that the revocation of the trust was the result of undue influence.  
The beneficiaries of the replacement trust sued the trustee for breach of its duty of confidentiality in making 
the disclosure, and the trustee defended itself by asserting its duty to inform and report.  While the facts 
indicate that the exoneration of the trustee was probably the just result, the court should have been able to 
find that the trustee acted properly without declaring a general duty of all trustees of revocable trusts to 
provide information to remainder beneficiaries. 

169 O.R.S. 130.510(1) includes the usual UTC language about owing duties solely to the grantor, and goes 
further to expressly state that the beneficiaries other than the grantor are entitled to no reports or notices 
during such period. 

170 See Ronald R. Volkmer, Beneficiaries of Revocable Trust and Standing to Sue, EST. PLAN., Apr. 2012. 
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Court of Appeal, held that contingent beneficiaries had standing to sue a third 
party trustee of a revocable trust for a breach of trust committed against the 
grantor during the grantor’s lifetime.171  The court acknowledged there would be 
no breach of duty for any action of the trustee that was directed by the grantor, but 
that any trustee action that was not authorized by the grantor could form the basis 
for a breach of trust that could be enforced by the remainder beneficiaries.  In that 
case, the trust agreement specified that the trustee take action at the written 
direction of the grantor, and the trustee could produce no such written direction 
with respect to certain actions that were alleged to constitute breaches of trust. 

Accordingly, it is advisable to expressly state in a revocable trust that while 
the grantor is living and competent, the trustee owes no duties to anyone other 
than the grantor, but it is equally advisable for any trustee of a revocable trust who 
is not the grantor of the trust to carefully document all instructions from the 
grantor. 

Sample Provision: 

Trustee Duties Exclusive to Grantor during 
Lifetime 

During the grantor's lifetime, any 
distribution of trust income or principal made by 
the trustee, or any other action taken by the 
trustee at the direction or consent of the 
grantor, shall be considered proper and 
authorized by this instrument, notwithstanding 
any provision of this instrument or rule of law 
to the contrary.  During the grantor’s lifetime, 
the grantor shall represent the interests of all 
beneficiaries of the trust, whether present or 
future, contingent or vested, irrespective of any 
conflict of interest between the grantor and the 
person so represented, and any actions by grantor 
shall be binding on all such beneficiaries, and 
the Trustee shall owe no duties whatsoever to any 
beneficiary other than the grantor. 

XII. Crummey Withdrawal Powers – Miscellaneous Thoughts 

Crummey withdrawal powers, designed to qualify gifts in trust for the gift tax 
annual exclusion under I.R.C. § 2503(b), have been around for quite some time.172 
They have been around for so long, in fact, that practitioners sometimes take them for 

                                                 
171 See In Re Estate of Giraldin, 55 Cal. 4th 1058, 2012 Cal. Lexis 11381 (2012), reversing In Re Estate of 
Giraldin, 199 Cal. App. 4th 577, 131 Cal. Rptr.3d 799 (2011).  The lower court decision, now reversed, was 
discussed in Volkmer, supra, note 170. 

172 Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968), held that where a gift to a trust is subject to a 
beneficiary’s immediate and unrestricted right to withdraw the gift from the trust, the gift is of a present 
interest that qualifies for the gift tax annual exclusion under I.R.C. § 2503(b), even if the withdrawal right 
lapses, to the extent not exercised, thereafter. 
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granted, and don’t carefully review their provisions in light of current law.  The 
author has therefore encountered many situations where withdrawal provisions have, 
for a variety of reasons, been less than optimal.  Additionally, the validity of 
Crummey provisions continues to arise, thus indicating that it has not dropped off the 
radar screen of the IRS. 

Turner v. Commissioner 

In Turner v. Commissioner,173 the taxpayer established an irrevocable life 
insurance trust, then proceeded for several years to pay the insurance premiums 
directly to the insurance company from a checking account held jointly with his wife.  
The trust agreement expressly provided that beneficiaries had withdrawal rights over 
both direct and indirect gifts to the trust, that the withdrawal rights could be satisfied 
by the trustee by distributing cash or other property, and that the trustee had the 
power to borrow against policy cash values, and provided that the withdrawal rights 
would lapse, to the extent not exercised 30 days after the date of the gift.  The case 
does not state whether the trust expressly required that the beneficiaries be notified of 
the gifts, but the facts, as recited by the court, were that the beneficiaries were not, in 
fact, notified of any of the premium payments or of their withdrawal rights. 

The IRS argued that the premium payments did not qualify for the annual 
exclusion because (a) the payments never came into the hands of the trustee and (b) 
the beneficiaries were not notified of the gifts or their withdrawal rights, and therefore 
the withdrawal right was illusory because the beneficiaries had no meaningful 
opportunity to withdraw the funds. 

The court, citing to both Crummey and Cristofani,174 held against the IRS, ruling 
that the only relevant inquiry is whether the beneficiaries had the legally enforceable 
right, not whether the beneficiaries were aware of the right or were otherwise likely 
to exercise that right.  The court pointed out that the beneficiaries in Crummey had no 
notice of the withdrawal rights, but the Ninth Circuit still held that the gifts qualified 
for the annual exclusion.  The court also seemed wholly unconcerned that the trustee 
never came into actual possession of the premium payments, especially since the trust 
agreement expressly provided that withdrawal rights could be satisfied out of any 
property and that the trustee could borrow, if necessary. 

Turner is noteworthy for demonstrating the IRS’s willingness to challenge the 
efficacy of Crummey provisions, more than 40 years after the case was decided. 

It is somewhat ominous to consider how many tens of thousands, or more, 
insurance trusts are in existence today where the insured routinely pays premiums 
directly, rather than following the recommended procedure of making a cash gift to 
the trustee, which the trustee then uses to pay the premium, preferably after the 
withdrawal rights period has expired.  There is no way to know whether the IRS 
intends to continue to assert this position, but the Tax Court did not treat the question 

                                                 
173 Turner v. Commissioner, T.C. Memo 2011-209 (2011). 

174 Estate of Cristofani v. Commissioner, 97 T.C. 74, 78 (1991). 
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as being the least bit novel or requiring any analysis beyond the application of long 
standing case law favoring the taxpayer. 

The argument about not giving notice to the beneficiaries is consistent with 
anecdotal evidence on listservs and at continuing legal education presentations that 
the IRS has, at least in some cases, asked taxpayers to provide evidence that 
beneficiaries holding withdrawal powers have been notified of those powers.  Again, 
imagine how many trusts are in existence today where, irrespective of whether notice 
was actually given, there is no documentary evidence of notice.  Again, the tax court 
cited back to the original Crummey case in holding that as long as a withdrawal right 
existed, it matters not that the beneficiary received no notice. 

While the court’s holding in Turner will no doubt be welcome news to every 
grantor or trustee who has an imperfectly administered Crummey trust, the best 
practice is still for the insured to make gifts to the trust and let the trustee pay the 
premiums and for the beneficiaries to be notified of withdrawal rights, because there 
is no way to tell if the IRS will continue to press this issue.  Moreover, Turner 
indicates the importance of drafting Crummey provisions to expressly state that: 

○ The withdrawal right applies to all gifts, both direct and indirect; 

○ The withdrawal right runs from the date of the gift, irrespective of whether notice 
is given; and 

○ The trustee may satisfy the withdrawal right out of any property of the trust. 

Following the discussion below of individual issues is a sample withdrawal rights 
provision that incorporates the author’s suggestions. 

A. Expressly State That Withdrawal Right Applies to Indirect Gifts 

In Turner, the IRS asserted that a direct payment of an insurance premium did 
not qualify for the annual exclusion because no property ever came into the hands 
of the trustee.  The tax court cited specifically to language in the trust stating that 
the withdrawal right applied to both direct and indirect gifts, and the IRS had 
already acknowledged that the payment of the premium was an indirect gift to the 
trust. 

The court did not say whether it would have ruled differently had the 
reference to indirect gifts not been included in the trust.  However, the court did 
say that gifts which are taxable include indirect gifts, so if the withdrawal right 
applied to “gifts,” without specifying indirect gifts, the court might have still ruled 
in favor of the taxpayer.  Anyway, the best drafting practice is clearly to expressly 
include both direct and indirect gifts. 

B. Make Sure Withdrawal Right Exists From Time of Gift, Not Time of Notice 

It is important to make clear that the withdrawal right arises at the instant of 
the gift, irrespective of when, if ever, the beneficiary is notified of the gift.  Many 
withdrawal provisions provide that the withdrawal right will lapse a certain 
number of days following notice of the gift, but there should be no question that 
the withdrawal right is not contingent upon the giving of notice. 
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Turner held that the gifts to the trust qualified for the annual exclusion 
because the withdrawal right existed, even though the beneficiary was not aware 
of the gift or the right.  However, if the trust had been written such that the 
withdrawal right arose only after notice was given, the outcome could well have 
been different. 

See also the discussion below advising against making withdrawal rights 
contingent upon the donor electing to split gifts with a spouse. 

C. Limit Withdrawal Right to Taxable Gifts, Rather Than All Additions 

Some withdrawal powers are worded so as to apply to “any addition” to the 
trust, without limiting the application of the powers to transfers that, but for the 
qualification for the annual exclusion, would be taxable gifts by the donor.  
Consequently, a literal reading of such provisions would mean that the 
beneficiaries have withdrawal rights over amounts passing to the trust as pour-
over bequests from an estate, or the distribution of a remainder interest in a 
successful GRAT.  Accordingly, the application of withdrawal powers should be 
limited to those additions to the trust that need to qualify for the annual exclusion 
to avoid being treated as a taxable gift. 

D. Limit Withdrawal Right by Statute Reference, Not by Amount 

It is certainly prudent to limit withdrawal rights to the maximum available 
annual exclusion, but that limit should be expressed as the maximum amount set 
forth in the statute, rather than a specific dollar amount. 

From 1982 to 1998, the amount of the annual exclusion was fixed at $10,000 
per donee, per year.  Consequently, many trust withdrawal powers from that era 
limit the withdrawal right to a maximum of $10,000 per beneficiary.  Since 1997, 
however, the exclusion has been indexed for inflation such that as of January 1, 
2017, the annual exclusion is $14,000 per year, rather than $10,000, and will 
continue to increase in the future.175  Arguably, therefore, in those trusts that limit 
the withdrawal right to $10,000, a donor may not be able to make an annual 
exclusion qualified gift up to the available annual exclusion.176  For that reason, 
the better practice is to limit the withdrawal right by reference to the statute itself, 
rather than the amount stated in the statute, so that the limit applicable to the trust 
will automatically adjust with changes in the statute. 

                                                 
175 Under the Taxpayer Protection Act of 1997, P.L. 105-34 (1997), the $10,000 annual exclusion is 
indexed for inflation in $1,000 increments. 

176 Helpful hint:  When faced with a trust that limits withdrawal rights to $10,000, all may not necessarily 
be lost.  Remember that the purpose for the withdrawal provision is to provide the beneficiary with a 
“present” interest.  Therefore, perhaps the donor of the gift to the trust could make the gift expressly subject 
to a beneficiary’s right to withdraw up to the full amount of the annual exclusion, even if that is more than 
the amount specified in the trust.  Even if the trust does not expressly permit a donor to vary the terms of 
withdrawal rights, is there any reason why a donor cannot subject any gift to special conditions of his or her 
choosing?  If the gift is expressly subject to the withdrawal right imposed by the donor, rather than the trust 
instrument, does that make the beneficiary’s ability to reduce the gift to a possessory interest any less of a 
present interest?  No guaranties, but food for thought. 
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E. Do Not Make Amount Contingent on Gift-Splitting Election 

Many withdrawal provisions anticipate that the donor of a gift to the trust will 
be married and will elect to split gifts with the donor’s spouse under I.R.C. § 
2513, so the amount subject to a beneficiary’s withdrawal right will potentially be 
twice the annual exclusion amount, if the donor is married at the time the gift is 
made.  The author occasionally encounters withdrawal provisions that provide 
that the maximum amount subject to the power increases to twice the annual 
exclusion only if the donor and the donor’s spouse elect to split gifts for that year.  
Presumably, the condition is intended to prevent an overly large withdrawal right 
should the donor and the donor’s spouse not elect to split gifts for the year.  The 
problem, however, is that imposing such a condition disqualifies the portion of the 
gift in excess of a single annual exclusion, because the withdrawal right is 
conditioned upon an election that will not be made until the filing of gift tax 
returns during the calendar year following the calendar year in which the gift is 
made, thus preventing the beneficiary from having the present interest necessary 
to qualify for the exclusion.177 

Moreover, if the beneficiary’s potential access to the funds is contingent upon 
a tax election that is necessarily within the control of the donor, then the donor 
arguably has retained a power “to designate the persons who shall possess or 
enjoy the property” under I.R.C. § 2036(a)(2), because the donor retains the 
ability to determine whether the beneficiary will gain access to the funds after the 
property becomes property of the trust by retaining the power to elect gift splitting 
(or not).  Even more troublesome is that if the donor retains a § 2036 power over 
trust property, the property could be included in the donor’s estate under § 2035 if 
the donor dies during the three year period of time following the release or lapse 
of that power. 

From a practical standpoint, a well advised married donor will rarely give 
more than the amount of a single annual exclusion unless he or she intends to split 
gifts, in which case the amount of the withdrawal right is limited by the amount of 
the transfer, rather than the amount of the exclusion.  Moreover, the trust can 
permit the donor to vary the terms of the withdrawal rights as to any specific gift, 
as discussed below. 

F. Consider Prior Annual Exclusion Gifts, But Protect the Trustee 

Withdrawal provisions frequently provide that the amount subject to the 
withdrawal power is the lesser of the amount of the gift or the amount of the 
annual exclusion as set forth in the code, but without any express adjustment to 

                                                 
177 See P.L.R. 8022048 (Mar. 4, 1980), which held that where the right to withdraw twice the amount of 
the annual exclusion was contingent upon a gift splitting election, only one-half of the gift would qualify 
for the exclusion, because the beneficiary’s right to withdraw the other half was subject to a condition 
subsequent. See also P.L.R. 9030005 (Apr. 19, 1990), which includes the following statement:  “When the 
delivery of property to a trust is accompanied by limitations upon the donee’s present enjoyment of the 
property in the form of conditions, contingencies, or the will of another, either under the terms of the trust 
or other circumstances, the interest is a future interest even if the enjoyment is deferred only for a short 
time. The question is not when title vests, but when enjoyment begins.” 
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account for annual exclusion gifts the donor may have already given to one or 
more beneficiaries during the same calendar year.  If a reference to the amount of 
the annual exclusion under § 2503(b) is worded so as to make clear that it is 
referring to the amount of annual exclusion available to that donor at the time of 
the gift, then the power may automatically take prior gifts into consideration.  On 
the other hand, if the provision simply states that the amount that may be 
withdrawn is the amount set forth in § 2503(b) (without particular reference to the 
donor) the provision could be construed as a right to withdraw the full $14,000, 
even if that is more than the annual exclusion available to that donor with respect 
to that beneficiary. 

Of course, if a donor has a power to vary withdrawal rights, that power can be 
exercised to account for earlier gifts, but it may be helpful for the trust to include 
an “automatic” adjustment provision that lowers the maximum withdrawal right 
by the amount of any prior annual exclusion gifts. 

Please note, however, that adjusting the amount of a withdrawal power based 
upon other gifts by the donor may place a trustee in the difficult position of not 
knowing for sure whether the entire amount of the gift is subject to the withdrawal 
power, or only a part of the gift.  Such information is crucial, where the trustee is 
charged with notifying the beneficiaries of the gift and the withdrawal right.  
Therefore, the document should specify that the trustee may assume that there 
have not been any such prior gifts, unless the trustee is notified to the contrary by 
the donor. 

G. Specify That Any Property Satisfies Right, Not Just the Gift 

The Tax Court in Turner specifically noted that the trust agreement in that 
case permitted the trustee to satisfy any beneficiary withdrawal demand with cash 
or any other property of the trust, including the power to borrow against cash 
values to obtain cash for the distribution.  This could be important, given the IRS 
argument that the withdrawal right was illusory, in part because the trustee never 
took custody of the gift property, because the trustee clearly could satisfy the 
withdrawal right out of other property without ever having taken custody of the 
gift. 

H. Limit Lapse of Withdrawal Right by Statute Reference, Not by Amount 

Most withdrawal rights lapse, to the extent not exercised by the beneficiaries 
within a limited period of time, but the lapse of a withdrawal right is treated as a 
release (by the beneficiary) of a general power of appointment under I.R.C. § 
2514(e), to the extent that the amount subject to the lapsed withdrawal power 
exceeds the greater of $5,000 or 5 percent of the property out of which the 
withdrawal right could have been exercised.  Therefore, trusts often provide that a 
withdrawal right will not lapse, to the extent that the amount subject to the right 
exceeds the foregoing limit, and that the beneficiary’s withdrawal right will 
continue until such future time as a lapse does not result in a release under I.R.C. 
§ 2514(e).  Alternatively, many trusts limit the withdrawal right to the lower of 
the annual exclusion or the I.R.C. § 2514(e) amount from the outset, so that there 
will never be withdrawal rights that “hang” into the future. 
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As is the case with the limit on the annual exclusion, the I.R.C. § 2514(e) limit 
is frequently expressed either by reference to the statute or by actually limiting the 
lapse to the greater of $5,000 or 5 percent.  Unlike the annual exclusion, the 
I.R.C. § 2514(e) amount has not been indexed for inflation, nor are there any 
pending proposals to do so.  Nevertheless, it is always possible that I.R.C. § 
2514(e) could be amended in the future, in which case it would likely be 
preferable for withdrawal right lapses to be limited by the amount set forth in the 
statute, rather than by the specific dollar amount. 

I. Take Prior Lapses into Consideration, But Protect the Trustee 

The IRS has taken the position that the I.R.C. § 2514(e) limitation is a single 
limitation that applies to the aggregate amount of all withdrawal rights of a single 
beneficiary with respect to all trusts for the benefit of that beneficiary in a single 
year.  Thus, the IRS position is that where a single individual holds withdrawal 
powers over multiple trusts in a single year, the limit on the amount of the 
withdrawal power that may lapse without such lapse being treated as a release of a 
general power of appointment is not $5,000 per trust, but $5,000 in the aggregate, 
at least with respect to trusts where $5,000 is greater than 5 percent of the trust 
assets.178 Therefore, it may be prudent to word the lapse provision in such a way 
that takes into consideration other withdrawal right lapses during the same year. 

Please note, however, that such a provision should direct the trustee to 
presume that there have been no such other lapses, unless the trustee is informed 
otherwise at the time of the gift. 

J. Consider Giving Donor Power to Vary Withdrawal Right 

It may prove beneficial to give any donor the power, exercisable at or before 
(but never after) the time of the transfer, to expand or contract withdrawal rights 
of any or all beneficiaries so that the donor can deal with changing 
circumstances.179 Examples of circumstances where a power to change 
withdrawal rights would include the following: 

■ A concern that a beneficiary will exercise a withdrawal right; 

■ A concern that a judgment creditor of a beneficiary will attempt to attach the 
property subject to the withdrawal right, if local law provides that a creditor 
may seize property subject to a beneficiary’s general power of appointment; 
and 

                                                 
178 In Rev. Rul. 85-88, 1985-2 C.B. 201 (July 1985), the IRS held that a trust beneficiary was entitled to 
only one $5000/5% lapse exception per year for a single trust, irrespective of the number of separate gifts 
during a single year, and only one lapse exception per year for gifts to multiple separate trusts, where all of 
the trusts were settled by the same grantor. This ruling, and others, however, indicate that powers over 
separate trusts created by different grantors may be aggregated as well, although the IRS has never actually 
taken that position in a published ruling. See Georgiana J. Slade, TAX MGMT. PORTFOLIO 807-1ST, 
PERSONAL LIFE INSURANCE TRUSTS (BNA), at Section II.B.2.(3)(f). 

179 Sebastian V. Grassi, Jr., Key Issues to Consider When Drafting Life Insurance Trusts, EST. PLAN., Aug. 
2004, at 390. 
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■ The donor has already made annual exclusion gifts to one or more 
beneficiaries, thus reducing, or entirely eliminating, the available annual 
exclusion to such beneficiaries.  If the amount of the gift to the trust is less 
than the total available annual exclusion, the donor may wish to reduce the 
withdrawal right of the beneficiary who received other gifts, and expand 
another beneficiary’s withdrawal rights, so that the entire gift still qualifies for 
the annual exclusion, even though one beneficiary’s annual exclusion is no 
longer entirely available. 

Some practitioners are not comfortable giving the grantor or other donor any 
power to change withdrawal rights, out of a concern that such a power could be 
construed as a retained “right … to designate the persons who shall possess or 
enjoy the property” under I.R.C. § 2036(a)(2) and/or as a retained power to “alter, 
amend, revoke, or terminate” under I.R.C. § 2038(a)(1).  However, as long as the 
donor’s power is limited to changing the beneficiary withdrawal rights over 
property before the property is transferred to the trust, and the donor retains no 
powers to alter withdrawal rights after the transfer, neither 2036 nor 2038 should 
be implicated.180 That having been said, the author has been unable to find any 
binding authority that directly addresses this issue. 

Sample Provision: 

Withdrawal Rights Provision 

After each direct or indirect181 transfer to 
this trust which is treated as a gift under the 
federal gift tax law,182 each beneficiary who is a 
current permissible distributee of income or 
principal from this trust shall have the absolute 
right and power to withdraw from this trust an 

                                                 
180 Grassi, supra, note 179.  Footnote 14 of the article cites to four private letter rulings that are not 
precisely on point (and, of course, may not be cited as binding authority), but support the notion that the 
power to vary withdrawal rights as to future gifts should not be cause for concern. In all of the rulings, the 
donor retained the power to eliminate the withdrawal rights of some or all of the trust beneficiaries, as long 
as the power was exercised in advance of a gift. In P.L.R. 8003033 (Oct. 23, 1979) and P.L.R. 8103074 
(Oct. 23, 1980), the IRS ruled that gifts to the trust would be complete under I.R.C. § 2511 and Treas. Reg. 
§ 25.2511-2(b) because the donor so parted with dominion and control as to leave him no power to change 
its disposition. In P.L.R. 8901004 (Sep. 16, 1988), the IRS ruled that the power to eliminate withdrawal 
rights was not a retained power to affect beneficial enjoyment under I.R.C. § 674(a), because the power 
was only exercisable before the contribution of the property to the trust and once the property became 
property of the trust, the donor no longer retained any control. Finally, in P.L.R. 9030005 (Apr. 19, 1990), 
the IRS discussed possible grounds for estate inclusion, including I.R.C. §§ 2036 and 2038, and concluded 
that the property would not be included in the grantor’s gross estate, except in a certain circumstance not 
relevant to this discussion. 

181 Note that the withdrawal right expressly applies to both direct and indirect transfers. 

182 Note that the withdrawal right is limited to taxable gift transfers, and therefore does not apply to other 
additions to the trust, such as a bequest under a will, that would not be considered a gift and therefore 
would not need to qualify for the annual exclusion. 
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amount equal to183 the lesser of:  (i) the maximum 
amount that can qualify for the gift tax “annual 
exclusion” as set forth in Internal Revenue Code 
Section 2503(b) (currently $14,000, or $28,000 if 
the donor is married and his or her spouse is 
then living), considering any prior annual 
exclusion gifts by the donor to such beneficiary 
during the same calendar year, or (ii) the amount 
of such transfer, divided by the number of 
beneficiaries holding such withdrawal rights, 
provided, however, that for purposes of this 
provision, the trustee shall presume that there 
have been no prior annual exclusion gifts by the 
donor to the beneficiary, unless the donor 
provides written notice to the contrary at the 
time of the transfer to this trust. 

Whenever any transfer is made that gives rise 
to a withdrawal right under this item, the 
trustee shall give immediate notice of such 
transfer to each person who has a withdrawal 
right or, if any such person is under a legal 
disability, to his or her legal guardian or, in 
the case of any such person for whom no legal 
guardian has been appointed, to a parent of such 
person other than the donor.  If any person who 
has a withdrawal right under this item, or has 
the power to exercise a withdrawal right on 
behalf of a beneficiary under this item, is then 
acting as trustee of this trust, he or she shall 
be deemed automatically to have received the 
notice required to be given by the trustee under 
this item. 

Any person may exercise his or her withdrawal 
right granted hereunder by delivering a written 
instrument to the trustee at any time on or 
before the earlier of the thirtieth (30th) day 
after notice of the transfer to the trust that 
gives rise to the withdrawal right as provided 
hereinabove.184  If any such person is under legal 

                                                 
183 Note that what the beneficiary has a right to withdraw is an amount equal to a portion of the transfer, 
and is not limited to a right to withdraw a portion of the actual transfer.  If the withdrawal right is limited to 
the actual subject of the gift, it cannot be satisfied out of other assets and if the gift is not made directly to 
the trustee, it might not be subject to an exercisable withdrawal right. 

184 Note that this provision causes the right to lapse after “notice” rather than after the receipt of notice.  
Proving the giving of notice is easier to prove (assuming such proof is necessary) than proving actual 
receipt of notice.  Note that this provision provides for lapse only after giving notice, which is not 
technically necessary under the Turner decision.  If no actual notice is given, then the withdrawal right 
would presumably continue indefinitely until notice is given.  If ensuring a rapid lapse of the withdrawal 
right is considered more important that hedging against a possible future IRS victory on the issue of 
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disability, such written instrument may be 
executed by his or her legal guardian or, in the 
case of any such person for whom no legal 
guardian has been appointed, by a parent of such 
person acting solely on such person’s behalf. 

Upon timely receipt of a written instrument of 
withdrawal, the trustee shall forthwith 
distribute out of the trust the amount necessary 
to satisfy the withdrawal right, and for this 
purpose the trustee shall, notwithstanding any 
other provision of this agreement, retain in the 
trust sufficient transferable assets to satisfy 
any outstanding and exercisable withdrawal 
rights.  The trustee, in satisfying any 
withdrawal right, may distribute cash or other 
property of the trust, including a share of the 
interest of the trust in any insurance policy, 
and the trustee may borrow against the cash value 
of any policy to obtain cash for such 
distribution. 

To the extent that a withdrawal right has not 
been exercised by a timely delivery of a written 
instrument to the trustee as specified above, 
such withdrawal right shall lapse and the 
beneficiaries shall forever cease to have any 
further withdrawal right with respect to the 
transfer to the trust which gave rise to the 
withdrawal right, except to the extent that the 
amount subject to such lapse exceeds the amount 
as to which a withdrawal right may lapse without 
the lapse constituting a release of a general 
power of appointment under Code Section 2514(e) 
(currently the greater of $5,000 or 5 percent of 
the assets out of which the withdrawal right 
could have been satisfied).  Any portion of the 
withdrawal right that does not lapse as provided 
in the foregoing sentence shall continue in 
existence, and shall lapse at such future date to 
the extent that such lapse shall not constitute a 
release of a general power of appointment under 
Code Section 2514, after giving due consideration 
to any prior lapse during the same calendar year 
of any withdrawal right held by such beneficiary 
over property in this or any other trust.  It is 
the grantor’s express intent that after such 
initial thirty (30) day period, all unexercised 
withdrawal rights lapse as soon as possible 

                                                 
whether notice is necessary to qualify a withdrawal right for the annual exclusion, consider making the 
lapse date be based upon the date of the gift, rather than the date of notice. 
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without causing any holder of such lapsed right 
to have made a taxable gift as a result of the 
release of a general power of appointment, and 
this Item shall be so construed.  For purposes of 
this provision, the trustee shall presume that 
there have been no such prior lapses with respect 
to gifts to any other trust unless the donor 
provides written notice of such lapses to the 
trustee at the time of such gift. 

Notwithstanding the foregoing provisions of 
this item, the donor shall have the right, by a 
written instrument filed with the trustee at the 
time of the transfer, (i) to exclude any 
individual who would otherwise have a power of 
withdrawal from exercising the power over such 
transfer, (ii) to increase or decrease the amount 
subject to such power of withdrawal over such 
transfer, or (iii) to change the period during 
which any power of withdrawal may be exercised 
with respect to such transfer. 

XIII. Grantor Retained Annuity Trusts – Miscellaneous Thoughts 

A. Grantor Trust Provisions Continue After Final Annuity 

If a GRAT is funded with low basis stock and is successful, meaning that 
there is a substantial residue for the remainder beneficiaries, an “in-kind” 
distribution to the remainder beneficiaries will result in the beneficiaries holding a 
low basis asset as well.  By contrast, if the low basis stock is sold while the 
GRAT is still a grantor trust, then the grantor can pay the capital gains tax 
resulting from the sale, thus further reducing the grantor’s estate and substantially 
enhancing the real value of the property passing to the remaindermen.  If the 
grantor is not comfortable with the trustee having that power, the grantor can 
simply sell an equivalent number of shares received as the final annuity payment 
and then exercise a corpus substitution power after the final annuity payment, but 
before the actual distribution to the beneficiaries.  Therefore, consider wording a 
corpus substitution power, or any other grantor trust “trigger” provision in a 
GRAT, so that it can continue to apply until all assets are distributed.  Some 
GRAT documents the author has seen provide that a corpus substitution power is 
in effect during the “term” of the trust, which, by definition, may end when the 
final annuity payment comes due, thus giving rise to a question about whether 
transactions between the grantor and the trust continue to be non-recognition 
transactions. 

B. Separate GRAT Document from “Continuing” Trust Document 

A good planning strategy with respect to GRATs is to provide that following 
the termination of the “qualified annuity interest,” any property remaining in the 
GRAT will thereafter be held in trust, rather than being distributed outright to the 
remainder beneficiaries.  One way to accomplish this result is for the trust 
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agreement for the GRAT to provide that following the retained annuity period, 
any remaining property will be retained in trust by the trustee, subject to more 
traditional trust terms than those required for a qualified annuity interest.  The 
author strongly recommends against using a single document to create both the 
GRAT and the trust to hold the property thereafter.  A better practice is to create 
two separate trusts from the outset, one of which qualifies as a GRAT, but 
terminates at the end of the retained annuity period, and the other of which is a 
traditional trust that is named as the remainder beneficiary of the GRAT. 

One reason why separate agreements are preferable is that circumstances may 
change in the future, calling for remedial action that may not be possible with a 
single trust. 

1. Example:  Disclaimer of Remainder Interest in GRAT 

Circumstances could arise where, within 9 months of funding, it might be 
desirable to “undo” the GRAT through a disclaimer.  If the remainder 
beneficiary can validly disclaim the remainder interest, resulting in the 
original gift being incomplete, then that could cause the GRAT to never have 
existed in the first place, especially if the disclaimer results in all interests in 
the trust property “merging” such that the grantor owns the property outright.  
For a disclaimer to be valid, the disclaimant must not have accepted the 
property.  If the remainder beneficiary is the same trust as the GRAT, a 
disclaimer may not be possible, because the trustee of the GRAT, which is 
also the remainder beneficiary, has already accepted the property.  If, on the 
other hand, the remainder trust is a separate trust with a different trustee then 
the acceptance of the transfer by the GRAT trustee should not constitute 
acceptance of the remainder interest by the remainder beneficiary. 

If the disclaimer causes the remainder interest to “re-vest” in the grantor, 
then the creation of the GRAT may be negated ab initio.  If the grantor is the 
trustee of the GRAT, then the disclaimer should cause a common law “merger 
of interests” to occur, since all legal and beneficial ownership in the property 
will be held by the grantor, thus causing the trust to cease to exist.  If the 
trustee is anyone other than the grantor, a trust may still be found to exist, 
since there is a separation of legal and beneficial title.  The author does not 
suggest that anyone plan on using disclaimers as a matter of course, but it may 
be helpful to leave the option open, just in case.  If so, then the remainder trust 
should specifically permit the trustee to disclaim any transfer, without 
liability, and should expressly state that any disclaimed transfer is deemed 
incomplete, since the legal result of disclaimers of gifts is not as well 
established as disclaimers of transfers at death. 

2. Example:  Sale of Remainder Interest to Grantor 

Suppose that the grantor of a GRAT is diagnosed with a terminal illness 
two years into a five year GRAT, and the grantor is not expected to survive 
until the end of the retained annuity period, but the GRAT assets have already 
grown to the point that, if the grantor survived, a successful and substantial 
wealth transfer would result.  Perhaps the grantor could purchase the 
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remainder interest from the remainder beneficiary for its present value, based 
upon the current value of the trust property.185  Arguably, even though the 
GRAT property is included in the grantor’s estate, the price paid for the 
remainder is removed from the grantor’s estate.  Since the valuation is not 
based upon life expectancy, but is based upon a fixed term of years, the 
grantor’s health should not prevent the use of the standard tables for term 
interests and remainders.  While it is true that “commutations” of GRATs 
must be prohibited, the transfer of a remainder interest is not necessarily a 
commutation, especially if the GRAT itself continues. 

If the remainder trust is the same trust as the GRAT, such a transaction 
could be viewed as a “commutation” since the sale of the remainder interest 
would necessarily require the involvement of the trustee of the GRAT.  If, 
however, the remainder beneficiary is a separate trust with a different trustee, 
the sale would not involve any action by the GRAT trustee. 

Since the implications of a GRAT remainder sale have never been “tested” 
in the courts, one should probably not consider such a transaction unless very 
real benefits will otherwise be lost. 

C. Omit Spendthrift Provisions from GRATs 

In the foregoing fact scenario, it would not be possible for the grantor to 
purchase the remainder interest in the GRAT from the remainder beneficiary if 
the GRAT contains a spendthrift provision that prohibits any transfers of a 
beneficiary’s interest.  Moreover, as a general rule, spendthrift provisions do not 
provide any protection from the creditors of the grantor of a self-settled trust.  
Accordingly, it is better practice to omit spendthrift provisions from GRATs. 

D. Have Grantor Serve as GRAT Trustee 

As discussed above, if the grantor serves as the trustee of the GRAT, and 
holds both legal title and equitable title with respect to everything other than the 
remainder, then it may be possible to cause a trust merger if the grantor purchases 
the remainder interest or the remainder beneficiary disclaims the remainder.  Of 
course, counsel should plan to “supervise” the grantor to ensure that the 
requirements for GRAT qualification and administration are properly followed 
during the GRAT term. 

If a purchase of the remainder by the grantor is contemplated due to mortality 
risk, it may be better for the grantor to step aside in favor of another trustee.  This 
might prevent a merger of title, but it would also prevent the GRAT trustee from 
having any involvement in the sale of the remainder, which may be desirable. 

                                                 
185 See Handler & Oshins, The GRAT Remainder Sale, 142 TR. & EST. 33 (Dec. 2002). 
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XIV. Relatives – All One Big Happy Family! 

A. Relations of the Half-Blood 

The laws of most, if not all, states provide that for purposes of intestate 
succession and, in many cases, interpreting wills, trusts and other documents, 
relatives of the “half-blood” are treated the same as relatives of the “whole-
blood,” unless a contrary intent is expressed in the document.  Accordingly, great 
care should be employed in defining classes of persons by relationship. 

In Larson,186 the issue was whether a reference in a trust to a beneficiary’s 
“brothers and sisters” referred only to siblings of the whole blood, who were the 
lineal descendants of the grantor, or included also siblings of the half-blood, who 
were not lineal descendants of the grantors.  In this case, the grantors had a 
grandchild, Matthew, who was the child of the grantors’ daughter, Cindy.  Cindy 
and Matthew’s father, Greg, later divorced, Greg remarried, and Greg and his 
second wife had two additional children, who were half-siblings to Matthew. 

The grantors had created trusts for Matthew in 1996 and 1998, while Cindy 
and Greg were still married.  The grantor’s created a third trust in 2009, to replace 
the 1998 trust, but by that time, Greg’s additional children had been born.  All of 
the trusts provided that if Matthew died unmarried without descendants, the trust 
property would pass to his “brothers and sisters.” 

Matthew died unmarried and without descendants.  North Dakota law 
provides that relations of the half-blood inherit equally with relations of the full 
blood, and this rule also applies to trusts.  The grantors petitioned the court to 
reform the trusts to clarify that the “brothers and sisters” entitled to take at 
Matthew’s death included only those siblings of the whole blood who were lineal 
descendants of the grantors.  The grantors argued that they were unaware of this 
legal provision when the trusts were created and never intended to benefit anyone 
other than their own descendants.  Needless to say, Greg argued that his children 
were entitled to take.  The lower courts ruled against the grantors and in favor of 
the half-siblings, but the North Dakota Supreme Court reversed and held that the 
trusts should be reformed based upon mistake of law. 

While the grantors ultimately prevailed, they had to engage in expensive 
litigation to get to that result.  The issue could have been avoided by using 
terminology that was more precise.  Instead of referring to the beneficiary’s 
“brothers and sisters,” the trusts should have provided that the property would 
pass to: 

The lineal descendants of the beneficiary’s 
nearest ancestor who is a lineal descendant of 
the grantors. 

While this terminology seems to say the same thing as “brothers and sisters” or 
“siblings,” and in fact means the same thing in most cases, it clearly would have 

                                                 
186 In Re: Matthew Larson Trust Agreement, 2013 ND 85, Docket:  20120319. 
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had a different meaning in this case.  There is no question that Greg’s additional 
children are not lineal descendants of Cindy. 

The same issue could arise when using terms such as niece and nephew, 
rather than “descendants of the children of my parents,” and even then, if there are 
any known half-siblings, that should be dealt with, either inclusively or 
exclusively. 

B. Relations by Adoption (or not) 

1. Adoptee Establishes Relations to Extended Adoptive Family 

The laws of most states provide that adopted persons are treated the same 
as persons naturally born into the family, even out several generations.  This 
applies both with respect to inheritance by or from an adopted person, and 
with respect to all relations across generations.  Therefore, an adopted person 
is the child of the adoptive parent, the grandchild of the parents of the 
adoptive parent, the sibling of the other children of the adoptive parents, and 
so forth.  The best practice is to specifically state, in every document, whether 
persons related by adoption are to be treated the same as persons related by 
blood, or not.  Especially if not. 

2. Adoption Terminates All Relations to Extended Birth Family 

It is also important to remember that under the laws of most states, 
adoption also terminates all legal relationships of the birth family.  Therefore, 
once the child is adopted, the child is no longer legally a “descendant” of the 
parents or other relations of the birth mother or father.  Thus, for example, if a 
child is adopted, but grandparents or other relations through the birth mother 
or father wish to continue to include the adopted child in a beneficiary class, it 
will be necessary to specifically say that the adopted person is included, 
because simple references to “my grandchildren” or “my descendants” will 
not suffice. 

3. Adoption Limitations by Age at Adoption 

Finally, many people wish to limit the rights of adopted persons to those 
persons who are adopted into the family prior to reaching adulthood, to 
exclude “strategic” adoptions of adults seeking to share in the estate of a 
wealthy individual.  Such provisions often limit inclusion to persons adopted 
during minority or even at a younger age, such as 14.  The author recommends 
considering an adoption age of 21, which may allow for adoption when the 
child is old enough to be adopted without the consent of both birth parents, 
but young enough to make “strategic” adoption unlikely.  The author has a 
client who married a woman with two children whom the client considered to 
be his own children and whom the client (and the client’s siblings and parents) 
wanted to share in the family wealth.  The adoption was not feasible while the 
children were under age 18, since the consent of their father would be 
required.  However, once the children reached age 18, they were old enough 
to consent to adoption on their own, which worked out well for all involved. 
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C. Relations by Marriage 

1. In-Laws 

An individual’s “sister-in-law” could be the sister of the individual’s 
spouse, or could be the wife of the individual’s sibling.  Therefore, rather than 
using the term “sister-in-law,” use the term “sister of my spouse” or “wife of 
my brother.”  Of course, be mindful of half-siblings and adopted siblings. 

2. Nieces and Nephews 

The terms “niece” and “nephew” refer to both the children of one’s 
siblings and the children of one’s spouse’s siblings, so it is best to be specific 
as to whether the reference is to the children of the grantor’s siblings or the 
children of the siblings of both the grantor and the spouse.  Again, be mindful 
of half-siblings and adopted persons. 

D. Out-of-Wedlock Descendants 

The laws of most, if not all, states provide that for purposes of intestate 
succession and, in some cases, interpreting wills, trusts and other documents, 
terms such as “child” and “descendant” include persons born out-of-wedlock, if 
(as to the father) paternity is proved and certain other conditions are met.187 
Moreover, if necessary to prove paternity, a person claiming to be a biological 
child of a decedent may be entitled to obtain an order requiring exhumation of a 
decedent’s body to get tissue samples for DNA testing.188 Needless to say, such 
actions can make an already difficult time for a decedent’s family all the more 
stressful, especially where the putative illegitimate child was previously unknown 
to the family. 

The author is aware of one case in Georgia where the decedent’s will divided 
the estate per stirpes among the testator’s “descendants,” but the will did not 
specifically name the testator’s children (or any other descendants), nor did the 
will specifically address the status of out-of-wedlock descendants.  After the 
testator’s death, an individual, previously unknown to the testator’s immediate 
family, claimed to be the decedent’s out-of-wedlock child, and therefore claimed 
a right to one-fifth of the decedent’s rather sizable estate, much to the chagrin of 
the other four children.  The probate court held that under applicable law, an 
ambiguous provision in a will should be construed in a manner that is consistent 
with the rules of intestacy, if possible, and since the applicable intestacy rules 
permitted an out-of-wedlock child to inherit from a father, assuming paternity 
could be proved, the court determined that the term “descendants” as used in the 
will, could include persons born out-of-wedlock.  The parties settled the case after 
this ruling. 

The result would likely have been different in Kentucky, where out-of-
wedlock children have inheritance rights under the rules of intestacy, but terms 

                                                 
187 See, e.g., VA. CODE ANN. § 64.2-102. 

188 See, e.g., Martin v. Howard, 273 Va. 722, 643 S.E.2d 229 (Va. 2007). 
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such as “child” and “descendant” when used in a will are generally presumed to 
refer only to legitimate children, and not to include out-of-wedlock children, 
absent some expression of intent to the contrary.189 

Accordingly, a provision used by some practitioners expressly provides that 
terms such as “children” and “descendants” do not include persons born out-of-
wedlock unless the parents subsequently marry or the father otherwise 
acknowledges the child to the trustee or the community.  The idea is not so much 
to punish children born out-of-wedlock for their status, as much as to prevent 
protracted litigation by persons, previously unknown, who claim to be 
descendants.  The presumption is that where an out-of-wedlock child is well 
known to the family, paternity will have been acknowledged, even if not by 
formal legitimation. 

Sample Provision: 

Definition of “Descendants” 

An individual born out of wedlock shall be 
treated as a “child” or a “descendant” of the 
individual’s father only if the individual’s 
father subsequently marries the individual’s 
mother, formally legitimates the individual, 
informally but publicly acknowledges paternity, 
or actually acknowledges paternity to the trustee 
during the putative father’s lifetime. 

XV. Valuation Date for Unitrust Payments 

Unitrusts, such as charitable remainder unitrusts and QTIP or other “all 
income” trusts that have been converted to unitrusts, base distributions upon the 
value of the trust assets determined annually, typically at the beginning or the end 
of the year.  A variation on the unitrust is a provision that calls for distributions of 
all income or a stated percentage of trust assets, whichever is greater (or less, in 
some cases).  The author recommends that in such circumstances, the valuation 
date should be the last day of a month, quarter or year, and not the first day or the 
first business day, since financial institutions, whether serving as trustee or as 
custodian of the assets of the trust, will, in the normal course of business, produce 
statements showing the value of the trust assets on last day of a month, quarter or 
year.  By contrast, if the trust assets are to be valued as of the first business day of 
the year, then a special valuation of the trust assets is necessary, which can take 
extra time or expense.  Moreover, if there is a fluctuation in value between, for 
example, the last day of December and the first business day of January, a 
beneficiary that is provided with regular year-end statements may become unduly 
concerned if the distribution is calculated based upon a value different than the 

                                                 
189 See Carey v. Janes, No. 2007-CA-000138-MR, 2008 Ky. App. Lexis 72 (Mar. 21, 2008, modified Apr. 
11, 2008). 
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value reported to the beneficiary on his or her most recent statement, even if the 
difference in value is very small. 

Similarly, the author once was faced with a situation where a decedent’s will 
included a specific bequest to a theretofore unfunded inter-vivos trust, and 
distributions from the trust were to be determined as of the first business day 
following the date of the decedent’s death.  This meant that in addition to 
calculating the value of the decedent’s estate on the date of death, all assets had to 
be re-valued as of one day later.  Needless to say, matters would have been much 
simpler had date of death values been used. 

XVI. Adding Undistributed Income to Principal 

A provision included in most, but not all, trust agreements is a provision 
stating that any income that is not distributed currently is to be added to principal 
at least annually.  This seemingly innocuous provision is so commonplace 
(although not universal) that it rarely attracts notice.  However, without this 
provision, a trustee may be required to retain any undistributed income in an 
accumulated income account, which must be invested separately from principal, 
typically in highly liquid short term investments, which may not be what the 
grantor intended.  In cases where the beneficiaries’ interests in income and 
principal are the same, and there is otherwise no advantage to be gained by 
segregating income from principal, the ability to add income to principal greatly 
simplifies record keeping. 

XVII. Allocating Between Principal and Income; and Capital Gains as DNI 

The Uniform Principal and Income Act provides for a default rule in absence of 
a provision in the document.  Often the UPAIA includes rules that are insufficient 
in real life.  One of these areas is the characterization of receipts and disbursements 
as principal or income.190  This includes ensuring the allocating is consistent with 
the settlor's intent and designed to further the purpose of the trust.  As a result, 
many professional fiduciaries prefer discretion to make characterization. 

Sample Provision: 

Principal and Income 

To make discretionary allocations of receipts 
and disbursements between principal and income 
and, regardless of any statutes, to allocate any 
trustee's fee between principal and income in any 
proportion.191 

 

                                                 
190 See FS §738 generally.  For a thorough outline on this issue, please email Mark R. Parthemer at 
Parthemer@bessemer.com. 

191 The law on the allocation of trustee fees varies dramatically, and is 50% income and 50% principal in 
Florida, absent language otherwise in the document.  FS §738.701, 702. 
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Further, with increased capital gains rates, plus the Section 1411 Net Investment 
Income Tax, it is more frequently relevant for a trustee to consider passing out 
capital gains so they are taxed to a beneficiary.  That being said, the general school 
of thought is that general authority will not enable the trustee to take advantage of 
I.R.C. § 643.  Treasury Regulation section 1.643(a)-3(b)(1)-(3) provides that capital 
gains are “not excluded” from DNI if (1) authorized under state law/ trust 
agreement and (2) allocated in one of three fashions: 

■ The trustee allocates gains to income (Income Exception); 

■ The default allocation to principal applies, but gains are consistently treated 
on the trust’s books, records, and tax returns as part of a distribution to a 
beneficiary (Deeming Rule Exception); or 

■ The default rule applies, but gains are actually distributed to the beneficiary or 
utilized in determining the amount that is distributed or required to be 
distributed (Utilization Exception). 

The Income Exception under Treasury Regulation section 1.643(a)-3(b)(1) is 
available only when the trust agreement specifically empowers the Trustee with 
appropriate discretion. 

Sample Provision: 

Capital Gains as DNI 

My Independent Trustees may, in their absolute 
discretion, treat, within the meaning of 
section 1.643(a)-3 of the Treasury Regulations 
under the Code, any discretionary distribution of 
principal made pursuant to this document or 
applicable state law from any trust hereunder as 
being paid from capital gains realized by such 
trust during the year and include such capital 
gains in the distributable net income of such 
trust.  My Independent Trustees may take any 
action that may be necessary for such treatment 
to be respected for tax purposes. 

XVIII. Digital Assets 

An area of evolving interest is the conflict between outdated Federal laws, an 
absence of state laws, and burgeoning use of digital assets for things of financial 
value (bitcoin) and sentimental value (flickr).  The challenge is that under Federal 
law, accessing another person’s digital assets may constitute a criminal offense.  
There is a push to establish an artfully crafted uniform law, the current version of 
which is known as the Uniform Fiduciary Access to Digital Access Act, which 
would facilitate the ability to ensure a fiduciary can distribute all such assets as 
intended.  For example, in Florida’s 2015 legislative session, a battle developed 
between the Florida Bar and Florida Bankers on one side and the internet service 
providers on the other – no legislation was adopted, but many are hopeful that 
progress will continuing to be made behind the scenes that ultimately will result in 
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law.  The balance is between access to information and privacy (not just if the 
decedent was the sender of an email, but what about the privacy rights of the 
recipient who may have responded?).  In the meantime, it would be helpful to 
include some contemplation of the settlor’s intent as the ISPs have made clear that, 
at a minimum, they would look for authorization and permission. 

Sample Provision: 

Digital Assets 

To hold, control, and have access to and the 
use of any asset held by any kind of computing or 
digital storage device or otherwise in digital 
form, including, without limitation, lists of 
passwords and account information; social media 
sites; blogs, e-books or other web-hosted 
materials of which the Settlor is the owner or 
author; digital albums; videos; and websites on 
which the Settlor conducts business 
transactions.  I hereby authorize any person or 
entity that possesses or controls any 
electronically stored information or that 
provides to me an electronic communication 
service to divulge to the Personal Representative 
any electronically stored information or any 
record or other information pertaining to me.  
This authorization is to be construed as my 
lawful consent to all such access or disclosure 
under the Electronic Communications Privacy Act 
of 1986, the Computer Fraud and Abuse Act of 
1986, and any other applicable state or federal 
data privacy law, as they may be amended. 

To employ any consultants or agents to advise 
or assist the Personal Representative in 
decrypting any encrypted electronically stored 
information of mine or in bypassing, resetting, 
or recovering any password or other kind of 
authentication or authorization, and I hereby 
authorize the Personal Representative to take 
any of these actions to access:  (1) any kind 
of computing device of mine; (2) any kind of 
data storage device or medium of mine; (3) any 
electronically stored information of mine; and 
(4) any user account of mine.  The terms used in 
this paragraph are to be construed as broadly as 
possible, and the term "user account" includes 
without limitation an established relationship 
between a user and a computing device or between 
a user and a provider of Internet or other 
network access, electronic communication 
services, or remote computing services, whether 
public or private. 
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Concluding Thought—Consult the Fiduciary before Signing 

The foregoing discussion demonstrates that much value can be added by seeking the 
input of a proposed fiduciary before the document is finalized and executed, with the 
result that the grantor’s (and the planner’s) intentions are more likely to be fulfilled.   A 
professional fiduciary can often provide valuable advice about how to improve language 
in a document to meet objections and how to avoid technical administrative issues later 
on. 
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Valuation and Consulting, LLC
John Battle, CPA, CVA, MAFF, CM&AA, CGMA

 There are only a few estate or gift court cases in the last few 
years that had an impact on valuations. 

 Most of the cases which the Tax Court has heard and opined 
on have been "bad facts" cases, in which the estate plan was 
called into question for lack of a bona fide business purpose.

 Withdrawal of Proposed Regulation under Section 2704 is 
upcoming
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Court Cases (PTE Tax affecting, DLOC and DLOM)
ESTATE OF LOUISE PAXTON GALLAGHER, DECEASED, F. GORDON SPOOR, 
PERSONAL REPRESENTATIVE, Petitioner v. COMMISSIONER OF INTERNAL 
REVENUE, Respondent
The Tax Court was faced with having to decide between tax affecting income and not doing so for a Pass 
Through Entity (PTE). The court’s analysis resulted in a value much closer to the taxpayer’s asserted value 
than the IRS’s conclusion (four valuations performed: $26MM to $49.5MM) and tax affecting was rejected.

In addition, the Court rejected use of the guideline public company method and utilized an income approach 
resulting in the value being closer to the taxpayer’s experts.

Takeaways:

 Court did not tax affect the income of the PTE for the valuation 

 Rejected use of guideline public company method (inappropriate comparables)

 Court selected a DLOC of 23%

 Court selected a DLOM of 31%

Court Cases (Approach for Investment Company, DLOC, DLOM and accuracy penalty)

ESTATE OF HELEN P. RICHMOND, DECEASED, AMANDA ZERBEY, EXECUTRIX, 
Petitioner v. COMMISSIONER OF INTERNAL REVENUE, Respondent, T.C. Memo. 2014-26 
In order to determine the value of the decedent’s 23.44% interest in Pearson Holding Co. (an investment 
holding company) at the time of death, the court resolved the following disputes:

 Whether the capitalization-of-dividends approach or net asset value (“NAV”) approach is appropriate to 
determine PHC’s value 

 An appropriate discount applicable to the NAV method

Takeaways:

◦ Court utilized NAV for the investment company (and had consistently prior)

◦ Court selected a DLOC of 7.75%

◦ Court selected a DLOM of 32.1%

 As part of the proceedings, a 20% accuracy-related penalty under section 6662(a), (b)(5), and (g) was 
upheld and could have been avoided if the estate demonstrated that it acted with reasonable cause and in 
good faith with respect to the underpayment portion. However, using an unsigned draft report prepared 
by its accountant as its basis for the value of the decedent’s interest failed to  meet the burden of proof for 
exclusion from the penalty. In addition, the accountant did not have any appraisal certifications, was not 
used as an expert in the case and did not demonstrate that he was qualified as an expert in valuation.
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Court Cases (Fractional Interest Discounts in hard assets)
ESTATE OF JAMES A. ELKINS, JR., DECEASED, MARGARET ELISE JOSEPH AND LESLIE KEITH 
SASSER, INDEPENDENT EXECUTORS, Petitioners v. COMMISSIONER OF INTERNAL REVENUE, 
Respondent. (2013)

In a case of great interest to appraisers of all disciplines, James A. Elkins, along with his children, owned 
fractional interests in 64 pieces of art, some of which were from famous artists. Upon his death in 2006, his 
estate valued his fractional interests in the art with deep discounts. The IRS challenged the discounts, asserting 
no discounts were appropriate. 

On appeal the Elkins reversal (late 2014) in the Fifth Circuit was a useful decision for taxpayers with 
fractional interests in hard assets.

Takeaways:

◦ Circuit Court’s decision legitimized fractional interest discounts in art (and in turn hard assets)

◦ Made the IRS look imprudent for its attempt to wipe out discounts entirely

◦ Overturned a 10% discount subjectively determined by the Tax Court and allowed an overall 45% 
discount

Court Cases (PTE Tax Affecting, Premise of Value)

WILLIAM A.V. CECIL SR. et al, Petitioners v. COMMISSIONER OF INTERNAL REVENUE, Respondent

Originally filed in 2014, the IRS assessed a $13MM tax deficiency on Mr. Cecil and Mrs. Cecil’s gift tax 
returns. The Petitioners gifted interest in the Biltmore Company, which operates the Biltmore Estate, to their 
grandchildren. The main point of the case is tax affecting the PTE earnings and the use of going concern vs. 
liquidation value (IRS position).  

 The first S corporation Tax Court case challenging the use of tax-affecting within the DCF model was the 
1999 Gross decision. The Cecil case is currently in deliberations and we may have a decision later this 
year.  U.S. taxpayers and the valuation profession at large hope that 2017 will be the year that the issue of 
tax affecting and the proper valuation of pass-through entities such as S Corporations will finally be put 
to rest.  If that occurs, it will have taken 17 years to resolve this important valuation issue. 
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IRS Section 2704 Update
In response to the President’s Executive Order of April 21, 2017, the Internal Revenue Service has issued 
Notice 2017-38, 2017, designating the Proposed Regulations under Section 2704 of the Internal Revenue 
Code as imposing an undue financial burden or adding undue complexity (or both).

Effective October 5th, 2017, the Treasury Department announced that it will entirely withdraw the proposed 
regulations under section 2704 on restrictions on liquidation of an interest for estate, gift and generation-
skipping transfer taxes. According to the “Identifying and Reducing Tax Regulatory Burdens” report dated 
October 2, 2017, the withdrawal will be published in the 4th Quarter of 2017.
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Tax Valuations

¤ Estate Tax

¤ Gift Tax

¤ ESOP’s

¤ Allocation of lump-sum purchase price

¤ Charitable Contributions

¤ Calculation of Built-In Gain (BIG) for C Corporations electing S 
Corporation Status

Non-Tax Valuations
¤ Purchase of business – Sets estimate of value
¤ Sale of business – Sets minimum value usually (synergistic value rules in 

auction type sales)
¤ Merger of business – Determines investment value
¤ Buy-Sell Agreements – Value entity on yearly basis or when “occurence” 

takes place
¤ Regulatory Valuations – Asset allocation/intangible valuation for GAAP
¤ Litigation Support
 Partner/Shareholder disputes
 Divorce actions
 Damage/Economic Loss cases
 Breach of contract
 Loss of business opportunity
 Lost Profits
 Loss of Value
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¤ Equity
◦ Common Stock in Closely-Held Businesses

◦ Partnership Interest in Limited or General Partnerships

◦ Member Interest in Limited Liability Companies

¤ Total Value of Company (debt inclusive)

¤ Invested Capital (Equity + Interest-Bearing Debt)

¤ Other
◦ Copyrights

◦ Patents

◦ Trademarks

◦ Value in Mineral Interests (for gift, estate, income stream)

◦ Value in Sole-Proprietorship (prior to putting interest/value into LLC)

¤ Regarded as the single most important piece of valuation literature

¤ Outlines methods and factors to be used in valuing closely held 
businesses

¤ Involved itself specifically with Estate and Gift Taxes

¤ Is widely accepted for tax and non-tax purposes

¤ Provided for a series of valuation formulas or methods
◦ The various formulas are not alternatives to one another; all of its methods 

should at least be considered
◦ Many formulas are tied to “earnings” rather than “excess earnings”
◦ Earnings are multiplied or capitalized by certain industry factors or public 

company comparable factors
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¤ Recognized that if “comparable” factors are not available, other methods 
could be used

¤ Key 59-60 methods are:
◦ Comparable “company” pricing methods 
◦ Asset method
◦ Income method
◦ Combined method (excess earnings) 

¤ Basic Elements

◦ Table of Contents – Extensive amount of material, useful to find specific 
elements 

◦ Opinion Letter – Identifies entity or what is being valued, effective date, 
purpose, standard and premise of value, interest being valued, valuation 
conclusion 

◦ Statement of Limiting Conditions and Signed Certification – Varies widely, but 
generally outlines that the valuation was performed independently, not fee 
contingent, no present or prospective interest in property
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¤ Body of Report

◦ Introduction – includes the report’s purpose, approach, limiting conditions and 
scope limitations 

◦ Discussion of valuation process and methodology 

◦ Description of business and its history – including ownership, management, 
and facilities
 Related restrictions and agreements

◦ An industry analysis – including structure, background, current conditions 
(macro and micro economic) 

◦ International, National and Local economic outlook – International important 
for energy (oil)

◦ Valuation methods considered, but not used, and reasons why not used (brief)

¤ Body of Report (continued)

◦ Financial Analysis – historical results of operations, balance sheet review 

 Common sized – comparison to industry

 Ratio analysis – comparison to industry

 Normalizing of Income and Adjusted financial statement summaries
 Presents economically reasonable and comparable financial picture

 Used for industry comparisons 

 Industry comparisons (ratio analysis) used for risk assessments

 GAAP differences (book v tax depreciatyion for example)

 Control normalizations

◦ Valuation methods used – Income, Market or Asset based approach

 Income Approach
 Discounted Cash Flows  (Projected Data) – Used if projections of Operations will be different; Oil 

and Gas Producing Reserves

 Capitalized Cash Flows  (Historical Data) – generally weighted average of five year earnings (if 
future will be relatively the same as historical)

 Utilizes Discount/Capitalization rate from “market”

 Cap rate includes company specific risk to include key person discounts
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¤ Body of Report (continued)

◦ Valuation methods used (continued)
 Asset Approach (Net Asset Value)

 Generally includes an asset appraisal (real estate, heavy equipment)

 Adjusts balance sheet for market values of assets and liabilities to come up with equity 
value or invested capital

 Used for capital intensive companies, real estate holding companies (hotels), ranches, 
undivided interests in real estate

 Market Approach
 Public Company Method

 Direct Market Data Method (transaction method) 

 Utilizes financial indicators of values for either public or private sector

 DMDM is based on comparable sales, much like real estate comps

 Excess Earnings Approach (origins from ARM 34 and RR 68-609)
 Hybrid method of income and asset

 Unique in that it separates out value of goodwill from value of company’s assets

¤ Tax Affecting Earnings (to affect, or not to affect……that is the question)

◦ Notwithstanding that there is a lot of other technical differences between 
regular C corporations, S corporations and partnerships, what is the valuation 
controversy associated with these differences?  The academic literature 
strongly suggests that shareholder-level taxes are manifested/included in the 
Equity Risk Premium that valuation analysts employ (either in their build-up 
models or capital asset pricing models) in determining value using an Income 
Approach.

◦ IRS does not like tax affecting

◦ Several Models Used

 Quantitative Marketability Discount Model/Mercer (QMDM)  

 S-Corp Economic Adjustment Model/Van Fleet (being used in Cecil v. Commissioner)

 Delaware Chancery Model (Delaware Open MRI)

 Robert Grabowski Model
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Approaches & 
Methodology 

Selection
Nature of Available Data

Availability of Market Data
Nature of Subject

Market Approach 
A.  Actual trading in this 

subject’s stock
B.   Agreements which restrict 

market & define value
C.   Trading in “similar” public 

companies
D.  Sales of “Other 

Comparable” private 
companies

E.   Database available on sales 
of similar company 

Income Approach
A.  Company is mature, 

solvent, and stable
B.   Expectation of future 

benefit stream is reasonable
C.   Subject has earnings 

history & forecastable future
D.  Company has in place 

realistic forecast

Asset Approach
A.  Physical assets are 

significant part of business
B.   Limited data for market 

approach/income approach
C.   Limited or no intangible 

value present
D.  “Excess Earnings” method 

 Body of Report (continued)

◦ Discount Analysis – Overview of studies for the common discounts of Lack of 
Control (minority) and Lack of Marketability (in this case shareholder level)

 Should be more than a few paragraphs as these can have large impact on value

 As discussed in updates, IRS addressed DLOC and DLOM

 IRS will scrutinize discounts (they have a whole manual on this)

 Reason for amount of discount selected

 Types of Discounts

 Key Person 

 Lack of Control (minority)

 Lack of Marketability

 Fractional Interests (real estate and hard assets usually)
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 The purpose of a discount (or premium) is to make an adjustment from 
some base value. The adjustment should reflect the differences between 
the characteristics of the subject interest (the interest being valued).

 Discounts are big money items. Often there is more money at stake in 
determining what discounts or premiums are applicable to some business 
valuations than there is in arriving at the base value (pre-discount 
valuation) itself.

Public Private
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Discount for Lack of Control:

 The magnitudes of the minority discounts vary widely and usually are 
based on expert testimony, supported by empirical evidence presented. 
Below are some DLOC allowed by the courts:

Case Name Date % Upheld

Estate of Barudin 1996 19%

Estate Weinberg 2000 37%

Gow v. Commissioner 2000 DCF Model

Estate of Smith 1999 28%

Estate of Jones 2001 40%

Estate of Jelke 2005 25%

Estate of Green 2003 17%

Estate of Thompson 2004 15%

Adams v. United States 2001 20%

Temple v. United States 2006 10%
Robertson v. United States 2006 19%
Estate of Richmond 2014 8%
Estate of Gallhagher 2014 23%

Average 22%

Summary of Tax Court Cases-DLOC

Discount for Lack of Control:

 Ongoing Studies Mergerstat/BVR Control Premium Study
 As of January 2017, this study covered 4,995 completed acquisitions of public 

company transactions from January 1998 forward. The data are gathered from 
SEC filings. The premium study derives a “control premia” which is a percent 
of price paid for stock above (or below) public trading price as of each of five 
dates before announcement of a private company’s intent to go public. From 
this premia, a discount for minority interest is derived. The median for all 
4,995 transactions within the database was 22.5%. 

 IRS Estate Tax Examiner handbook which indicates Minority Interest 
Discounts of 1% to 100%, and a normal range of 30% to 35%. 
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 Discount for Lack of Control (Undivided Interests in Property):
 The discount is derived from the inability to control the disposition or other use 

of the property and for the illiquidity of the fractional interest (range of 10% to 
60%).

 The United States Tax Court has recognized, most recently in the following 
cases, that discounts from the pro rata market value of the underlying (fee 
simple) property may be appropriate.
 Bonnie I. Barge v. Commissioner T.C. Memo 1997

 Samuel J. LeFrak and Ethel LeFrak v. Commissioner T.C. Memo 1993-526

 Louis F. Bonner, Sr. v. United States, Fifth Circuit Court of Appeals 

 Estate of Baird v. Commissioner, T.C. Memo 2001-288 

 Ludwick v. Commissioner, T.C. Memo 2010-104

 Elkins v. United States, Fifth Circuit Court of Appeals

 Discount for Lack of Marketability:
 Restricted Stock Studies 
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 Discount for Lack of Marketability:
 Pre-IPO Studies

Notable Pre-IPO studies are the Emory and Willamette IPO studies. The range of 
discounts associated with these two studies range from a low of 32% to a high of 
73%. The majority of the discounts are in the range of 40% to 60%.

 Discount for Lack of Marketability:
 Cost of Flotation

These studies quantify the impact of floating securities, which represent the cash 
outlay required to gain liquidity. Since a controlling stockholder has the right to 
cause their company to register its stock for a public offering, the “cost of flotation” 
is often used as a benchmark to quantify the discount of marketability. These costs 
generally include all costs needed to take a company public. Historically, these 
studies have indicated a range anywhere from 15% to 20%.
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 Discount for Lack of Marketability:
 Private vs. Public Study

This 2010 study investigates a liquidity discount, also known as the discount for lack 
of marketability (DLOM) for private firms. By matching private company 
transaction values with publicly traded company valuations, discounts were 
identified that were nearly 70% in some sectors of the economy. This is significantly 
larger than the DLOM findings estimated from restricted stock, IPO, and acquisition 
studies. This study also finds that professional services tend to have higher DLOMs 
(66% to 68%) while the healthcare sector has lower DLOMs (30% to 41%). Larger 
size (net sales) and more profitable private firms have lower DLOMs. When the 
buyers of private companies are public companies, the DLOM is lower by about 
17% to 18%. Private firms with positive net profits also have lower DLOMs.

 Discount for Lack of Marketability:
 Tax Court Cases

Case Name Date % Upheld Discount

Harwood 1984 50% DLOM & DLOC

Estate of Mark Gallo 1985 36% DLOM  

Martin 1985 70% DLOM & DLOC

Estate of Martha Watts 1985 35% DLOM  

Estate of Mildred Jung 1993 35% DLOM  

Estate of Joseph H. Lauder 1994 40% DLOM  

Estate of Mandelbaum 1995 30% DLOM  

Estate of Artemus D. Davis 1998 35% DLOM  

Estate of Richard R. Simplot 1999 40% DLOM  
Estate of Etta H. Weinberg 2000 20% DLOM  
Estate of H.A. True 2001 30% DLOM  
McCord 2003 20% DLOM  
Lappo 2003 23% DLOM  
Estate of Marjorie Litchfield 2010 25% DLOM  
Estate of Richomond 2014 32% DLOM
Estate of Gallagher 2014 31% DLOM

Average 35%
 

Summary of Tax Court Cases-DLOM
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¤ Body of Report (continued)

◦ Estimate or Conclusion of Value - reflecting premiums or discounts and explanation 
regarding giving a method more validity.  Generally in reconciliation of values.

¤ Example:
Reconciliation of Indicated Values and Calculated Value

Valuation Method
 Interest Being 

Valued Value Extended Value DLOC DLOM Weight  Indicated value 

Market - DMDM 24%  $               400,000  $            96,000 20.0% 0.0% 50%  $              38,400 

Income - CCF 24%  $               360,243  $            86,458 0.0% 20.0% 50%  $              34,583 

Indicated Value (Rounded)  $              73,000 

Value Indicated By Method ValueDiscount

Thank	You

Questions, comments and suggestions are appreciated!

John Battle, CPA, CVA, MAFF, CM&AA, CGMA

Valuation and Consulting, LLC
414 East 10th Street, Suite B
575-488-3410 (office)
575-921-7578 (cell)
866-305-1492 (fax)
jbattlecpa@tularosa.net
Jbattlecpa.com
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Experience 

John’s experience includes working as a Certified Public Accountant in both the public and private sectors. He 
has held positions as an auditor senior with PricewaterhouseCoopers, as an audit and tax manager at a local CPA 
firm in the southeast, as a CFO/Treasurer for a publicly traded real estate development company, and as a 
finance/operations controller for several medium-sized service and manufacturing companies. He recently 
oversaw the valuation, litigation support and mergers and acquisition side of a regional public accounting firm. 
Currently, he provides valuation, economic damages consulting and expert witness services through his company 
Valuation and Consulting, LLC. He also provides business consulting and tax consulting/preparation services. 
 
His experience as a Certified Valuation Analyst (CVA) and as a Master Analyst in Financial Forensics (MAFF) 
includes valuations of small and middle market companies for purposes of estate and gift planning, litigation 
support, acquisitions, divestitures, financial reporting, tax reporting, exit planning and shareholder divorce. He 
also provides litigation support to include preparing expert witness reports and providing expert witness testimony 
in cases of economic damages/lost profits for businesses, as well as economic damages for individuals in cases of 
permanent injury and wrongful death. John has and can also provide buy and sell side transactional services for 
sales and acquisitions of companies.   
 
John served in the United States Army at Fort Bragg, NC in the 37th Engineer Battalion (C)(A), in the Florida 
Army National Guard in the 3rd Battalion 20th SFG, and was a Florida State Trooper prior to becoming a CPA. 
 

Certifications 

Certified Public Accountant (CPA) 

Certified Valuation Analyst (CVA) 

Master Analyst in Financial Forensics (MAFF) 

Certified Mergers & Acquisitions Advisor (CM&AA) 

Chartered Global Management Accountant (CGMA) 

   

Professional and Civic Organizations 

Member – American Institute of Certified Public Accountants (AICPA) 

Member – National Association of Certified Valuators and Analysts (NACVA) 

Member – National Association of Forensic Economics (NAFE) 

Member – Alliance of Merger & Acquisition Professionals (AM&AA)  

Member – New Mexico Society of Certified Public Accountants (NMSCPA) 
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University of Central Florida, BS Accounting - 1995 Magna-Cum Laude 

University of Central Florida, Masters of Accounting and Tax program - 1997  
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Education-Professional 

Conferences - Recent 

Business Valuation Conference and Training (NACVA)  

Conference on Mergers & Acquisitions (AM&AA) 

Alliance of Mergers and Acquisitions Advisors Summer Conference (AM&AA) 

Continuing Education - Recent 

Legal Theory and Case Law for Commercial Damages  

Calculating Business Damages  

Business Valuation in Litigation Update 

Matrimonial Litigation Support Engagements 

Using WACT to Estimate PTE Value 

Advanced Topics on Normalization Adjustments 

Restricted Stocks: A Review of Studies and the Market 

How to Quantify Support for a DLOM Using Rates of Return 

What Business Valuators Need to Know When Preparing a DLOM for the IRS 

Fair Market Value of Oil and Gas Transactions – Cost of Capital and Risks 

A Review of DLOM Volatility and Option Models 

Pass-Through Entities and the Modified Delaware MIR Model for Implied Taxation 

The Use of Regression Analysis to Calculate Multipliers in the Market Approach 

Road Mapping Your Clients to Maximum Value 

Fundamentals of Personal Injury and Wrongful Death Economic Damage Calculations 

Fundamentals in Calculating Damages in Personal Injury Cases 

PV Calculations – Review of the Three Commonly Accepted Methods 

Calculating Economic Damages in Personal Injury and Wrongful Death Claims 

Lost Profits Methods and Procedures  

Advanced Topics and Other Considerations in Lost Profit Calculations 

Lost Profits and Valuation in Financial Forensics and the Litigation Environment 

Business Valuation Reporting and Challenges in the Litigation Environment 

Standards/Premises of Value in Dissenting Shareholder, Bankruptcy and Divorce  

Reviewing and Challenging the Opposing Expert’s Report 

Opposing Experts Without Standards – What to Expect and How to Challenge 

Controlling Interests and Discounts for Lack of Marketability 

Strategies and Tactics for Using Complex Assets for Charitable Giving 
 

Types of Entities Valued-Not Fully Inclusive 

Oil and Gas Service Companies 

Oil and Gas Royalty Interests (Producing) 

Oil and Gas Mineral Leases (Non-Producing) 

Farming/Ranching Operations 

Family Limited Partnerships (Ranch Land and Investments) 
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Types of Entities Valued-Not Fully Inclusive (continued) 

Financial Institutions and Investment (Holding) Companies 

Hotels 

Real Estate Operating Companies (Owners and Operators) 

Medical Service Companies and Offices of Physicians 

Retail Stores 

Manufacturing Companies 

Service Companies 

Restaurants 

Undivided Interest in Real Estate  

Financial Institutions and Investment (Holding) Companies 
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I. New Mexico Rules of Professional Responsibility to be Addressed 

 While several other Rules of Professional Responsibility may be implicated in this area 

of practice, this presentation will focus on the following Rules: 

 16-100:  Terminology 

 16-101:  Competence 

 16-102:  Scope of representation and allocation of authority between client and lawyer 

 16-104:  Communication 

 16-106:  Confidentiality of information 

 16-107:  Conflict of interest; current clients 

 16-108:  Conflict of interest; current clients; specific rules 

 16-110:  Imputation of conflicts of interest; general rule 

http://www.pbwslaw.com/
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 16-113:  Organization as client  

 16-403:  Dealing with unrepresented person 

 In my preparation of this presentation, I must acknowledge my debt to the American 

College of Trust and Estate Counsel’s (“ACTEC”) publication, “Ethical Guidelines for the 

Estates and Trusts Lawyer:  The ACTEC Commentaries on the Model Rules of Professional 

Conduct and Notes on Ethics 2000;” Mary F. Radford’s (Georgia State University College of 

Law, former president of ACTEC) presentation “Ethical Considerations in Serving as or 

Representing Executors, Trustees, and Other Fiduciaries” presented at the 2016 Stetson Law 

School Special Needs Trust Conference in St. Petersburg, Florida; and Gregory W. MacKenzie’s 

paper titled “Attorney-Client Privilege Issues Commonly Encountered in Trust and Estate 

Litigation,” presented at the 2013 Rocky Mountain ACTEC Regional meeting in Vail, Colorado. 

II. Recent Events in New Mexico 

 As you may be aware, two dramatic cases have been brought in New Mexico in the last 

few months of 2017.  The first case you learned about yesterday in which criminal charges were 

brought against the principals in Ayudando in Albuquerque for theft from various accounts 

managed by the company for the benefit of disabled and often incapacitated clients.  A second 

case has been initiated by the Financial Institutions Division (“FID”) of the New Mexico 

Regulation and Licensing Department against Desert State Life Management (“Desert State”) 

and its former director, Paul A. Donisthorpe.  Desert State was serving as both representative 

payee for 8 of its clients who were receiving Social Security payments, as well as Trustee of as 

many as 70 trusts for beneficiaries who have disabilities.  According to the petition, Mr. 

Donisthorpe is accused of diverting up to $4 million from the trust accounts of which Desert 

State served as Trustee, leaving the total trust assets to be about $800,000.  At this time, the FID 
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has taken the assets of these trusts, and all of the businesses of Mr. Donisthorpe, into 

receivership and is attempting to keep the beneficiaries from further harm.  It is worth noting that 

the FID had issued a license to Desert State to operate as a trust company as long ago as the 

1980’s and yet had never performed the kind of audit that would have uncovered this theft until 

2016.   

 These two dramatic cases expose how vulnerable trust beneficiaries can be, especially 

when the beneficiaries, as in both of these cases, are people with disabilities.  And as lawyers, 

these cases raise the question of our responsibilities if we are representing clients who are 

serving as fiduciaries.  In the previous session, we discussed the particular issues involved when 

our clients are serving people who are incapacitated.  Today, we will broaden our focus to our 

roles as lawyers representing fiduciaries of all types, whether that is agents of any type, Agents 

under powers of attorney, Personal Representatives of estates, Trustees of trusts, as well as 

Guardians, Conservators, and Representative Payees.   

III. Representing Agents under Powers of Attorney  

 The word fiduciary originates with the Latin word fidere, which means to trust.  Agency 

is the broadest of all of the fiduciary categories.  Agency can be created by informal 

arrangements, such as an oral agreement to enter the house of a neighbor when they are on 

vacation to water their plants, all the way to financial management contracts provided by banks 

and trust companies.  Lawyers are generally considered to be agents for their clients.  

Accountants routinely have their clients agree that the Internal Revenue Service can 

communicate with the accountant about the clients’ income tax returns.  Investment managers 

must adhere to a Department of Labor standard as fiduciaries for their clients, although President 

Trump signed a memorandum to delay implementation of this standard on February 3, 2017.  
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What makes these relationships agency relationships?  The Agent is given the authority to act on 

behalf of the Principal.  It is assumed that the Principal understands the breadth and limitations 

of this agreement, that the Agent is competent to carry out the tasks, that the Agent will act 

exclusively on behalf of the Principal, will limit its tasks to those assigned by the Principal, and 

will hold any information learned by the Agent about the Principal’s affairs in the strictest 

confidence.  

 Let’s look at the neighbor who has the keys to his neighbor’s house.  Does he understand 

that he is only to water the plants, and not invite his friends over to watch Sunday football on the 

neighbor’s TV and drink all the neighbor’s beer?  Did he tell the neighbor that he was having a 

knee operation and might not be physically able to carry out the task of watering the plants?  

Will he take the neighbor’s hose and water his own lawn?  Will he tell his buddies later what he 

found in the neighbor’s refrigerator, or worse, in the neighbor’s mail that was open on the 

kitchen table?  Will he give the key to the house to another buddy who needs a place to crash for 

the night?  These are obvious violations of the trust that the neighbor put in this agent.  If you 

were the lawyer representing this agent, you would have to take into account the duties that your 

client owed to someone else, in addition to the duties that you owe your client.  What 

distinguishes this kind of representation is that the lawyer has to consider what type of 

relationship his or her client has with another person in order to consider the ethical duties that 

are owed to the client.  All of the examples of violations of the agent’s duties given in this 

scenario are also examples of what limitations on actions that the Rules of Professional Conduct 

describe for lawyers who are representing fiduciaries.  What we have to take into consideration 

when representing agents, however, is that the agent has a special relationship with its principal, 

and it is the nature of this relationship that will be the subject of the representation. 
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 To begin with, this agency agreement is not written, but is oral.  As lawyers, we know 

that Rule 16-104 requires that any agreement should be confirmed in writing, such as explicit 

informed consent by the client.  For lawyers, this should be addressed in an engagement 

agreement establishing who is the client, the scope of representation, and the terms and 

limitations of the engagement.  For lawyers, this establishes the written agency agreement.  The 

terminology listed in Rule 16-100 includes definitions of these concepts.  But who is the client 

really, the agent or the principal, since the representation will primarily consist of advising the 

agent of his duties to the principal? 

 Have any of the lawyers in this room ever received a phone call from a person, usually an 

adult child, who states that the reason for the call is that his or her parent needs a Power of 

Attorney?  I got an email to that effect just last week.  Of course you cannot just prepare a Power 

of Attorney for a parent at the behest of a child.  The parent would have to retain you to do that.  

But what if there already is a Power of Attorney, and the child is named as the first agent, and 

wants to know what this means?  Can the child engage you to explain to him or her what the 

duties are under the Power of Attorney?  I would say that the child can do this.  But what if you 

prepared the Power of Attorney and the parent is already your client?  Would it be a conflict of 

interest for you to meet with the child to explain his or her fiduciary duties to your client?  Rules 

16-107 and 16-108 provide that when there is an apparent conflict of interest, if the client gives 

informed consent for you to meet with the child, then this would be permissible.  Rule 16-104 

requires that you promptly communicate with your client, the Principal, about this inquiry from 

the child.  If the parent is not already your client, then you should be able to represent the child 

as the Agent under a Power of Attorney without any communication to the Principal.  Of course, 

the representation of the Agent would include a lesson in what the fiduciary duties of the Agent 
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would be to the Principal.    

 There is no rule in New Mexico that would prohibit an attorney from serving as an agent 

under a power of attorney for a client.  Offering services of this type should be considered 

carefully, however, and in consultation with the attorney’s Professional Liability Insurer.  While 

attorneys are already agents for all of their clients depending upon the terms of the engagement, 

becoming a formal Agent for a client under a Power of Attorney with regard to all of the client’s 

financial and business dealings should include a separate engagement agreement.  Rule 16-101 

would require that the lawyer or the lawyer’s firm have the competence to serve is such a 

capacity, such as accounting expertise, personnel assigned to this type of work, and of course, 

procedures in place to protect the confidentiality of the Principal’s affairs, which may extend far 

beyond the scope of the original representation for which the client retained the law firm.  Rule 

16-106 provides the guidelines for protecting the confidentiality of the client’s affairs, which 

would be extended if the client were the Principal under a Power of Attorney for which the 

attorney is the Agent.   

IV. Representing the Personal Representative of an Estate 

 All of the Rules that are the subject of this presentation apply when the client is acting as 

the Personal Representative of an estate.  However, there is another layer of fiduciary duties that 

gets involved with an estate.  The Personal Representative of an estate owes a fiduciary duty to 

the estate itself, much as an Agent owes a duty to the Principal.  However, because of the nature 

of the office, the Personal Representative owes a duty to the beneficiaries of the estate, as well as 

the creditors of the estate.  It is the job of the lawyer representing the Personal Representative to 

make sure that the Personal Representative understands this fiduciary role, and that to act in any 

way that conflicts with that fiduciary duty is to violate the role in which the client has been 



7 
 

placed.   

 Rules 16-107 and 16-108 provide that the lawyer cannot represent clients that have a 

concurrent conflict of interest.  It is often the case that family members of the decedent are 

appointed to serve as the Personal Representative.  Of course, these same family members are 

often also beneficiaries of the estate.  Family members may have conflicting views about how 

the assets of the estate should be managed.  For example, if the estate includes a business that 

some family members are involved in and others are not, this can put the Personal Representative 

in a difficult position.  What if the Personal Representative is the spouse of the decedent, and is 

therefore, the primary beneficiary?  What if the spouse is not the parent of the children of the 

decedent?  The attorney must make it clear first to the client, the Personal Representative, that 

even if the Personal Representative is also a beneficiary, the fiduciary duties of the Personal 

Representative prohibit favoring one beneficiary over another, unless the terms of the Will state 

otherwise.  The attorney needs to make it clear to all beneficiaries that the attorney does not 

represent the beneficiaries, or the Personal Representative in his or her capacity as a beneficiary.  

This can be confusing to the beneficiaries who are entitled to obtain any information that they 

request about the affairs of the estate from the Personal Representative, and often that 

information is provided by the attorney directly to the beneficiaries.  Rule 16-104 requires 

communication by the attorney.  The attorney must make it clear, in writing, and in subsequent 

conversations if necessary, who the attorney represents and who the attorney does not represent.   

 Could the attorney who is representing the Personal Representative in his or her fiduciary 

capacity also represent that same person as a beneficiary.  While this would be a conflict of 

interest, the ACTEC Commentaries suggest that if all parties provide informed consent, this 

could be done.  A factual example might be the spouse, who is a former estate planning client of 
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the attorney, and is now the Personal Representative of the deceased spouse’s estate, and may be 

the beneficiary of an outright interest in the estate or as a beneficiary of a trust created under the 

estate plan for his or her benefit.  The ACTEC Commentaries suggest that in a situation such as 

this, the family is likely to agree to the attorney representing one client in different roles, because 

of the economy to the estate involved given that the attorney may be the person most 

knowledgeable about the assets of the estate and the history of the estate plan. 

 There may be situations in which the Personal Representative needs individual legal 

representation, such as a dispute with the beneficiaries over fees that were charged by the 

Personal Representative while administering the estate.  Can the attorney who has represented 

the Personal Representative in its fiduciary capacity also represent the Personal Representative in 

this type of dispute?  If the attorney chooses to do so, informed consent of all parties, including 

the beneficiaries, should be obtained.  In my opinion, it might be better for a new attorney to 

represent the Personal Representative individually in a dispute with beneficiaries.   

 Is it the case in New Mexico that representing a fiduciary, such as a Personal 

Representative, creates an attorney-client relationship with the beneficiaries of the estate?  The 

1995 case, Leyba v. Whitley, 120 N.M. 768, 907 P.2d 172 (1995) was decided by the New 

Mexico Supreme Court.  In that case, the lawyers who represented a Personal Representative of 

an estate in a wrongful death case helped the Personal Representative recover damages for the 

wrongful death.  The statutory beneficiaries of the estate were minor children.  Once the 

recovery was made, the lawyers delivered it to the Personal Representative, who took possession 

of the funds and did not deliver them to the beneficiaries.  The Conservator for the children later 

sued the lawyers for malpractice, putting forward the theory that the beneficiary children were 

actually clients of the lawyers because of the duties of the Personal Representative.  This case 
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was the first time in New Mexico that the “fiduciary exception” was articulated, although it was 

not described as such in the decision.  Although the Conservator argued that the children were in 

fact also clients of the lawyers because of the duties owed to them by the lawyer’s stated client, 

the Personal Representative, what the Court did hold was that “we think it wiser to hold that 

attorneys have a duty to exercise reasonable care to ensure that the statutory beneficiaries 

actually receive the proceeds of any wrongful death claim.  As always, what is reasonable is a 

question of fact to be determined in light of all the surrounding circumstances.”  The decision 

was limited by the Court stating that if the relationship between the Personal Representative and 

the beneficiaries to whom it owed a duty became adversarial, then any duty that the lawyer 

would have to the third party would end.  The New Mexico Supreme Court adopted the approach 

that had been earlier stated in the Washington Supreme Court decision in Trask v. Butler, 123 

Wn.2d 835, 872 P.2d 1080 (1994).  In that case, the Court held that “After analyzing our 

modified multifactor balancing test, we hold that a duty is not owed from an attorney hired by 

the personal representative of an estate to the estate or to the estate beneficiaries.  The 

multifactor balancing test does not impose legal malpractice liability upon Butler to Russell 

under these facts for three reasons: (1) the estate and its beneficiaries are incidental, not intended, 

beneficiaries of the attorney-personal representative relationship; (2) the estate heirs may bring a 

direct cause of action against the personal representative for breach of fiduciary duty; and (3) the 

unresolvable conflict of interest an estate attorney encounters in deciding whether to represent 

the personal representative, the estate, or the estate heirs unduly burdens the legal profession.” 

Id. at 835.  In a later wrongful death case, Spencer v. Barber, 2013-NMSC-010, ¶ 17, 299 P.3d 

388 (2013), the Court ruled that the lawyer for the Personal Representative could not escape his 

duty to a beneficiary even when the relationship with the Personal Representative became 
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adverse.  The Spencer case was a legal malpractice case, in which the attorney for the Personal 

Representative negotiated a separate settlement for one of the beneficiaries.  The Court held that 

even when the beneficiary was adverse to the Personal Representative, if the beneficiary was 

unrepresented, the lawyer for the Personal Representative still had a duty of reasonable care to 

the non-client, and he should have notified the beneficiary not to rely on his recommendations.  

The Court invoked Rule 16-403, and stated that the lawyer should have disclosed the amount of 

any future settlement, the percentage of the settlement to which the beneficiary might have been 

entitled, the basic position of the adverse party, and the fact that the lawyer represented the 

adverse party (the Personal Representative) and did not represent the beneficiary’s interests.  The 

Court also found a conflict of interest that the lawyer had with the Personal Representative when 

additional facts were disclosed that suggested liability of the Personal Representative in the death 

of the decedent.   

V. Representing a Trustee or a Co-Trustee of a Trust 

 The same question arises when an attorney is representing a Trustee or Co-Trustee.  Do 

the duties of the Trustee to the beneficiaries of the Trust extend the attorney-client relationship 

that the attorney has with the Trustee to the beneficiaries of the trust?  In other words, can a 

beneficiary of a trust demand to know what communications have taken place between the 

attorney and the Trustee, because the duties owed by the Trustee extend an attorney-client 

privilege to the beneficiaries, to whom the Trustee owes a fiduciary duty?  States have taken 

different positions on this, and the American Bar Association has taken one position, while 

ACTEC has taken a different position in the Commentaries.  Delaware, for example, recognized 

a “fiduciary exception” to the attorney-client privilege with the theory that the real client is the 

beneficiary.  Riggs National Bank of Washington, D.C. v. Zimmer, 355 A.2d 709 (Del. Ch. 



11 
 

1976).  The court held that the attorney for the Trustee had to disclose a memorandum prepared 

by the attorney for the Trustee to the beneficiaries, because the fiduciary obligations owed to the 

beneficiaries could not be subordinated to the private interests of the Trustee.  Most other states 

have not recognized this “fiduciary exception.”  ABA Formal Opinion 94-380 takes the position 

that the lawyer for a fiduciary only represents the fiduciary, and the beneficiaries of a trust are 

not the clients of the attorney as well.  The ACTEC Commentaries assert that the lawyer for a 

Trustee may owe some duties to the beneficiaries, but he or she does not represent them as 

clients.  ACTEC Commentary to MRPC 1.2.   

 Given the facts of the Desert State case, would an attorney who was representing Desert 

State as Trustee have a duty to disclose acts that were violations of the fiduciary duties of the 

Trustee?  Rule 16-106B describes the circumstances under which an attorney may reveal 

confidential information of the Trustee client.  Paragraph B(2) states that a lawyer may disclose 

confidential information of the client “to prevent the client from committing a crime or fraud that 

is reasonably certain to result in substantial injury to the financial interests or property of another 

and in furtherance of which the client has used or is using the lawyer’s services.”  Therefore, if a 

lawyer representing a fiduciary learns that the fiduciary is stealing from the beneficiaries, it 

appears obvious to me that the lawyer should disclose the theft, or otherwise be held as a party to 

the crime.  To make such a disclosure, the attorney would not be violating Rule 16-106, or acting 

unethically. 

 In summary, representing fiduciaries can be fraught with issues that the Rules of 

Professional Conduct do not address explicitly, because the Rules address the relationship 

between the client and the lawyer, and do not address the relationships and duties that the client 

has to other parties, which the lawyer must have at the center of his or her representation of the 
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fiduciary.   
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   Pete Davis, Davis Capital Investment Ideas          10-17-17 

    25th Estate Planning Institute, Las Cruces, New Mexico 
  

Summary:  Very little has changed or will change in tax policy this year.  Treasury withdrew its 
proposed regulation on Section 2704(b) estate valuation discounts on October 4th.  If a tax 
reform or tax cut bill is enacted under President Trump, it would very likely repeal the estate tax 
and replace it with carryover basis with a large exemption.  However, in my opinion, there are 
too many powerful forces arrayed against any tax reform or tax cut bill to pass this year or next.  
So tax policy will remain frozen until the American people change political leadership.  
Republican incumbents have a huge advantage going into the 2018 election, but Democratic 
challengers hope to swing one or both houses of Congress anyway.  The wild card will be what 
results, if anything, from Mr. Mueller's investigation of Russian meddling in the 2016 election.  
 
Section 2704(b) Estate Valuation Discount Regulation Withdrawn.  Treasury's withdrawal on 
October 4th was very good news for family-owned businesses.   
President Obama's proposal would have curtailed minority owner discounts. 
 
No Tax Extenders Bill This Year.  Although several senators from both parties want to revisit 
the Section 45 and Section 48 tax extenders that didn't get extended at the end of 2015, House 
taxwriters won't hear of it.  The Joint Committee on Taxation lists  only one extender that will 
expire at the end of this year, the Oil Spill Liability Trust Fund Tax. To no one's surprise, 
Congress extended the Airport and Airway Trust Fund ticket and cargo taxes at the last minute 
before they were to expire on September 30th. 
 
Disaster Relief has its own myriad of special tax treatment.  Relief payments to victims in 
federal disaster areas are non-taxable.  Casualty losses may be claimed against the prior year's 
income tax payment.  Filing deadlines are extended, and fees are waived.  Advice is given on 
reconstructing records.  Additional tax relief was provided for Hurricane Katrina, e.g. loss 
limitations were removed; penalty free IRA and 401(k) withdrawals; debt forgiveness was non-
taxable; additional tax credits and deductions were provided.  See the IRS Disaster Relief Resource 
Center for Tax Professionals for more. 
 
Tax Reform: President Trump's proposal.  Last year, President Trump proposed: 
1. 15% top marginal rate for corporations and pass throughs, 25% for individuals; 
2. Top rate of 20% for dividends and capital gains; 
3. Repeal of the Alternative Minimum Tax for individuals and corporations; 
4. Raise the standard deduction to $15,000 for singles and $30,000 for couples; 
5. Cap itemized deductions at $100,000 for singles and $200,000 for couples; 
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6. Increased child care tax credits, but repeal of personal exemptions; 
7. Choice between expensing and interest deductions; 
8. One-time repatriation taxed at 10%; 
9. Repeal the estate tax. 
 
White House one-page "Framework."  This one-pager basically reprising Mr. Trump's 
campaign promises was released on April 26th. 
 
Tax Reform: House Republican "Framework."  Various proposals were floated in broad 
terms starting last spring, but this was the first one publicly released: the "Framework" released on 
September 27th. 
 
Tax Reform:  "Big Six" proposal.  This was the proposal agreed upon by the White House and 
House and Senate Republican leaders, also released on September 27th.  It has a 20% top 
corporate marginal tax rate, 25% for pass-throughs, and 35% for individuals.  They learned their 
lesson from the repealed ObamaCare replacement failures and only released it when "everyone is 
on the same page." 
 
Tax Reform:  No Senate proposal yet.  Senate Finance Chair Orrin Hatch (R-UT) has yet to 
release a plan.  That's usually a sign of lack of votes to pass it.  The Finance Committee is 
compose of 14 Republicans and 12 Democrats, so Mr. Hatch needs all of this Republicans to 
vote a bill out. 
 
Tax Reform: The Reality.  Senator Bob Corker (R-TN) recently said, "Tax reform is going to 
make health care look like a piece of cake."  Despite his vows against raising the deficit, he did 
agree with Senator Pat Toomey (R-PA) to support a $1.5 tr. tax cut.  Even with that leeway, it's 
not possible to deliver on all of those campaign promises.  Although this time is very different 
from what led to the Tax Reform Act of 1986, that effort took 8 years from start to finish and 
nearly died many times despite strong consistent support from President Reagan following the 
1984 election.  Pulling off tax reform in a few months seems very unlikely. 
 
Tax Reform:  Why We Need It.  Our current tax system has perverse incentives that have 
slowed our economy, made us much more debt ridden, and have pushed our major corporations 
to relocate overseas.  We're sacrificing a lot of economic growth and jobs because of our Tax 
Code. 
 
Tax Reform: The Losers Fighting Against It.  Ask yourself, who are the main beneficiaries of 
our current flawed tax system?  Who stands to lose from tax reform? 
Real Estate: Home ownership is the way most Americans build wealth, and it's heavily tax 
subsidized.   
Charities:  Pittsburgh sued its hospital, forcing a settlement to restore services for the poor.  
Higher education has become a subsidiary of college sports. 
Health Care:  Most Americans get their health insurance through their employer, and it's fully 
deductible.  The decision to make it deductible was an administrative decision made by the IRS 
at the start of World War II, not by Congress. 
State and Local Governments: To the extent that federal deductions for state and local taxes 
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are reduced, pressure will build on the states to cut their taxes. 
 
Tax Reform: Who stands to win?   

• Businesses and individuals currently paying the top marginal tax rates 
• Individuals on the Alternative Minimum Tax 
• Multinational corporations 

 
Tax Reform: How To Pay For It.  That's always the toughest question.  It's almost impossible 
to rid the Tax Code of most preferences, lower tax rates, repeal the Alternative Minimum Tax, 
repeal the Estate Tax, and maintain the same progressivity, i.e. avoid a tax cut for the rich.  
Something has to give.  Some preferences will remain, e.g. the charitable and home mortgage 
deductions, and the rates for individuals won't come down as much as originally promised. 
 
BAT pay for: House GOP leaders thought the Border Adjustment Tax (BAT) proposed by Berkeley 
Professor and former Joint Committee on Taxation Chief Economist Alan Auerbach and former 
Congressional Budget Office Director Doug Holtz-Eakin would neatly provide $1.2 tr. FY18-
FY27 to pay for the 20% top corporate tax rate and would level the playing field among U.S. 
multinational corporations and their foreign competitors.  While well justified in theory, real 
world opposition from the Koch brothers, who's Gulf refineries import a lot of crude oi, and from 
retailers killed the proposal. 
State and Local Tax Deduction pay for: Repealing the state and local tax deduction would 
raise $1.8 tr. according to this Tax Foundation analysis.  That would hit high tax states hard.  Even 
though most are blue states, their GOP representatives have pushed back hard against this.  The 
"Big Six" currently plan to cap it or otherwise limit it without completely repealing it. 
Corporate Integration pay for:  The theory is great.  Every economist agrees that doubly 
taxing dividends is a bad idea.  By giving corporations a deduction or a partial deduction for 
dividends paid would boost investment and jobs.  Why a partial deduction?  Well, the corporate 
tax on those dividends was probably reduced by various tax preferences, or more likely, since 
three quarters of dividends are paid to non-taxable retirement accounts, there is no double tax.  
So, if we exempt the tax at the corporate level and fully tax dividends at the individual level, 
we'll raise revenue!  I tried to sell that idea many times when I worked on the Joint Committee 
on Taxation, and I didn't convince one member of Congress to support this idea.  Nonetheless, 
Senate Finance Chair Orrin Hatch (R-UT) hopes to see it through as a way to pay for the lower 
top corporate marginal tax rate. 
 
So Congress is in the process of accepting a $1.5 tr. FY18-FY27 tax cut.  The House passed 
its budget resolution, H.Con.Res.71, 219-206, on October 5th with reconciliation instructions for 
committees to cut federal entitlement spending by $203 b. FY18-FY27 and to report a revenue 
neutral tax reform assuming a current policy baseline and revenues arising from assumed 
increased economic growth.  It's unclear as I write this whether the Senate can pass its version 
without the spending cuts, except for $1 b. from the Energy and Natural Resources Committee, 
and a $1.5 tr. FY18-FY27 tax cut. 
 
Tax Reform: Permanent or Temporary?  To limit the tax cut to $1.5 tr., the expensing 
provision would only be effective for five years.  So what business will make anything but short-
term investments under that regime?  Most of the economic growth potential from tax reform 
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goes out the window with temporary provisions affecting the cost of capital.  Other measures 
may have to sunset after 10 years to avoid violating the Byrd Rule against deficit increases 
beyond the 10-year budget window. 
 
Tax Reform: Will It Be A Tax Cut For The Rich?  The Tax Policy Center made significant 
assumptions to produce this estimate of the "Bix Six" plan and concluded: 
 

In 2018, taxes would decline by nearly $1,600 on average, increasing after-tax incomes 
by 2.1 percent (table 2). Taxpayer groups in the bottom 95 percent of the income 
distribution would see modest tax  cuts, averaging 1.2 percent of after-tax income or less. 
The benefit would be largest for taxpayers in the top 1 percent (those making more than 
$730,000), who would see  their after-tax income increase 8.5 percent. 

 
Tax Reform: How Will It Affect President Trump?  Mr. Trump's 2005 tax return was 
mysteriously leaked, presumably by his attorneys at his request since it was stamped, "Client 
Copy."  It showed he paid $36.5 m. of income tax of which $31.3 m. was Alternative Minimum 
Tax.  Needless to say, Mr. Trump would pay little without the AMT. 
 
Dave Kautter was confirmed as Treasury Assistant Secretary for Tax Policy on August 3rd.  
He came back from retirement after a long career as tax counsel for Senator Jack Danforth (R-
MO) and as a partner at Ernst & Young and RSM as described in this The Hill article.  I worked 
with him for many years and admire his even-handed and practical approach to tax policy.   
 
The IRS Budget has been cut every year since FY10, and it will be cut again for FY18.  The 
House has already voted a $149 b. cut from last year's level as detailed in this House 
Appropriations Committee summary: 
 

Internal Revenue Service (IRS) – The bill provides $11.1 billion for the IRS – a 
cut of $149 million below the fiscal year 2017 enacted level and $111 million 
above the President’s budget request. 
 
This holds the agency’s budget to below the 2008 level, however, it provides 
increased funds to Operations Support to strengthen cybersecurity and IRS 
information technology – an Administration priority. Included in the base bill are 
funds to support IRS’s customer service – such as phone call and 
correspondence response times – and funding for fraud prevention, and 
cybersecurity. 
 
In addition, to address underperformance and previous poor management and 
decision-making at the IRS, the bill includes several provisions, such as: 

• A prohibition on a proposed regulation related to political activities and the 
tax-exempt status of 501(c)(4) organizations. The proposed regulation 
could jeopardize the tax-exempt status of many nonprofit organizations 
and inhibit citizens from exercising their right to freedom of speech; 

• A prohibition on funds for bonuses or to rehire former employees unless 
employee conduct and tax compliance is given consideration; 
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• A prohibition on funds for the IRS to target groups for regulatory scrutiny 
based on their ideological beliefs; 

• A prohibition on funds for the IRS to target individuals for exercising their 
First Amendment rights; 

• A prohibition on funds for the production of inappropriate videos and 
conferences; 

• A new prohibition on funds to implement new IRS guidance on 
conservation easements; 

• A new prohibition on funds to determine church exemptions unless the 
IRS Commissioner has consented and Congress has been notified; and 

• A requirement for extensive reporting on IRS spending and information 
technology. 

 
IRS Commissioner John Koskinen Is Still On The Job until November 12th.   
Last year's threats to impeach him have faded away.  He was accused of withholding information 
in the Lois Lerner investigation.  However, his term ends on November 12th, and President 
Trump has yet to nominate anyone to replace him as described in this October 12th McClatchy 
article. 
 
Lois Lerner: On September 8th, the Justice Department wrote House Ways and Means Chair 
Kevin Brady (R-TX) and Subcommittee Chair Peter Roskam (R-IL) to reiterate the Department's 
2015 decision to not indict her.  She headed the IRS's Exempt Organizations Unit in Cincinnati, 
OH that held up approving changes from 501(c)(3) to 501(c)(4) following the Citizens United 
Case.  Most, but not all, of those affected organizations supported conservative causes and felt 
they were targeted for political reasons.  On October 5th, the Treasury Inspector General Tax 
Administration (TIGTA) issued this statement (Politico article) with the details. 
 
Identity Theft: OPM Last Year, Equifax This Year.  Identity theft has become an even bigger 
problem since hackers accessed the credit information of 143 m. Americans in  last July's 
Equifax hack.  As I predicted last year, although the House passed H.R.3832  by voice vote on 
May 16, 2016, and the Senate Finance Committee cleared S.3157 on July 12, 2016, neither 
became law.  Congress's foot-dragging on desperately needed identity theft protection and data 
security legislation is unconscionable. 
 
My predictions held up well except for Mr. Trump's election:  Like most going into Election 
Day, November 8, 2016, I thought Mrs. Clinton would win.  I am happy to remind you what I 
told you last year: 
 

Tax Reform Hopes Remain, But Reality Will Probably Dash Them. 
 
Congress will be so gridlocked next year that little will pass no matter who wins the 
White House. ... 
 
Trump wins and retains Senate and House majorities.  With control of both houses, 
you would think he could pass whatever he wants.  Think again.  First of all, Trump has 
feuded repeatedly with House Speaker Paul Ryan (R-WI) and with Senate Majority 
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Leader Mitch McConnell (R-KY).  The election won't change that. Senate Democrats 
would filibuster just about everything Trump proposes.  Rarely would he have the 60 
votes needed to advance his policies.  There are procedures around filibusters, mainly so-
called budget "reconciliation," which could be used to cut taxes as President George W. 
Bush did in 2001 and in 2003.  The "Byrd Rule" would prevent the adoption of any 
"extraneous" measure which did not change entitlement spending, revenues, or the debt 
limit. 
 
Via reconciliation, much of Mr. Trump's tax cut  would probably be enacted, but his 
proposals for eliminating business interest deductions and for ending deferral of tax on 
overseas business income would face plenty of opposition.  He would also increase 
defense and homeland security spending.  His proposals to  eliminate the Environmental 
Protection Agency and the Department of Education probably wouldn't pass Congress.  
So, despite his pledge to reduce deficits, a rapid increase would be much more likely. 

 
2018 Election: Republicans Have A Big Advantage. 
House:   240R  194D  1VacantR  24 required to change majority party 
Senate:    52R    48D                      3 required to change majority party 
Govs:       34R    15D  1Indep.  
 
My 2018 Election Scenarios: 
 
Republicans lose a few House seats and gain a seat or two in the Senate.  This is the best 
Republicans can hope for.  There's very little for Republican candidates to run on with Congress 
having done nothing more than put Neil Gorsuch on the Supreme Court.   I'd put 70% odds on 
this. 
 
Democrats take over the House and the Senate.  Given the fact that 2 Senate Republicans and 
10 Senate Democrats seem to be in any electoral danger, it would be quite a feat for the 
Democrats to take the Senate.  It would be equally surprising if the Democrats could take 24 
House Republican seats.  Nonetheless, 
 
Will President Trump serve out his term?  That's the question.  Steve Bannon put the odds at 
30% as reported on October 11th by CNN.  Special Prosecutor Mueller has already informed Paul 
Manafort that he will be indicted for colluding with the Russians to influence the 2016 election.  
Will members of President Trump's family be next?  If so, we the President pardon them?  Will 
Mr. Trump cut a deal with Mr. Mueller to step down in return for no jail time for family 
members?  This will play out over the next several months.  Anything is possible. 
 
If Vice President Pence becomes president, more conservative policies would take effect.  
Remember that Mr. Pence is an experienced legislator who has the ability to see much more 
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THE CLIENTS 

 

 John and Jennifer Madeit walk into your office.  They have a combined estate in 

the 15 million to 20 million dollar range.  Their estate includes a residence, real estate on 

which they operate their business, a business owned solely by them which is a limited 

liability company.  They also have a portfolio of stocks and bonds worth approximately 

$4,000,000 depending on what day it is.  John has a 401(k) plan with $1,000,000 in stocks, 

bonds and other publicly traded securities.  In addition, they have life insurance on John’s 

life in the amount of $3,000,000 which they purchased to “pay the estate tax”.  John and 

Jennifer Madeit are in their late 50’s and they have 2 children.  One of their children, 

Looklikewe Madeit works in the business and appears to be a candidate to run the business.  

Looklikewe Madeit is divorced and has 2 children from his first marriage.  The other child, 

Josephine Stayathome, is married and has 3 children that she is home schooling.  The 

Madeits are active in their community and have made contributions through their local 

community foundation to various charitable organizations over the years.  The Madeits 

express to you that their primary goals are to take care of their children; but they also feel 

a desire to “give back” to their community.  The Madeits have an A-B Trust that leaves 

everything outright to their 2 children in equal shares upon the last of the Madeits to die.  

They have heard that the tax on their estate will be several million dollars even with the A-

B Trust and want to know what else they can do to reduce the estate tax upon their death. 

 

 What can be done for a family like the Madeits who have an A-B Trust and are 

facing several million dollars of estate tax even after having an estate plan set up that 

maximizes the use of both of their annual exclusion amounts?  What we may recommend 

in 2017 may be quite different from the letter below.  In my 2008 materials for the Southern 

New Mexico Estate Planning Institute, I prepared recommendations to the Madeits in a 

letter form to illustrate some of the issues that should be considered and estate planning 

recommendations that might be made in a situation like the Madeits based on the tax law 

as it existed in 2008.      

 

 

THE 2008 LETTER 

 

Dear Mr. and Mrs. Madeit: 

 

As you know, you had a living trust prepared in 2004.  When you advised me as to the size 

of your estate, I spoke to you briefly to let you know that there are several estate planning 

options that should be considered to reduce the federal estate tax that will be due upon your 

death.  I thought it might be helpful to you if I provided you some information about the 

various estate planning options available that would help you reduce the estate tax burden 

and transfer property to your children or other family members in the most expeditious and 

tax efficient manner.  

 

First, some basic information about the transfer tax system.  The applicable exclusion 

amount is the amount that each spouse can shelter from estate tax at his or her death.  As 

you will see from the discussion that follows, the federal estate tax due upon the death of 
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the last of you to die will be dependent on the value of your estate at death and the 

applicable exclusion amount available to each of you the year that each of you die.  As the 

table below shows, the applicable exclusion amount and the highest estate tax rate are 

scheduled to change over the next few years as follows: 

 

Calendar Year    Maximum Rate   Applicable  

         Exclusion  

         Amount 

 

2008 45% $2,000,000 

2009 45% $3,500,000 

2010 0% $0 

2011 and after 55% $1,000,000 

 

Because of the size of your estate, the estate tax that will be due will be in the millions of 

dollars unless you begin considering some actions to reduce or eliminate the estate tax.  

None of the estate planning techniques recommended in this letter should be implemented 

without first considering your life goals and any succession plans you may have for your 

business.  We would recommend consideration of the following estate planning options to 

reduce and pay the estate tax.   

 

Recommendation #1:  Estate Plan should be designed to fully use the applicable 

exclusion amounts available to both spouses.  As you can see from the foregoing table, 

if both of you died in the year 2009, with an estate plan that fully utilizes each of your 

applicable exclusion amounts to offset the federal estate tax that would otherwise be due, 

we would be able to offset the tax on a combined estate of $7,000,000.   The estate tax 

would therefore only be due on amounts in excess of $7,000,000.  On the other hand, if 

you both died in 2011 or afterward under the law as it presently exists, you would only be 

able to shelter the estate tax on a combined estate of $2,000,000.  Therefore, the amount of 

estate tax may vary by several million dollars depending on the year you die.  It is important 

that each spouse has sufficient assets which would be includable in your respective estate 

at your death to fully utilize the applicable exclusion amount available to that decedent 

spouse.  Therefore, the first step in any estate tax planning is to determine whether each 

spouse has sufficient assets owned by that spouse so that if that spouse is the first to die, 

that he or she will be able to fully use his or her applicable exclusion amount against the 

estate tax that would be otherwise due. 

 

We would like to make sure that if Jennifer was the first to die that her community one-

half interest in property and her separate property is at least sufficient so that we can fully 

utilize her applicable exclusion amount. For example, if Jennifer was to die in 2009 when 

the applicable exclusion amount is 3.5 million dollars; but her community one-half interest 

in community property and her separate property is only 1.5 million, then we could use 1.5 

million dollars of her applicable exclusion amount to protect her property; but the 

remaining 2.0 million dollars that she could have used if her estate had been at least 3.5 

million dollars will be wasted.  Because the estate tax rate in 2009 is 45%, the under 

utilization of the applicable exclusion amount by 2 million dollars would effectively cost 
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your combined estates a minimum of $900,000.  Therefore, the first step is to assure that 

Jennifer has at least enough assets in her estate to fully utilize her applicable exclusion 

amount.  This can be done several ways. 

 

First, John can just gift sufficient amounts and/or properties into Jennifer’s name so that 

her estate will be at least 3.5 million dollars at her death.  Any transfer by John to Jennifer 

will qualify for the unlimited marital deduction so there will be no gift tax due upon making 

such a gift and after the gift, Jennifer would have an estate of a sufficient size to fully utilize 

her applicable exclusion amount to protect it. 

 

An alternative way of increasing Jennifer’s estate for federal estate tax purposes would be 

to gift property into a qualified terminable interest property trust (“QTIP trust”) for her 

benefit.  (A QTIP trust is explained under Recommendation #3 below).  However, this 

QTIP trust would be established during life instead of at death and would be an irrevocable 

transfer to Jennifer in trust.  The QTIP trust qualifies for the marital deduction so it has the 

same estate tax benefits as making an outright gift to Jennifer but John could control who 

ultimately receives the property in the trust at Jennifer’s death.  A QTIP trust is often used 

in second marriages where the wealthier spouse wants to make sure that his or her spouse 

is well taken care of but also ultimately wants the assets in the trust to pass to the children 

from a first marriage.  As discussed under Recommendation #3, a QTIP trust would also 

give us an additional entity to keep minority discounts in place upon the death of the first 

of you to die. 

 

A third method is to grant a general power of appointment to Jennifer over a sufficient 

amount of John’s property that she will have at least the applicable exclusion amount in 

her estate for estate tax purposes.  This is a fairly complicated and new technique.  

Essentially, in your living trust, we would amend it to grant Jennifer a revocable general 

power of appointment over a sufficient amount of John’s property so that the amount 

included in Jennifer’s estate by reason of the general power of appointment when combined 

with the amount of property Jennifer already has would be at least the amount of the 

applicable exclusion amount available to Jennifer at her death.  So in the case where 

Jennifer’s estate would be 1.5 million dollars if only her own property was considered, the 

general power of appointment granted to Jennifer over a sufficient amount of John’s 

property so that Jennifer’s estate is at least equal to her applicable exclusion amount (3.5 

million dollars in this example), would appoint 2 million dollars into Jennifer’s estate for 

federal estate tax purposes so that she could fully utilize her 3.5 million dollar applicable 

exclusion amount. The full 3.5 million dollar amount would then pass into the credit shelter 

(or B Trust) for John and would not be includible in John’s estate when he died. 

 

If we are able to determine that Jennifer already has separate property and undivided 

interests in community property at least equal to 3.5 million dollars, then nothing further 

needs to be done at this time to assure that she has sufficient assets to fully utilize her estate 

tax applicable exclusion amount. 
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WHAT HAS CHANGED IN 2017? 

 

In early January of 2013, the 2012 American Taxpayer Relief Act (“ATRA”) was 

signed into law and the result was a sweeping tax package. The highlights of ATRA which  

most affect estate planning are: 

 

• Tax rates. ATRA kept the 10%, 15%, 25%, 28%, 33% and 35% income tax brackets 

reflecting the Bush tax cuts in place. However, ATRA enacted a 39.6% rate which is 

indexed for inflation and for the 2018 tax year applies to income over: $426,700 

(single), $453,350 (head of households), $480,050 (joint filers and qualifying 

widow(er)s), and $280,025 (married filing separately).  For the 2018 tax year, Estates 

and Trusts will be subject to the 39.6% rate for income over $12,700! 

 

• Capital gains and qualified dividends rates. ATRA retained the 0% tax rate on long-

term capital gains and qualified dividends, modified the 15% rate, and established a 

new 20% rate. In 2017, the capital gains rate is 0% if income falls below the 25% tax 

bracket; 15% if income falls at or above the 25% tax bracket but below the 39.6% 

rate; and 20% if income falls in the 39.6% tax bracket. It should be noted that the 20% 

top rate does not include the 3.8% surtax on “net investment income” which 

commenced for tax years beginning after 2012, and applies on investment income 

above $200,000 (single) and $250,000 (joint filers). So actually, the top rate for capital 

gains and dividends is presently 23.8% if income falls in the 39.6% tax bracket. For 

lower income levels, the tax will be 0%, 15%, or 18.8%.  More importantly, the 3.8% 

surtax hits estates and trusts at $12,700 of net investment income.  

 

• Estate tax. The most important part of ATRA as far as estate planners are concerned 

is the provisions dealing with the estate, gift and generation-skipping transfer tax  

(“GST tax”).  ATRA permanently established an estate, gift and GST tax exemption 

level at $5,000,000 (as indexed for inflation). As a result, these exemptions are 

$5,490,000 in 2017 and will be $5.6 million dollars in 2018.  ATRA also permanently 

increased the top estate, gift, and GST tax rate from 35% to 40%. 

 

• Portability Made Permanent.  Under ATRA, any amount of the estate tax exemption 

that remains unused as of the death of a spouse who dies after Dec. 31, 2010 (the so-

called “Deceased Spouse Unused Exemption” or “DSUE”) is generally available for 

use by the surviving spouse in addition to his or her own estate tax exemption.  Under 

prior law, the exemption of the first spouse to die would be lost if not used.  This could 

happen where the spouse with resources below the exemption amount died before the 

richer spouse.  One way to address that was to set up a trust for the poorer spouse. 

Now, the portability rule may make setting up a trust for the poorer spouse 

unnecessary in most cases.  However for our wealthier clients, there are still reasons 

to use a credit shelter trust.  For example, a credit shelter trust may protect appreciation 

occurring between the death of the first spouse and the death of the second spouse 

from being subject to estate tax.  Such a trust also can protect against creditors and 

remarriage.  Plus, the transferred exemption may be lost if the surviving spouse 

remarries and is again widowed. 
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  1. The predeceased spouse’s DSUE can only be used by the surviving 

spouse if an estate tax return is filed.  Should we file estate tax returns for the estate of the 

first spouse to die even on small estates to preserve the DSUE for the surviving spouse?  

The IRS can examine, without any limitations period on the examination, a deceased 

spouse’s estate tax return to adjust the amount of the DSUE passing to the surviving spouse.  

Thus the estate tax return of the first spouse to die could be examined years later but only 

in order to determine the amount of the DSUE. 

 

  2. The portability rules do not apply to the spouse of a deceased non-

resident alien. 

 

  3. Only the DSUE of the last spouse to whom the surviving spouse was 

married applies. 

 

  4. The surviving spouse cannot take advantage of the DSUE amount 

from more than one predeceasing spouse. While the surviving spouse cannot transfer the 

DSUE amount received from his or her first spouse to his or her current spouse, the staff 

of the Joint Committee on Taxation has stated that when a surviving spouse dies, he or she 

must first use up any DSUE amount before utilizing his or her own basic exclusion amount.  

This will, as a practical matter, result in more of the basic exclusion amount being passed 

to the subsequent surviving spouse. If the surviving spouse remarries, the new spouse may 

not use DSUE amount attributable to first spouse; but only that of now deceased surviving 

spouse.  A surviving spouse’s remarriage to someone who uses all of his or her basic 

exclusion amount to leave property to others and who also predeceases the surviving 

spouse will deprive the surviving spouse of the DSUE amount received from the first 

deceased spouse. The surviving spouse could make gifts of his or her DSUE amount he or 

she received from the first spouse before the new spouse dies to avoid this result. 

 

  5. It is important to remember that while the estate and gift tax 

exemption of the first spouse to die is portable, the GST tax exemption of the first spouse 

to die is not! 

 

  6. The deceased spousal unused exclusion amount is not indexed for 

inflation.  Only the surviving spouse’s basic exclusion amount benefits from future 

adjustments because of inflation.  

 

  7. The general rule is that the portability election could only be made 

by the surviving spouse on a timely filed federal estate tax return which had to be filed 

within nine (9) months of date of death; but could be automatically extended for an 

additional six (6) months by timely filing an extension prior to expiration of the nine (9) 

month period.  If the filing date is missed, you would need to file for relief under Reg § 

301.9100-3 which basically required a private letter ruling and paying a user fee of 

$10,000.  Because the rule governing portability is not generally known by the public, the 

IRS was inundated with requests for private letter rulings under Reg § 301.9100-3 allowing 

a late filing of the Form 706 federal estate tax return for purposes of electing portability.  
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In response, the IRS recently issued Rev. Proc. 2017-34, 2017-26 IRB 1282 on June 9, 

2017.  Rev Proc 2017-34 provides a simplified method to make a portability election for 

estates of decedents that do not have a filing requirement (i.e. the gross estate does not 

exceed the estate tax exemption amount).  Estates may now elect portability until the later 

of January 2, 2018 or the second anniversary of a decedent’s date of death.  This means if 

the decedent was survived by a spouse, died after December 31, 2010; was a citizen or 

resident of the United States on the date of death; was not required under IRC  § 6018(a) 

to file a Form 706 (gross estate was less than the exemption amount for the date of death), 

there is still time to elect portability if you do so by January 2, 2018 even if the decedent 

died as long ago as on January 1, 2011. You can file after January 2, 2018 if you can meet 

the requirement of filing within two (2) years of the decedent’s death. To properly elect 

portability, it is important that the requirements of Rev Proc 2017-34 are carefully 

followed.  

 

  8. Planning Observations: 

 

   a. Marrying a poor dying person to be able to use his or her 

unused exemption amount may yield dramatic tax savings for persons with large estates. 

 

   b. Portability will generally be the best planning tool when the 

combined estate of the spouses is likely to be below $11.2 million; but for larger estates 

the use of a credit shelter trust will in most cases make more sense because: 

 

   (i)  The deceased spouse’s unused exclusion amount is 

not indexed. 

 

   (ii)  The deceased spouse’s unused exclusion amount will 

be lost if surviving spouse remarries and survives his or her next spouse. 

 

   (iii) Growth in assets is not excluded from the gross estate 

of the surviving spouse as is the case for a credit shelter trust. 

 

   (iv) No portability of the GST tax exemption and 

therefore GST tax may be incurred at $5.6 million. 

 

   (v)  Leaving assets in a credit shelter trust provides asset 

protection, management, and restricts transfers by the surviving spouse.  

 

  c. Portability will impact decisions to remarry. 

 

  d. Portability will impact the decision to divorce.  Wealthy 

spouses divorce each other, marry poor sick individuals and don’t remarry after 

poor sickly spouse dies before them. 

 

• Income Tax is more important!  Because of the low AFR rates, low fair market values 

and the highest exemptions in history of the transfer tax, the estate tax is not the major 
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driver for most estates.  Very few estates will be subject to estate tax.  Because the 

highest income tax rate of 39.6% is equivalent to the estate tax rate of 40%, in many 

cases, income tax planning will be more important than estate tax planning. 

 

• Minimizing the Medicare surtax.  IRC § 1411 imposes a surtax of 3.8 percent on the 

unearned income of individuals, estates, and trusts for taxable years beginning after 

December 31, 2012. 

 

In the case of an estate or trust, the Medicare surtax applies to the lesser of:  

 

  1. adjusted gross income under § 67(e) in excess of the highest 

income tax bracket threshold ($12,700 in 2017) or  

 

2.  undistributed net investment income.  

 

The threshold for the highest bracket is indexed for inflation each 

year; but unlike the threshold for individuals which are fixed at $250,000 

for married individuals and surviving spouses, $125,000 for those married 

individuals filing separately, and $200,000 for other individuals, AGI of 

an estate or trust is determined under § 67(e) of IRC.  It is computed in 

same manner as for an individual except deductions are allowed for 

charitable contributions, personal exemption and distributions to 

beneficiaries and administration costs. 

 

“Undistributed net investment income” is not defined in the Code. 

Presumably it means net investment income minus distributions, 

excluding distributions of income not included in net investment income. 

 

Net investment income includes gross income from interest, 

dividends, rents, royalties, annuities, gains from the disposition of 

property, passive activities, and trading activities less “properly allocable” 

expenses.  Several types of income are excluded from net investment 

income. The statute expressly excludes distributions from IRAs and 

qualified plans.  It also excludes nonpassive trade or business income. 

 

Distributions reduce both AGI and net investment income. 

Therefore, the trustee may want to make distributions to beneficiaries if 

they will not be subject to the surtax because their AGI does not exceed 

the much higher threshold that applies to individuals. 

 

• The biggest problem is capital gains!  Net capital gains are part of both AGI and 

undistributed net investment income in computing the surtax. Net capital losses do not 

reduce either. But the capital gains of most trusts are usually retained as corpus and 

not able to be distributed. Hence they become trapped in the trust and subject to the 

surtax, unless they can be included in DNI and distributed to the beneficiaries. 
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IRS regulations describe circumstances under which capital gains can be included 

in DNI and therefore will be carried out by distributions.  These circumstances 

include: 

  

1.  where the trust instrument provides that capital gains are included in trust 

income (rarely done in most trust instruments),  

 

2.  the distributions are in full or partial liquidation of the trust,  

 

3.  the trustee has the power to adjust and consistently designates principal 

distributions as capital gains, or  

 

4.  the gains are included in a unitrust distribution.  

 

In addition to the above specified circumstances, capital gains flowing from a 

partnership K-1 are included in DNI.  Therefore the trustee may want to consider 

investing through a partnership so that capital gains can be distributed and escape 

the surtax. 

 

• Claim Deductions on Form 1041 Instead of Form 706 

 

In general, deductions that are allowable on Form 706 under IRC §§ 2053 

(expenses and debts) or 2054 (losses) are not also allowed as an income tax 

deduction on Form 1041.  Thus, most deductions must be claimed on either Form 

706, Form 1041, or split between them.  If the estate wishes to deduct expenses on 

its Form 1041 rather than the Form 706, it must attach an election to Form 1041 

that irrevocably waives the right to deduct the expenses on Form 706. The 

prohibition against double deductions does not apply to deductions in respect of a 

decedent (DRD) under IRC § 691(b). Examples of such expenses are interest and 

property taxes accrued prior to the decedent’s death, which can be deducted on 

both Form 706 and 1041 

 

Because in 2017, the top rate for both income and estate tax purposes are pretty 

much equivalent (39.6% top income tax rate and 40% top estate tax rate), at first 

blush, it would not appear to make much difference where the deductions are 

claimed, assuming the executor is filing a Form 706. However, it is not quite that 

simple a decision. There are many factors at work. First, deducting expenses on the 

Form 1041 may subject them to the 2-percent floor on miscellaneous itemized 

deductions, in which case it may be better to claim them on the Form 706. Saving 

them for the Form 706, even if no federal estate tax is due, can increase the DSUE 

available to the surviving spouse, which will in turn be valuable upon the death of 

the surviving spouse.  If the estate tax rates are higher than income tax rates in the 

year the surviving spouse dies, the family will be better off with a Form 706 

deduction. 
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Recommendation #2:  Restructure ownership of various business entities. 

 

Ownership of your business should be restructured by making some gifts to your children 

of LLC and other business interests during your respective lifetimes.  Properly done, the 

gifts should be entitled to discounts for lack of marketability and minority interests ranging 

from 35% to 45%. 

 

If this planning is undertaken, it will be necessary to engage a business appraiser 

experienced in valuing businesses to establish these discounts.  There is an annual 

exclusion from gift tax of $12,000 per year per donee.  This means each spouse can give 

$12,000 per year to your children or any other person without incurring gift tax.  With  two 

(2) children and five (5) grandchildren, and you each joining in the gifting to children and 

grandchildren, gifting of $168,000 per annum could be done by you without paying gift 

tax and without using up any of your lifetime gift tax exclusion (discussed below).    

 

If, for example, you decide to give a minority interest in an LLC to a child, the value of the 

gift for gift tax purposes will be entitled to be discounted for lack of marketability and as a 

minority interest.  This allows you to, in effect, leverage your $12,000 annual exclusion 

and yet maintain control of the asset because you could gift the interests in such a way as 

to remain the owners of the majority interest in each entity. 

 

In addition to annual exclusion gifts, you should consider each using your $1,000,000 in 

lifetime gift tax exclusion ($2,000,000 total for both of you) to transfer membership 

interests in the LLC which owns your business to your children.  This would have two 

positive tax affects:  (i)  Assuming a discount of 35% by using your total of $2,000,000 in 

lifetime exclusion during your life, you get $3,000,000 out of your estate plus any future 

appreciation that occurs after the date of the gift on the gifted property and (ii) the  

remaining business interests retained by you will also be entitled to an estate tax discount 

at death.  

 

The major drawback to making gifts of corporate stock, LLC or other business entity 

interests during life is that the cost of a good business appraisal to valuing these interests 

will need to be obtained.  Gifts made to a lifetime QTIP marital trust would further 

fractionalize ownership of the LLC interests and would assure that neither of you would 

be deemed to own a majority interest at the death of the survivor (see discussion under 

Recommendation #3 below). 

 

WHAT HAS CHANGED IN 2017? 

 

The basic planning made in Recommendation #2 in 2008 may still make sense; but it needs 

to be considered in light of the following: 
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• Gift Tax Exemption 

 

 The annual gift exclusion amount in 2017 is now $14,000 per donee and because it 

is indexed for inflation will be $15,000 in 2018, as discussed in Recommendation #2 above, 

there is even a greater opportunity to leverage annual exclusion gifts. 

 

• Lifetime Gift Tax Exclusion 

 

Because the lifetime gift tax exclusion is $5.6 million in 2018, there is a real 

opportunity to leverage gifting by making gifts at a discount as set forth in 

Recommendation #2; but because gifted property receives the donor’s income tax basis 

and if properly done, the gifted property will not be included in the Madeit’s estates for 

estate tax purposes and receive a step-up in basis, we need to consider the loss of the income 

tax basis as we may be saving estate tax only to pay income tax and capital gains tax when 

the gifted property is later sold. 

 

• IRS Continued Attacks on family entities 

 

As illustrated by the recent controversial proposed regulations under IRC § 2704 

related to the valuation of family controlled entities, the IRS is continuing to try to find 

ways to attack valuation discounts in the area of family controlled entities.  While the 

proposed regulations are going to be withdrawn (See Executive Order 13789), we can 

expect that the IRS will continue to attack valuation discounts where the family entity does 

not appear to have a valid business purpose.  The IRS continues to attack transfers to family 

entities under IRC § 2036.  In the recent Tax Court case of Estate of Powell v. Comm'r, 

148 T.C. 18 (May 18, 2017) (reviewed opinion), the Tax Court held that the assets 

transferred to a family limited partnership shortly before the decedent's death, were 

included in her gross estate, to the extent that they exceeded the value of her partnership 

interests, and that lifetime transfers of partnership interests to a charitable lead trust were 

revocable or voidable under applicable state law. The court held, in part, that the right of 

the partners to liquidate the partnership by unanimous agreement constituted a retained 

power to alter beneficial enjoyment of the transferred assets, under IRC § 2036(a)(2).  

 

Recommendation #3:  The basic estate plan should include a QTIP marital trust and 

trusts that will not be included in your children’s estates. 

 

Assuming your basic estate plan is drafted in such a way as to maximize the use of each of 

your applicable exclusion amounts, there are two (2) specific recommendations we would 

make: (i) You should consider leaving some portion of the amounts that you were going to 

leave outright to each other in a QTIP Trust and (ii) you should consider leaving in trust 

for your children’s benefit some of the property that each of you were going to leave 

outright to your children (“GST trusts”).  These recommendations will have both positive 

estate tax and generations skipping tax benefits. 

 

QTIP Trust.  A QTIP trust is a trust that is for the sole benefit of the surviving spouse 

during his or her lifetime; but is considered a separate entity from the spouse for ownership 
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purposes.  If you decide to implement Recommendation #2, we will want to maintain 

ownership of any corporation, LLC or other ownership interest in an entity in such a way 

that the surviving spouse does not ever have a majority interest in the entity alone, as this 

would have the effect of reducing and perhaps eliminating the estate tax discount.   

 

For example, if John and Jennifer each own 49% of an LLC and Lookslikewe Madeit or a 

trust for the benefit of Lookslikewe Madeit owns the other 2%, then upon the death of John 

or Jennifer, the 49% owned by the first of them to die will be eligible for discounts for lack 

of marketability and minority interest.  Assuming these discounts turn out to be 35%, then 

by using a QTIP Trust to restructure ownership, we will effectively have reduced the value 

of the LLC or other entity by 35% for estate tax purposes.  Without a QTIP trust, these 

discounts will be reduced or eliminated because the LLC interests left outright to the 

surviving spouse would end up increasing the ownership interest of the surviving spouse 

in excess of 50% which the IRS may value at a premium because of the control the 

surviving spouse would have. 

 

GST Trust for Child.  You should consider leaving some portion of your respective estates 

to your children in a generation skipping trust (“GST trust”). 

 

 1. Estate tax benefits.  Subject to the discussion on generation skipping tax 

below, I would recommend that you not leave all of your property to your children outright, 

as anything left to a child outright may ultimately be subjected to estate tax at that child’s 

subsequent death.  As discussed above, your estate will be subject to a substantial estate 

tax at your death.  If all of your estate is left outright to your children by gift or bequest, 

not only will there be estate tax due upon the death of the last of the two of you to die, but 

upon the subsequent death of your children, assuming that your children still have the 

inherited property, that property will likely be subjected to federal estate tax in your 

children’s estates.  I would recommend that your estate plan leave some property to your 

children in a trust structured so that each child has substantial use of the property during 

his or her lifetime; but the trust property will not be subjected to federal estate tax upon 

your children’s subsequent death.  The trust for your child can be structured so that your 

child has powers over the trust very close to absolute ownership; but not sufficient powers 

to result in the trust assets being included in his or her estate for federal estate tax purposes 

at death.   

 

For example, the trust for each of your children could be structured as follows: 

 

  a. Your child would be entitled to all of the income from the trust 

during the lifetime of your child. 

 

  b. Your child would have the right to invade the principal of the trust 

for the health, education, support and maintenance of your child. 

 

  c. Once your child is old enough and mature enough, your child can be 

the trustee of the trust established for your child’s benefit so your child can direct 
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investment of trust assets for income or principal growth as your child may decide is in 

your child’s best interest. 

 

  d. Your child could be granted a limited power of appointment 

exercisable in your child’s will under which your child can at death appoint and direct the 

trust assets to anyone your child chooses except to that child, the estate of that child, the 

creditors of that child or the creditors of his or her estate.  You can choose to limit the class 

of beneficiaries to whom your child can appoint property of the trust to a smaller class of 

beneficiaries if desired. 

 

None of the powers listed above either alone or cumulatively will cause the assets of the 

trust established for the benefit of each of your children to be included in his or her estate 

for federal estate tax purposes.  The limited power of appointment will allow each of your 

children to appoint the property outright to your children’s children or continue the assets 

in trust for your child’s children or other beneficiaries as your children may so desire. 

 

 2. Generation Skipping Tax ("GST").  The generation skipping transfer tax 

(hereinafter “GST”) imposes a tax for each generation which is by-passed or "skipped" by 

a transfer of wealth, even if no member of the skipped generation had use or enjoyment of 

the property transferred.  The GST tax was specifically designed by Congress to remedy 

the common tax avoidance technique where an individual gives property, either during life 

or after death to a generation lower than the child of the transferor (i.e. grandchildren or 

below), thus avoiding gift and estate tax being paid with respect to the intervening 

generation (the child’s generation).  The legislative philosophy supporting the GST tax is 

a belief that a transfer tax (estate or gift tax) should be imposed at each generation below 

the transferor, not just at the generations which receive or otherwise enjoy the transferred 

property.  

 

This legislative philosophy has been implemented by taxing skipped generations at the 

highest estate tax rate (45% for transfers made in 2008).  Unfortunately, because of the 

breadth of the legislation, the GST tax is often incurred even when there is no intention to 

skip a generation.  For example, if a grandparent leaves property in trust for a child until a 

certain age, date or for life, and the child dies before final distribution to the child then if 

at the death of the child the property goes to grandchildren, this is a "taxable termination" 

for GST tax purposes and the value of the property going to the grandchildren is GST taxed 

at the highest estate tax rate of 45%.     

 

For 2008, each individual has a $2,000,000 exemption from GST tax.  This means that if 

each of you chooses to do so, each of you may each transfer up to $2,000,000 total to 

persons of a generation level of grandchildren or below without incurring GST tax.  This 

is not $2,000,000 per grandchild; but a $2,000,00 total exemption to all persons two or 

more generations below that to whom property is transferred.  A husband and wife who 

fully utilize their $2,000,000 exemptions may pass a total of $4,000,000 to persons two or 

more generations below them without incurring GST tax.  It is very important that your 

revocable trust be drafted to maximize each of you being able to allocate your respective 

$2,000,000 exemption so that GST tax is not inadvertently incurred.  It is important to 



 

 

14 

remember that the GST exemption is the same as the applicable exclusion amount.  So, as 

the applicable exclusion amount changes, the GST tax exemption amount will change 

identically.  Please see the table on page 2 of this letter showing the scheduled changes in 

the applicable exclusion amount. 

 

Through the use of both of your GST exemptions, we can leave $4,000,000 in assets totally 

exempt from GST tax for your children in a trust as described under Estate Tax benefits 

above without incurring an estate tax in your children’s estates or a GST tax at the death 

of your child should the assets of the trust be distributed to a person 2 or more generations 

below you. 

 

 3. Other advantages.  There are also non-tax advantages to leaving property in 

trust for your child instead of outright.  First, it will protect the property in the event of 

your children are divorced.  Secondly, property in the trust will be protected from most 

creditors of your children. 

 

In summary, to fully shelter your estate from transfer taxes, you should consider leaving 

an amount equal to your combined GST tax exemptions to your children in a trust for your 

children’s lifetimes with provisions similar to those described under Estate Tax benefits 

above.  This will avoid estate taxation of property that you will have already paid estate 

tax on at your death from being taxed again upon the subsequent death of your child.  

 

WHAT HAS CHANGED IN 2017? 

 

The recommendations for the Madeit family in 2008 make even more sense in 2017 

because: 

 

• Higher Gift, Estate and GST tax exemptions 

 

The estate, gift and GST tax exemption in 2018 which will be $5.6 million dollars 

are more than double the exemptions available to do the kind of planning recommended in 

Recommendation #3 in 2008 and therefore make this type of planning even more effective 

than in 2008.  The Madeits can now set up trust for their children that will be GST exempt 

and can place up to $11.2 million (as opposed to $4.0 million in 2008) in these trusts which 

will then be insulated from transfer tax. 

 

• 2016 Amendment to New Mexico Uniform Statutory Rule Against Perpetuities 

effectively removes restrictions on establishing dynasty trusts in New Mexico.   

 

Effective July 1, 2016, the Uniform Statutory Rule Against Perpetuities was 

amended and the amendment is codified in § 45-2-904 NMSA 1978 which excludes certain 

arrangements from the applicability of § 45-2-901 NMSA 1978 which invalidates a 

nonvested property interest unless: 

 

 “(1) when the property interest is created, it is certain to vest or terminate 

no later than twenty-one years after the death of an individual then alive; or 
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 (2) the interest either vests or terminates within ninety years after its 

creation.”  

  

 § 45-2-901 NMSA 1978 establishes the general rule that any nonvested interest that 

does not meet either of the criteria set forth above is invalid and § 45-2-904 NMSA 1978 

sets forth arrangements that are excluded from the applicability of §901.   

 

 § 45-2-904A(8) as amended effective July 1, 2016 states in the pertinent part: 

“A. § 45-2-901 NMSA 1978 does not apply to:  

 (8) a property interest held in trust.”  Emphasis added. 

 This is a dramatic change in trust law in the state of New Mexico, as instead of 

being able to have a dynasty trust run for perhaps a couple of generations with the general 

rule of § 45-2-901 NMSA no longer being applicable to “property interests held in trust”, 

a dynasty trust may now be designed so that the trust corpus may stay in trust forever.  This 

provision puts New Mexico on par with states like South Dakota which has long used its 

repeal of the Rule Against Perpetuities to attract the trust business of clients who want to 

be able to have a dynasty trust protected from creditors, divorce and transfer tax to South 

Dakota.  There is however an exception where real property is held in a trust.  § 45-2-904B 

NMSA 1978 provides: 

 

 “B. For real property held in trust, at the end of three hundred sixty-five 

(365) years from the later of the date on which an interest in real property 

is added to or purchased by a trust or the date that the trust became 

irrevocable, if the interest in real property is still held in trust and if the trust 

instrument: 

 

 (1)  provides for the distribution of the interest upon termination 

of the trust, the property shall be distributed as though termination has 

occurred at that time; 

 

 (2) does not provide for the distribution of the interest upon 

termination of the trust, the property shall be distributed to the beneficiaries 

who are then entitled to receive income from the trust: 

  

  (a) in proportion to the amount of income each is entitled 

to receive; or 

 

  (b) if that proportion is not specified in the trust 

instrument, in equal shares.” 

 

 If the trust neither provides for distribution of the interest upon termination of the 

trust nor are there income beneficiaries, then upon termination Paragraph B(3) of § 45-2-

904 NMSA 1978 would cause the trust to be distributed to the settlor’s or testator’s heirs 

under the New Mexico law of intestacy. 
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 The 365 year rule against perpetuities period which applies if a trust owns real 

estate is not applicable if the trust owns an entity (i.e. corporation, LLC, partnership, a 

statutory trust, a business trust or other entity) that owns real estate. See § 45-2-904C and 

E(2) NMSA 1978.   If a trust holds an entity that holds real estate and the entity terminates 

resulting in the trust now owning real estate directly, this will not void the trust or subject 

the trust to termination under either § 45-2-904 or 901 NMSA 1978. 

 

 The 2016 amendment to the Statutory Rule Against Perpetuities allows for planning 

in 2017 to be done for the Madeits with trusts that was simply not possible back in 2008. 
 

Recommendation #4:  Leave any pre-tax assets to charity. 

 

IRAs, 401(k) plans and other pre-tax assets (collectively “Pre-tax plans”) are going to be 

included in each of your respective estates at their full fair market value.  This means that 

if these items are left to family members (i.e. children), the full fair market value will be 

subjected to federal estate tax at a rate of at least 40%.  In addition, as the money is 

withdrawn from the pre-tax plans, it will be subject to income tax.  Assuming a combined 

state and federal income tax on the distributions from the pre-tax plans of 40%, this means 

that very little of these pre-tax plans will go to family members.  In all probability, 75% to 

80% of your pre-tax plan assets will go to the Internal Revenue Service and the State of 

New Mexico in federal estate tax and in federal and state income tax if left to family 

members.  If the pre-tax plans are left to charity, then the charity will receive 100% of the 

pre-tax plan assets and your estates will receive a charitable estate tax deduction for the 

sums passing to charity so in effect the pre-tax plans will be excluded from your respective 

estates.  We would therefore recommend that your leave any pre-tax plan assets to charity.  

This can either be done directly by naming charities as beneficiaries or by establishing a 

family foundation to be the beneficiary (discussed in Recommendation #5 below). 

 

WHAT HAS CHANGED IN 2017? 

 

• Recommendation #4 remains a very viable recommendation for people like the 

Madeits who are wealthy, have wealthy children who will not need their IRAs, 401k plans 

or other pre-tax assets and have charitable intent.  By naming charities as the beneficiaries 

of pre-tax assets, the pre-tax assets will be excluded from the Madeits’ estates for federal 

estate tax purposes and will be used by charitable organizations that the Madeits support; 

but at the same time will not significantly reduce their childrens’ inheritance. 

  

Recommendation #5:  Establish a Family Foundation. 

 

You should consider establishing your own family foundation.  A family foundation is a 

private foundation which is a qualified 501(c)(3) organization which can be the recipient 

of charitable gifts during lifetime and charitable bequests at death.  The family foundation 

can also be the recipient of a charitable remainder interest of a charitable remainder trust 

(discussed in Recommendation #6 below) or the recipient of the annuity interest of a 

charitable lead annuity trust (discussed in Recommendation #7 below).  Private 
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foundations are faced with substantial restrictions and reporting requirements as well as an 

excise tax on net investment income and penalty taxes for failure to comply with Internal 

Revenue Code restrictions.  Therefore, a family foundation needs to be operated for 

charitable purposes and within the letter of the law.  However, any portion of your estates 

gifted during life or left to a qualified 501(c)3 family foundation at death would be 

deductible for federal income, gift and estate tax purposes.  This not only saves taxes; but 

it keeps the money in control of the family as family members can serve on the board of 

directors of the family foundation.  You both can be the board members during your 

lifetime or you may want to get your children and other family members involved before 

your deaths. After your deaths, your children and other family members can also be 

members of the board. 

 

WHAT HAS CHANGED IN 2017? 

 

• Recommendation #5 remains a very viable recommendation for people like the 

Madeits as instead of paying money to the government in federal estate tax, the family 

foundation can continue control of family moneys by the family and continue a legacy of 

charitable giving.  If the family does not want to navigate the IRS private foundation rules, 

then an alternative would be to set up an endowed fund through a community foundation 

which could accomplish the same goals as having a private family foundation; but without 

the administrative burden of a private foundation. 

 

  

Recommendation #6:  Establish a Charitable Remainder Unitrust (“CRUT”) to 

transfer assets to charity upon death and reduce capital gains tax and estate tax 

 

A charitable remainder unitrust (“CRUT”) is often used to avoid capital gain taxes on 

highly appreciated property and most often is used in tandem with a life insurance trust to 

pass property to your children at a reduced estate tax cost. Conceptually, instead of selling 

highly appreciated property and paying the capital gains tax, you would form a CRUT and 

give all or some portion of the appreciated property to the CRUT.  Since the CRUT is a 

qualified charitable trust, the CRUT can sell appreciated property without any capital gains 

tax cost.  Each year the CRUT would distribute to you for the rest of your lives a percentage 

of the value of the assets (“unitrust amount”) in the CRUT.  Upon the last of you to die, 

the assets in the CRUT pass to the charity of your choice which can be a public charity or 

could also be a private family foundation (See discussion under Recommendation #5 

above).  If this concept makes sense to you, we can illustrate any amount of property 

contributed to the CRUT and unitrust amounts that you would want to consider. The CRUT 

would have the tax and other advantages for you and your children as explained below. 

 

 1. Income Tax Deduction.  Because you would be making a present gift to 

charity of the present value of the assets which will pass to charity at your death, you will 

receive a current income tax charitable deduction in the year the transfer of property is 

made to the CRUT equal to the present value of the assets which will eventually pass to 

charity.  This charitable income tax deduction may be deducted against your income for 

that year up to a maximum of 50% of your adjusted gross income depending on the type 
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of assets placed in the CRUT and depending whether the charit(ies) which will eventually 

receive the assets are public charit(ies) or a private family foundation.  If you are unable to 

use all of the charitable income tax deduction in the year the gift is made, it may be carried 

forward for 5 years and used to offset income in each of those 5 tax years up to a maximum 

of 50% of your adjusted gross income in each tax year.   

 

 2. Capital Gains tax avoidance.  When the CRUT sells any appreciated 

property after contribution to the CRUT, it will pay no capital gains tax because it is a 

charitable entity.  This has several advantages as explained below. 

 

  A. The amount gifted to the CRUT will be unreduced by the combined 

federal and state 20% capital gains tax rate, and therefore the entire proceeds from the sale 

of any appreciated property contributed to the CRUT unreduced by income tax will be 

available to be invested and to grow.  If appreciated property was sold outside the CRUT, 

the proceeds received would be reduced by the 20% capital gains tax and so the amount 

available to invest would be 20% less. 

 

  B. Assuming the proceeds are properly invested and grow in value, you 

will be receiving a specified percentage of a larger corpus each year resulting in a larger 

unitrust distribution to them each year. 

 

For example, if $1,000,000 in assets is contributed to the CRUT and you reserve a 5% 

unitrust amount, you would receive a $50,000 unitrust distribution the first year.  If in the 

second year the CRUT grew in value by 10%, so that the value of the assets was now 

$1,100,000, then you would receive 5% of $1,100,000 the second year or $55,000.  Of 

course, if the proceeds declined in value, you would receive a lesser amount. 

 

 3. Estate tax avoidance.  Since the assets in the CRUT will pass to charity upon 

the death of the last to die of you both, your combined estate will be reduced by the property 

gifted to the CRUT.  Assuming a 45% estate tax bracket, if $1,000,000 in appreciated 

property was transferred to the CRUT, your estate would save a minimum of $450,000 in 

federal estate tax (not including the estate tax savings on the growth that will occur in the 

value of the CRUT between the date of the gift and the date of death).  The tradeoff for the 

reduction in estate tax is that all of the assets of the CRUT pass to charity at death.  If it is 

desirable to keep the amounts passing to charity within the control of the family, then a 

private family foundation could be the charity to which the balance of the CRUT passes 

upon the death of the last of to die of you.  If your primary goal is to pass your respective 

estates to family members, a CRUT is usually done in tandem with life insurance planning 

(See discussion under Recommendation #10) to replace the amounts in the CRUT that will 

pass to charity upon the death of the last to die of you.  Part of the tax savings resulting 

from using the CRUT would be available to make gifts to pay the insurance premiums.  

The life insurance trust will also be available to provide liquid assets to pay the estate tax 

that will be due at your death (see discussion under Recommendation #10). 

 

To summarize, as business interests or LLCs are to be sold, if one or more CRUTs are 

established to sell all or part of the assets being sold.  This will provide the following tax 
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benefits: (i)  income tax sheltered cash flow for you, (ii) avoidance and or/ deferral of 

capital gains and depreciation recapture on the assets sold, (iii) a charitable deduction that 

can be used to shelter other income from income taxes, (iv)  removal of the item sold from 

your estates for estate tax purposes and (v) if a family foundation is the charity, it will keep 

the asset that ultimately passes to charity in control of the family. 

 

WHAT HAS CHANGED IN 2017? 

 

• Recommendation #6 remains a very viable recommendation as a CRUT used in 

tandem with a private family foundation can reduce transfer taxes and capital gains taxes 

for the Madeits keep control of family money in the family and provide them with a current 

income tax charitable deduction.   

  

Recommendation #7:  Establish a Charitable Lead Annuity Trust (“CLAT”) to 

transfer estate to your child or other family members at minimal or no gift or estate 

tax cost. 

 

A charitable lead annuity trust is a wonderful vehicle for persons of wealth who have a 

desire to both benefit charity and also to pass assets to their children at minimal gift or 

estate tax cost.  Charitable lead trusts received wide public notice when it came to the 

attention of the press that Jacqueline Kennedy Onassis used charitable lead trusts as part of 

her estate plan to greatly reduce estate tax and to pass her estate to her children at a greatly 

reduced estate tax cost.  The present low interest rate environment has made this a very 

good option for persons who are charitably minded; but ultimately want to pass their estate 

to their children with minimal or no gift or estate tax cost.   

 

The general concept is as follows:  A charitable lead trust would be created that would pay 

a fixed annual amount (the “annuity amount”) to charity for a fixed number of years.  At 

the end of the term of years, the remaining assets in the CLAT are then distributed to your 

children or other family members.  The charity receiving the annual payments can be a 

public charity or could also be a private family foundation in which your children or other 

family members serve on the board of directors.  If the person gifting to the CLAT is 

serving on the board of the private family foundation, that person should not be allowed to 

vote on any gifts received by the private foundation by that person. This allows the family 

to continue to direct the money that will be passing to charity each year.  The advantage to 

the donor and donor’s family in utilizing this technique is best understood by an example 

of how low interest rates (like we have in effect now) make this technique advantageous to 

the donor as well as to the charities benefited. 

 

Let’s assume for purposes of this example that 3 million dollars worth of assets to a CLAT.  

Assuming a discount rate of 4.8% was in effect on the date of contribution, an annuity 

amount to charity of 7.75% for a 20 year term would effectively reduce the gift of the 

amount that will eventually pass to your child or other family members to zero.  This is 

because built into the IRS tables is the unrealistic assumption that the CLAT will only earn 

4.8% for the entire 20 year term.  The IRS tables assume that if the CLAT assets earn 4.8% 

each year but the CLAT pays out 7.75% to charity each year, then under the IRS tables at 
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the end of 20 years the amount in the trust should be very nearly zero.  However, if instead 

the CLAT assets earn an average of 7.75% for the 20 year period, then the full 3 million 

dollars placed in the CLAT will pass to your children or other family members, estate and 

gift tax free at the end of the 20 year period.  In addition, the charity or charities of your 

choice would receive $232,500 per year for 20 years.  If the assets in the CLAT earn more 

than 7.75% on average over the 20 year period, then the excess amount earned above 

7.75%, in addition to the 3 million dollars originally placed in the CLAT, will pass to your 

children or other family members estate and gift tax free.  Keep in mind that the stock 

market over its history has averaged a return of slightly over 10%.  Therefore, a 10% return 

over a 20 year period is very realistic and it is therefore realistic to expect that the assets 

left in the CLAT at the end of the 20 year period will be well in excess of 3 million dollars 

and would pass to your children or other family members income and estate tax free.  The 

key to the effectiveness of this technique (in transferring as much property as possible to 

your children or other family members with no gift and estate tax) is the low interest rate 

environment and contributing property to the CLAT that has a strong likelihood of having 

a return that will exceed the annuity amount paid to charity over the term of the CLAT.  

Since all of the annuity amounts would be passing to the family foundation, the family 

would still be in control of all the money even if the CLAT does not perform as well as we 

would like.  The CLAT can be established immediately or upon death; but in view of the 

relatively low interest rates at this time, it would be advisable to do it now. 

 

WHAT HAS CHANGED IN 2017? 

 

• Recommendation #7 remains a very viable recommendation as we continue to have 

a low interest environment and given the higher gift and estate tax exemptions of the 

Madeits, would allow a CLAT to function extremely well as a method to pass wealth down 

to children with minimal or no transfer tax and when used in tandem with a private family 

foundation can effectively keep the entire Madeits fortune in control of the family. 

  

Recommendation #8:  Establish a Grantor Retained Interest Trust (“GRAT”) or 

make sales to an Intentionally Defective Grantor Trust (“IDGT”). 

 

 1. GRAT.  A GRAT is a technique whereby assets are placed in an irrevocable 

trust for a term of years and the person creating the GRAT (the Grantor) reserves a right 

for a specified period time to be paid an annuity.  Upon expiration of the term for payment 

of the annuity, the GRAT is distributed to your children or other heirs of the person creating 

the GRAT.   

 

An example will help you understand how a GRAT works.  If a GRAT was created for a 5 

year term and $1,000,000 of assets were transferred to the GRAT, either of you, as the 

grantor, would reserve an annual annuity amount that based on current interest rates would 

have a present value of close to $1,000,000.  This is done so that there is minimal or no gift 

tax involved in making the transfer to the GRAT.  For example, if $1,000,000 is transferred 

to the GRAT but an annuity in an amount payable each year that has an actuarial present 

value of $990,000 is reserved by the grantor, then under IRS tables the present value of the 
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remainder interest that will go to your child at the end of the term of the GRAT would only 

be $10,000 and therefore the gift for gift tax purposes would only be $10,000.   

 

The actuarial value of the future annuity payments (i.e. the present value of the right to 

receive annuity payments of a specified amount over the 5 year period) is a function of 

several variables, including the present applicable interest rate under IRC § 7520 at the 

time the GRAT is created, the dollar amount of the annuity reserved by the grantor, the 

number of years over which the annuity is payable and the age of the grantor at the time 

the annuity is created.  The IRS has annuity tables which are used to figure the present 

value of the annuity and the person creating the GRAT reserves an annuity at a dollar 

amount that will result in as low a gift as possible.  The key to this estate planning technique 

is that the trust assets in the GRAT must produce more income and growth than the amount 

of the annuity paid out to the grantor over the term of the GRAT so that at the end of the 

term there are assets left in the trust to transfer to your children or other family members 

gift tax free.   

 

Using the simple example above, if the annuity reserved was $200,000 per year and the 

applicable interest rate under IRC § 7520 is 4.8%, then the assets must produce income and 

principal growth on average over the five (5) year period of the GRAT in excess of 4.8% 

each year for the assets in the trust to grow.  If this is not the case, all of the assets of the 

GRAT will end up being paid out to the grantor and there will be nothing left in the trust 

at the end of the five (5) year term to transfer to your children or other family members.  

 

In general, the advantages to a GRAT are: 

 

 (i) A GRAT is an immediate gift of the remainder interest to your children.  

Assuming the person creating the GRAT survives the term of the GRAT, 

the remaining assets in the GRAT will pass to your children at the end of 

the term gift tax free.   

 

 (ii) Any growth in the value of the assets in the GRAT above the applicable 

interest rate will escape gift taxation.  

 

As with any estate planning technique, there are potential disadvantages to using a GRAT: 

 

 1. A GRAT is a grantor trust for income tax purposes.  This means that you, 

as grantor of the trust, are taxed as the owner of the entire trust for income 

tax purposes, including the ordinary income of the trust and capital gains.  

Although many clients object to paying income tax on income that they do 

not receive especially if the income exceeds the annuity amount they 

receive, from a wealth transfer point of view, this is viewed as an advantage.  

By having the grantor pay the income tax on moneys not received by the 

grantor it is effectively increasing the amount of wealth that will be 

transferred to your children or other family members by the amount of the 

income taxes paid by the grantor.  Since the income tax is not being paid by 

the GRAT, it is not reducing the amount that will eventually pass to your 
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children or other family members if the GRAT out performs the annuity 

rate.  As a grantor of the GRAT, you are effectively making additional 

“gifts” to your children or other family members without incurring 

additional gift tax. 

 

 2. The biggest disadvantage to the GRAT is that the grantor of the GRAT must 

outlive the trust term to obtain the desired estate tax advantages.  If you as 

the grantor of the GRAT do not outlive the annuity term, some or all of the 

value of the trust assets is included in your estate for federal estate tax 

purposes.  To be on the safe side, many clients consider shorter trust terms 

than 5 years to reduce the risk of not outliving the trust term.  Even though 

the trust property will be included in the estate of the grantor if the grantor 

does not outlive the trust term, the GRAT is still a low-risk estate planning 

technique because the downside consequences are minimal.  If the GRAT 

is properly designed, little or no gift tax is paid upon creation.  If the grantor 

dies during the trust term any of the applicable exclusion amount of a 

grantor utilized to shelter the gift to the GRAT is reinstated as the grantor 

receives a credit for any gift taxes paid on creation of the GRAT against any 

estate tax then due.  Even if the property is included in the grantor’s estate 

for federal estate tax purposes, while the estate and gift tax advantages 

would be lost, except for being out the cost of creating the GRAT, the 

situation is no worse than if the GRAT had never been created in the first 

place. 

 

 3. Although the grantor receives an annuity during the trust term, the trust 

assets themselves are out of the grantor’s reach and out of your children’s 

reach during the trust term.  As a result, neither you nor your children can 

mortgage or sell the assets of the trust for their personal benefit nor can trust 

assets be shown on financial statements given to financial institutions for 

the purpose of obtaining loans.  However, the value of the retained annuity 

interest may be shown on financial statements. 

 

 4. While shortening the term of a GRAT increases the chances that the grantor 

will outlive the trust, it is difficult to obtain significant estate tax advantages 

without a fairly long term. 

 

 5. The gift is a present gift of a remainder interest in the GRAT to your 

children or other remainderman and does not qualify for the $12,000 annual 

exclusion under IRC § 2503(b), therefore, some of the lifetime applicable 

credit amount against gift tax (currently $1,000,000) must be relied upon to 

shelter a transfer to a GRAT from gift tax. 

 

 6. Because of the potential exposure to possible gift tax, accurate valuation of 

the assets contributed to the GRAT is important.  Real estate and LLC 

interests if contributed to a GRAT are both difficult to value.  It is therefore 

important not to cut corners on having the valuation done by a competent 
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appraiser who understands the valuation issues.  This downside can be 

overcome by “zeroing out” the gift to the GRAT by drafting the GRAT so 

that the annuity amount retained by the grantor is equal to the value of the 

amount gifted to the GRAT. 

 

 7. The GRAT is a complicated technique and requires a well drafted trust 

agreement, a trustee, a tax identification number and the preparation of 

annual trust income tax returns.  The grantor can serve as trustee during the 

term of the reserved annuity; but if the property will be held in trust 

thereafter it could result in negative estate and income tax consequences to 

continue to serve as trustee after the annuity period is over.  One or more 

family members could serve as trustee of a GRAT. 

 

We should be able to place a minority interest in an LLC in a GRAT at a discount for lack 

of marketability and minority interest.  If the value of the property placed in the GRAT on 

a discounted basis is equal to the value of the annuity retained by you, then there will be 

no gift tax due upon establishment of the GRAT.  If the minority interest is discounted 

somewhere between 35% to 45% and generates sufficient money to pay the GRAT annuity 

amount, then we will have 35% to 45% of the value of the property contributed to the 

GRAT out of your estates plus any appreciation in value of the assets in the GRAT in 

excess of the annuity amount paid out to the grantor that occurs over the term of the 

GRAT.  We would need to locate LLCs or other properties to be gifted to a GRAT that are 

generating sufficient cash flow to pay the GRAT annuity amount.  

 

 2. Intentionally Defective Grantor Trust (“IDGT”).  An alternative approach 

to a GRAT is to consider selling minority interests in your business LLC to an IDGT in 

which your children and other family members would be the beneficiaries.  This has some 

advantages over a GRAT:  (i)  The AFR rate used for a sale will be lower than for a GRAT 

so the assets in the IDGT can grow less and still outperform the amounts being paid on the 

promissory note that is being paid back to you and (ii)  this strategy works even if the 

grantor dies before the promissory note is completely paid back. 

 

In general, the strategy works as follows:  An IDGT is a trust that has been carefully drafted 

so that the transfer of property to the trust is not a sale for income tax purposes. The trust 

is also drafted so that the assets transferred to a properly structured IDGT are not included 

in the taxable estate of the grantor for federal estate tax purposes. However, the grantor 

continues to be income taxed on the income generated by the asset, and the grantor 

continues to deduct losses generated by the assets held by the IDGT. 

 

In general, the IDGT is drafted so the grantor is denied the actual use and enjoyment of 

assets contributed to the trust. Therefore, contributions to an IDGT must be irrevocable 

transfers, and the grantor cannot be a trust beneficiary. Since the grantor irrevocably parts 

with the use and enjoyment of the contributed assets, the property is treated as removed 

from the grantor's taxable estate for federal estate tax purposes. 
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However, the IDGT reserves to the grantor at least one of several powers that for income 

tax purposes results in the IDGT and all of its property still being treated as the grantor's 

property for income tax purposes. By having the property transferred to the IDGT treated 

as the property of the individual for income tax purposes, a sale of property by the grantor 

to the IDGT is treated as a transfer from the grantor to himself and therefore the transaction 

is not a sale for income tax purposes. 

 

A transfer of property to the IDGT is generally done via an installment sale. In order to 

assure that the sale will be respected as a legitimate sale for tax purposes, the IDGT should 

be gifted cash at least equal to 10% of the impending installment sale and the sale should 

be secured by the assets being sold to the IDGT. 

 

Structuring the transfer of property to the IDGT as a sale at fair market value is very 

important so that no gift arises on the transfer. However, for income tax purposes, no 

income or loss is recognized on the transfer. 

  

Since the transfer to the IDGT is treated as a sale for fair market value for estate and gift 

tax purposes, the grantor removes the future appreciation of the transferred assets from his 

or her estate. The note receivable from the IDGT will be included in the grantor's estate but 

it will not appreciate in value. 

 

Furthermore, the grantor continues to be taxed on the income generated by the property. 

Therefore, the IDGT receives 100% of the income generated by the assets in the trust while 

every year the grantor depletes his or her estate by the income tax the grantor is personally 

paying on the income earned by the IDGT. In essence, the grantor is able to make 

continuing nontaxable gifts to the trust beneficiaries of the income tax which the grantor is 

personally paying every year. 

  

An example of how a sale to an IDGT could be structured to benefit the Madeit family is 

set forth in detail below. 

 

First, you, as grantors would create an IDGT which in general your children or other family 

members may be the trustee and your children or other family member are the beneficiaries.  

You would make a cash gift to the IDGT in an amount equal to approximately 10% of the 

purchase price.  The purchase price would be established by a fair market appraisal.  In 

order to establish the value of an LLC interest, there would need to be an appraisal done of 

the underlying assets owned by the LLC as part of the valuation of the LLC interest itself.  

Your interests in the LLC would also be appraised to establish the purchase price for the 

LLC minority interest in the LLC.  Because a sale of a minority interest in an LLC is not a 

controlling interest, a good business appraiser will in all probability discount the fair 

market value of the minority interest in the LLC being sold by 30% to 45% for lack of 

marketability and minority interest.  The appraisal of the LLC interest is a critical step as a 

sale for below market value would be deemed to be an additional gift by you to the IDGT 

which would use up part of your lifetime gift tax exclusion (presently $1,000,00 for each 

of you) to the extent the actual value exceeded the purchase price or if you have already 

used up your lifetime gift tax exclusion, it could result in the payment of gift tax. 
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For example, assuming you desired to sell a 25% interest in an LLC to an IDGT and the 

underlying value of the real estate or other assets held by the LLC appraises at a fair market 

value of $5,000,000,  25% of the value of the real estate and other assets held by the LLC 

would be $1,250,000.  However, a 25% interest in an LLC is not a controlling interest and 

is not generally marketable.  Therefore, a good business appraiser may discount the value 

of the 25% LLC interest by 30% to 40% which would result in a fair market value purchase 

price for the 25% LLC interest of between $875,000 (assuming a discount of 30%) and 

$750,000 (assuming a discount of 40%). 

 

You would make a gift to the IDGT of cash in an amount approximately equal to 10% of 

the appraised purchase price ($75,000 to $87,500).  After some time has passed (probably 

six (6) months or so), the IDGT would enter into a purchase agreement with you to buy the 

25% LLC interest for its appraised value ($750,000 to $875,000) depending on the fair 

market value appraisal.  Using a $750,000 purchase price, the IDGT would purchase the 

25% LLC interest  from you by making a down payment of $75,000 to you and the balance 

of $675,000 would be paid by the IDGT executing a promissory note bearing interest at 

the long term federal AFR rate for the month of sale.  The promissory note would be paid 

by the IDGT in installments of interest only with a balloon of the full balance due in 10 

years.  The promissory note would be secured by the LLC interest being purchased by the 

IDGT or underlying assets of the company.  Because the sale is from you to the IDGT 

(which is a grantor trust for income tax purposes and is therefore deemed owned by you 

for income tax purposes), there is no capital gains tax payable by you on the sale of the 

25% LLC interest.  Also, there is no income tax due on the payments to you of interest by 

the IDGT on the promissory note as these payments are treated as if you are paying interest 

to yourselves. Therefore, the interest on the promissory note is not deductible by the IDGT 

nor is it income taxable to you. 

   

After the installment sale transaction is completed, the IDGT owns a 25% interest in the 

LLC and so 25% of any distributions made by the LLC will now go to the IDGT and can 

be used by the IDGT to make the installment payments of interest only to you.  Because 

the IDGT is a grantor trust, the income taxable portion of distributions flowing through the 

LLC to the IDGT will continue to be income taxable to you.  If the distributions are 

sufficient, the IDGT can use the distributions in excess of the amounts necessary to pay the 

interest only installments to prepay the promissory note if so desired. This would assist you 

as you would then have cash to pay the income tax which will be payable by you on the 

income taxable distributions flowing from the LLC through to the IDGT. 

 

Using our example, the net effect of sale of the 25% LLC interest to the IDGT is as follows: 

 

1. You will have transferred the 25% LLC interest to the IDGT.  Your children 

or other family members will be the trustee and the beneficiaries of the 

IDGT and all assets of the IDGT will eventually pass to the family members 

who are beneficiaries of the IDGT. Therefore, you will have in essence 

transferred a 25% LLC interest to your child using up only $75,000 to 

$87,500 of your lifetime credit against the gift and estate tax.  You will have 
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in effect removed an asset with an undiscounted value of $1,250,000 out of 

your estate for federal estate tax purposes plus all appreciation on that asset 

after the date of the sale. You will have in your combined estate for federal 

estate tax purposes, the down-payment amount of $75,000 and the amounts 

paid by the IDGT on the promissory note plus any remaining unpaid balance 

of the promissory note. 

 

2. You are effectively making an additional non-taxable gift to the 

beneficiaries (the one or more family members who are beneficiaries of the 

IDGT) by paying the income tax on the taxable amounts being distributed 

through the LLC to the IDGT. 

 

3. To the extent the 25% LLC interest appreciates more than the federal AFR 

rate over the term of the promissory not, the appreciation will pass estate 

and gift tax free to the family members who are beneficiaries of the IDGT. 

  

WHAT HAS CHANGED IN 2017? 

 

• Recommendation #8 remains a very viable recommendation as we continue to have 

a low interest environment and given the higher gift and estate tax exemptions of the 

Madeits, Recommenation #8 would allow for leveraging of the Madeits exemptions.  A 

GRAT or sale to an IDGT especially makes sense for families who do not have charitable 

intent and the primary goal is to transfer wealth to children, grandchildren or other family 

members.   

 

Recommendation #9:  Gift LLC interests at a discount during lifetime. 

 

Another approach would be to simply gift at a discount assets that would be entitled to a 

discount for lack of marketability and minority interest  (such as minority interests in an 

LLC as described in Recommendation #8 above) directly to your children or to generation 

skipping trusts established for your children (see Recommendation #3 above).  Because we 

would be using assets which are being discounted, we would not want to risk the IRS 

revaluing the assets above the amount of your combined lifetime gift tax exclusions 

(currently $1,000,000 for each client, total $2,000,000).  We could provide for a gift over 

to a GRAT or to the family foundation of any amounts valued above the discounted 

value of the gifts.  So if the IRS audits and is successful in contesting and establishing a 

higher valuation for the gift, under the formula establishing the gift, it would just result in 

a gift over to the family foundation or to the GRAT and would not result in any gift tax if 

valued higher than the available gift tax exclusion of the grantors.  

 

WHAT HAS CHANGED IN 2017? 

 

• We now have additional support for making formula gifts that we did not have in 

2008.  In general, gifts should be formula gifts.  In the 2012 Tax court case of Wandry v 

Commissioner, TC Memo 2012-88, the taxpayers gifted membership units in a family LLC 

to their children and grandchildren.  The Tax Court approved an adjustment formula clause 
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triggered by post-audit revaluation under which units are reallocated so that value of 

number of units to each donee equaled the gift tax exclusion dollar amount specified in 

transfer documents. A Wandry type formula gift should be used to prevent gift tax from 

being incurred when the valuation of the family entity could be adjusted on audit by the 

IRS. 

  

Recommendation #10:  Life Insurance Trust.   

 

Even assuming we are able to reduce the estate tax due at your deaths, it is clear that there 

will be estate tax due in any event.  You should not be the owner of any life insurance 

policy as this will just increase the size of your respective estates by the death benefit paid 

on the life insurance. We would also recommend that you consider obtaining life insurance 

to pay the estate tax liability. This is especially important when so much of the estate is 

illiquid (i.e. real estate, LLCs and other business entities).  Generally, a life insurance trust 

should be seriously considered whenever estate tax will be due even after we have reduced 

the estate tax as much as reasonably possible utilizing the other estate planning options 

discussed in this letter.  The primary purpose of a life insurance trust is to: (i) shelter the 

proceeds of life insurance upon the life of both spouses from federal estate taxation and (ii) 

provide liquidity for the payment of the estate tax and other debts of the estate without 

increasing the estate tax due because properly structured the life insurance proceeds in the 

life insurance trust are excluded from the estates of both spouses.  So that you may 

understand how a life insurance trust operates, some general principles concerning taxation 

of life insurance proceeds and how a life insurance trust works will be helpful to you. 

 

 1. Generally, life insurance proceeds payable to or for the benefit of the 

insured's estate are includible in the insured's estate for estate tax purposes.  Also, proceeds 

of a life insurance policy under which the decedent-insured is the owner or holds any 

incident of ownership are includible in the decedent's estate at his or her death regardless 

of who actually receives the life insurance proceeds.  Life insurance proceeds are generally 

income tax free under § 101 of the Internal Revenue Code.   

 

 2. The basic technique is to structure an entity (an irrevocable life insurance 

trust) which will be the owner and beneficiary of an insurance policy and to draft the trust 

to assure that neither of you will have any incidents of ownership over the insurance policy 

or powers over the trust that could result in the life insurance proceeds being included in 

your respective estates for federal estate tax purposes.  Keeping this in mind, the general 

plan would be as follows: 

 

  A. An irrevocable trust is created by you.  Your children or other family 

members chosen by you are the beneficiaries of the life insurance trust.  Since it is 

contemplated that the irrevocable trust would be the owner of one or more life insurance 

policies on your lives, it is important that neither of you be the trustee of the irrevocable 

life insurance trust. 

 

  B. Generally the life insurance trust is drafted so that it can be funded 

by each grantor making cash gifts which will qualify for the annual exclusion from gift tax 
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($12,000 per year per beneficiary, $24,000 per year per beneficiary for married couples) or 

by using part of each of your lifetime gift tax exclusion (currently $1,000,000 each).  These 

are the funds that will be used to pay the premiums on the life insurance policy when 

purchased by the trustee.  If properly drafted, there will be no gift tax consequences to John 

or Jennifer when contributions of cash are made to the irrevocable life insurance trust for 

the purpose of paying premiums. 

 

  C. After the life insurance trust is funded by cash contributions, the 

trustee purchases a life insurance policy on the life of one of you or a second to die policy 

on both your lives.  The trustee of the life insurance trust is the applicant, owner and 

beneficiary of the policy.  This avoids the Internal Revenue Service claiming that either of 

you at any time owned any incidents of ownership over the insurance policy which could 

cause inclusion of the life insurance proceeds in either of your estates for federal estate tax 

purposes.  The advantage of using a joint survivor or last to die policy is that the mortality 

tables on two lives are used to determine the amount of the premiums which reduces the 

premium cost substantially.  However, if your estate plan is going to result in estate tax due 

on the first of you to die, then individual policies on the life of each of you may make more 

sense. 

 

  D. Upon the death of the insured, the insurance policy proceeds are paid 

to the trustee. Because neither of you hold any incidents of ownership over the policy, the 

proceeds are not included in either of your estates for federal estate tax purposes.  The 

insurance policy proceeds will be available to the beneficiaries of the trust (your child or 

other family members) to use to pay the estate tax due on the estate of the decedent through 

one or more of the following methods: 

 

   (i) The insurance proceeds are simply distributed to the 

beneficiaries who may then use the proceeds to pay their share of the estate tax due on their 

inheritance. 

 

   (ii) The trustee can loan insurance policy proceeds to the estate 

of the decedent at a market interest rate and at arms length terms and with adequate 

security.  The amount loaned is then used to pay estate tax. 

 

   (iii) The trustee may buy a non-liquid asset from the estate thus 

providing liquidity to pay the estate tax and the non-liquid asset is then distributed to the 

beneficiaries of the irrevocable life insurance trust who are generally the same persons who 

receive your estate under your estate plan. 

 

To understand the importance of neither of you owning life insurance in a manner that 

would result in estate tax inclusion in your respective estates for federal estate tax purposes 

and the advantage of using a life insurance trust, an example is helpful.  If we assume estate 

tax will be due at the highest estate tax rate (currently 45%) and you continue to be the 

owner of the $3,000,000 life insurance policy you presently own, the entire $3,000,000 

would be included in your gross estate generating an additional federal estate tax of 45% 

of the $3,000,000 in death proceeds or an additional $1,350,000 in estate tax.  This would 
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leave only $1,650,000 available for the purpose the life insurance policy was originally 

purchased (i.e. to pay the estate tax).  In this example, the life insurance policy owned by 

you and purchased for the purpose of paying estate tax has in fact increased the estate tax 

due.  If the same life insurance policy was purchased by the trustee of an irrevocable life 

insurance trust, the entire $3,000,000 would not be subject to estate tax in the estate of 

either of you and the entire $3,000,000 would be available to your beneficiaries to pay 

estate tax on your death.  In essence, the full $3,000,000 would be available to replace the 

wealth lost by estate tax without actually increasing the estate tax due. This 

recommendation of doing some life insurance planning via a life insurance trust should be 

seriously considered because:  (i) Your combined estate consists of many illiquid assets 

(real estate, LLC interests and other entities) and (ii) a substantial estate tax on the estate 

of the surviving spouse will be due in full nine (9) months after the date of the death of the 

surviving spouse. 

 

Life insurance planning could be done in some interesting ways.  If we moved LLC 

interests into a life insurance trust at a discounted value, the revenues generated by the 

gifted assets could be used to pay life insurance premiums on the policy.  We will have the 

assets and the earnings from the gifted assets available to pay estate tax and appreciating 

outside the estate.  If we make the life insurance trust a grantor trust for income tax 

purposes, we can sell assets to the grantor trust without income tax consequences and 

payment of the income tax by the grantor will constitute an additional gift tax free gift to 

the beneficiaries of the trust.  If the life insurance trust is a grantor trust for income tax 

purposes, we can also transfer the policy out of the trust to another grantor trust if that was 

ever necessary. 

 

WHAT HAS CHANGED IN 2017? 

 

• While the need for life insurance held in an ILIT for estate tax purposes is not as 

great because of the higher estate tax exemptions, Recommendation #10 remains a very 

viable recommendation for people whose wealth exceeds $5.6 million dollars for single 

persons and married persons whose wealth exceeds $11.2 million dollars.  Life insurance 

held in a ILIT is conceptually a very simple way to deal with paying estate tax.  Life 

insurance is also insulated from creditors and if placed in an ILIT can provide asset 

protection for family beneficiaries of life insurance proceeds.  See §§ 42-10-3 and 42-10-

5 NMSA 1978. 

 

      Sincerely yours, 

 

      KENNETH C. LEACH & ASSOCIATES,  

      P.C. 

 

      By       

       Kenneth C. Leach 
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THE NOT SO LIMITED LLC: LLCs IN ESTATE 

PLANNING 

 

I. INTRODUCTION 

A. A “New” Tool for the Toolbox 

Although a relatively recent addition to the area 

of corporate law, limited liability companies (“LLCs”) 

have quickly become a useful tool in business law and 

estate planning. Since Wyoming adopted the first LLC 

act in 1977, the “new kid” on the corporate law 

“block” has attained a popularity that has outpaced the 

common law and statutory alternatives, such as 

corporations, general partnerships, limited 

partnerships, and appears to still be the preferred 

organizational structure to some of the more recent 

statutory options such as limited liability limited 

partnerships. 

 

New Mexico adopted the Uniform Limited 

Liability Act
1
 (the “LLC Act”) in 1993 and, according 

to a New Mexico Secretary of State’s report in 

January, 2017, there are 150,297 LLCs in New 

Mexico, more than 25,000 of which were created in 

2015 and 2016. Because of the proliferation of LLCs 

in the state, estate planning advisors will almost 

certainly have the opportunity to advise clients who 

have an ownership interest in an LLC or may benefit 

from using an LLC in their estate planning.  

 

B. Scope of Paper 

The goal of this paper is to provide some basic 

information to assist estate planning attorneys and 

advisors regarding the options for the role of LLCs in 

estate planning (rather than business operations) and 

to provide some information regarding possible 

changes to LLCs on the horizon. As an introduction to 

the topic, this paper does not attempt to analyze all of 

the issues to be considered when selecting the form of 

organization or entity to best accomplish the client’s 

goals and objectives. Additionally, this paper will not 

address complex structures, taxation in depth, or 

membership interests in LLCs as securities or 

investment opportunities. Finally, this paper is 

directed to an audience of New Mexico advisors and 

therefore will be of limited benefit to practitioners of 

other states, though some of the general principles 

may apply. 

 

II. LLC BASICS 

A. Why Use an LLC in Estate Planning?  

In the context of estate planning, it is not 

uncommon for a client to own an interest in a 

business, often that has already been organized into a 

formal entity. In this regard, the advisor may be 

                                                      
1
 The LLC Act is found in Chapter 53, Article 19 of the 

Corporations Act, NMSA 1978, §§ 53-19-1 – 19.  

tempted to consider the ownership interest in the 

business as just another asset to be addressed in the 

scope of the estate planning. However, a currently 

operating business may raise a host of other estate 

planning or family issues, particularly in the case 

where a family-run business is the primary asset but 

not all members of the next generation are involved in 

the day-to-day operations. For example, consider a 

small business owner who has three children, only one 

of whom is involved in the business that represents the 

bulk of the estate’s value. The owner may want to 

provide for all three children. How should the estate 

plan be arranged to provide all three children? Should 

the hands-off children be given ownership in the 

business? If so, should they have the authority to 

make decisions for the business? What is the value of 

the sweat equity of the child who has been involved in 

the business? As one of the author’s mentors has 

described it, “What is fair is not always equal and 

what is equal is not always fair.” There are a number 

of ways to address such a situation and attempt to 

equalize inheritances while maintaining the capable 

management of the business, but the discussion of 

those options is beyond the scope of this paper. 

Instead, this paper will focus on using an LLC as part 

of the estate planner’s toolbox as a supplement to the 

traditional estate planning documents (wills, trusts, 

powers of attorney, advance health care directive, 

etc.).   

 

In determining whether to use an LLC to assist 

the estate planning client in achieving his or her goals, 

it is imperative that the advisor correctly identifies the 

client
2
 and has a good understanding of the client’s 

objectives. This may require a fair amount of 

communication and more than one conference.  

 

An LLC may be an appropriate estate planning 

tool for a client who is interested in one or more of the 

following: 

 Asset protection (for the client or the 

recipient(s) of the assets); 

 Improved asset management; 

 Continuity of operations; 

 Limitations on who can benefit from 

assets; 

 Streamlined transfer process; 

 Annual gifts to reduce exposure to 

federal estate taxes; 

 Option to reduce federal estate taxes; 

                                                      
2
 For example, the advisor may need to consider, among 

other things, some of the following questions. If the client is 

married, are both spouses being represented by the same 

attorney? Is another person assisting with the logistics of 

the estate planning? Who is making the decisions? Are 

other family members or asset owners involved? 
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 Reduced or eliminated probate expenses; 

or, 

 Separation of asset/business management 

from receipt of profits. 

 

However, an LLC is not a panacea, nor should 

every estate planning client necessarily have one. 

There may be less expensive, less involved, and more 

accessible options available for the client that would 

be more conducive to meeting the client’s estate 

planning goals and objectives.  

 

An LLC provides some asset protection to the 

owners because the owners are not personally liable 

for the legal obligations (e.g., debts, contracts, etc.) of 

the LLC. The limited liability of an LLC does not 

mean that the owner(s) are completely shielded from 

all financial risk because the assets of the LLC may be 

liable for the legal obligations of the LLC. However, 

the LLC essentially insulates this risk from the rest of 

the owner’s assets. Thus, limiting liability may be 

especially attractive to a client who owns assets that 

carry some additional exposure to lawsuits, such as 

rental property or a business. Additionally, it may be 

wise to consider using more than one LLC to separate 

the liabilities related to one asset from the other assets.  

 

At the outset, it is important to note that there are 

other types of entities besides an LLC that may meet 

the client’s needs. These alternatives are briefly 

generally described below.  

 

B. Distinction Between LLCs and Other Entities 

As one of the five basic business entities, an LLC 

is “an organization formed under” the LLC Act. This 

process and what it means will be addressed shortly. 

The five basic
3
 business entities are:  

 

 Corporation. A corporation is a business 

entity which is owned by one or more 

shareholders (who own shares or stock) and 

run by the officers (president, vice-president, 

treasurer, secretary, etc.) under the 

control/supervision of the board of directors. 

A New Mexico corporation is formed by 

filing articles of incorporation with the New 

Mexico Secretary of State. Governing 

documents for a corporation include the 

articles of incorporation, bylaws, resolutions, 

corporate minutes, and may include 

shareholder agreements.  

 

                                                      
3
 Excluded from this list are organizations such as 

professional corporations/associations, business trusts, 

unincorporated associations, and nonprofit corporations.  

As an aside, it is worth noting that “S” 

corporations and “C” corporations are just 

corporations that are distinguished by how 

they are taxed. An “S corporation” is a 

corporation that has elected to be taxed under 

Subchapter S of the Internal Revenue Code.
4
 

A “C corporation” is any corporation that is 

not taxed as an “S corporation.”
5
 They are not 

distinct forms of corporations/business 

entities. 

 

If structured and operated properly, the 

corporation and not the shareholders should 

be liable for the legal obligations of the 

corporation (e.g., debt, contracts, etc.). 

 

 General Partnership. A (formal) general 

partnership
6
 is formed by two or more persons 

by filing a statement of partnership with the 

New Mexico Secretary of State. The owners 

of a general partnership are the general 

partners, often referred to simply as partners, 

who own partnership interests (sometimes 

referred to as partnership units) and by default 

have equal authority to conduct/manage 

partnership business. In addition to the 

statement of partnership, the governing 

documents for a general partnership may 

include a partnership agreement as well as 

partnership records like resolutions and 

consents. 

 

Each of the partners in a general partnership is 

joint and severally liable for the obligations of 

the partnership. In other words, a general 

partnership offers no limited liability for the 

partners. However, a general partnership may 

be converted to a limited liability partnership 

by filing a statement of qualification with the 

New Mexico Secretary of State. § 54-1A-

1001. 

 

 Limited Partnership.  A limited partnership 

consists of a general partner and one or more 

limited partners. The general partner owns a 

partnership interest (often a minority 

                                                      
4
 Internal Revenue Code (“IRC”) defines the term “S 

corporation” as “a small business corporation for which an 

election under [IRC] section 1362(a) is in effect.” IRC § 

1361(a)(1). 
5
 IRC § 1361(a)(2). 

6
 Subject to some exceptions, an informal or de facto 

general partnership may be formed “the association of two 

or more persons to carry on as co-owners a business for 

profit,” even without a written agreement or even the intent 

to form a partnership. NMSA 1978, § 54-1A-202(a). 
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ownership percentage) and is responsible for 

making most of the business decisions for the 

limited partnership. The limited partner(s) 

own partnership interests (sometimes referred 

to as partnership units). A limited partnership 

is formed by filing a certificate of limited 

partnership with the New Mexico Secretary of 

State. The governing documents are the 

certificate of limited partnership and may 

include a partnership agreement, as well as a 

schedule of partnership interests (listing the 

partners and their respective partnership 

interests). 

 

In a limited partnership, the general partner is 

liable for the obligations of the limited 

partnership, but the limited partners are not. 

Thus, a limited partnership offers limited 

liability for the limited partners. 

 

 Limited Liability Limited Partnership.  A 

limited liability limited partnership is similar 

to a limited partnership, but the general 

partner’s liability for the obligations of the 

partnership is limited.  

 

 Limited Liability Company. A limited 

liability company is formed by one or more 

persons filing articles of organization with the 

New Mexico Secretary of State. The owners 

of an LLC are the members who own 

membership interests. In a member-managed 

LLC, the members make decisions regarding 

the operation of the LLC; in a manager-

managed LLC, the members appoint one or 

more managers, who does not have to be a 

member, who are responsible for making most 

decisions for the LLC. The governing 

documents for an LLC are the articles of 

organization and may include an operating 

agreement. 

 

Regardless of the form of management, 

neither the members nor any managers are 

personally responsible for the legal 

obligations of the LLC.  

 

Although the use of a proper entity provides 

limited liability for the owners, each owner can still be 

held liable for his or her own actions. Additionally, 

because creditors are generally paid before owners 

receive the return of their capital when a business 

winds down, if the entity has significant debts, the 

owner may receive nothing, but the creditors of the 

entity cannot look to the other assets of the owner(s) 

to satisfy their claims. Moreover, third parties may 

require that the owner(s) of a recently created entity 

provide personal guarantee(s) for the debts of the 

entity. In general, an owner who provides a personal 

guarantee for a debt of the entity has essentially 

bargained away some of the limited liability that 

would otherwise exist.  

 

Because the use of an entity involves transferring 

ownership of the assets to the entity, it may not be 

wise to transfer encumbered assets to the entity 

without the consent of the lender. Transferring the 

encumbered asset without the consent of the lender 

may trigger the “due-on-sale” clause of the loan 

documents, which could result in the lender exercising 

its option to demand repayment of the loan in full, 

often within thirty (30) days. In certain circumstances, 

the due-on-sale clause may not be triggered for 

transfers to a living trust.
7
   

 

Under New Mexico law, one form of entity may 

be converted to another form by filing appropriate 

paperwork with the New Mexico Secretary of State. 

Such documents may include articles of conversion 

and a conversion agreement. Under the LLC Act, a 

corporation, general partnership, limited partnership 

(including a limited liability limited partnership) may 

be converted to an LLC. § 53-19-60. Similarly, an 

LLC may be converted to a corporation, general 

partnership, limited partnership, or limited liability 

limited partnership. § 53-19-60.1.     

 

C. Forming an LLC 

A domestic
8
 (i.e., New Mexico) LLC is formed 

by filing the articles of organization with the New 

Mexico Secretary of State. § 53-19-7. The articles of 

organization may be signed and filed by one person or 

more than one person, none of whom are required to 

be a member of the LLC. Id.  

 

The LLC Act requires that the articles of 

organization include certain information, specifically:  

 the name of the LLC (which cannot be 

similar to another business);  

 the street address of the initial “registered 

office;”  

 the name of the initial “registered agent;” 

the street address of the LLC’s “principal 

                                                      
7
 Federal law prohibits the enforcement of a due-on-sale 

clause for a home loan when the borrower transfers the 

home to an inter vivos trust (i.e., a living trust) in which the 

borrower is and remains a beneficiary. 12 U.S.C. § 1701j-

3(d)(8). 
8
 In contrast, a “foreign” LLC is any LLC that was created 

under the laws of another jurisdiction, even the other 

jurisdiction is another state.  
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place of business” (if different from the 

LLC’s registered office); and,  

 the period of duration of the LLC (may 

be perpetual). 

 

NMSA 1978, § 53-19-8.  

 

Additionally, the articles should disclose if the 

LLC will be manager-managed (rather than member-

managed) and if the LLC may operate as a single 

member LLC (i.e., only one member, but may include 

a husband and wife who own the membership interest 

as community property). Id. Other information related 

to the LLC, such as provisions regarding the internal 

operation of the LLC, may be included in the articles 

of organization, but is not required. § 53-19-8(F). 

 

In addition to the articles of organization, a 

statement indicating that the initially appointed 

registered agent has accepted the appointment needs 

to be signed and filed with the New Mexico Secretary 

of State. § 53-19-9(A). The registered agent (an 

individual who is a resident of New Mexico or a New 

Mexico business entity or an out-of-state business 

entity authorized to operate in New Mexico) is 

responsible for accepting service of process (i.e., the 

complaint and summons of a lawsuit) and providing it 

to the LLC. 

 

The current filing fee for the articles of 

organization is $50. The articles of organization can 

be changed by filing articles of amendment (or 

restatement) and paying a filing fee of $50.  

 

D. Management of the LLC: Who’s in charge?  

As referenced above, there are basically two 

different ways that an LLC can be managed: by its 

member(s) or by its manager(s), who are selected by 

the members.  

 

Under the LLC Act, the default management 

arrangement is management by the members. § 53-19-

15(A). In other words, if the articles of organization 

do not specify that the LLC will be managed by one or 

more managers, the LLC is a member-managed LLC. 

Management by the members means that the members 

of the LLC are responsible for making decisions 

regarding the business and affairs of the LLC. Id.  

 

Alternatively, the LLC may be managed by one 

or more managers, who do not have to be members. § 

53-19-15(B). In fact, a manager does not have to be a 

natural person; it can be another business entity. Id.  

 

The LLC Act provides the default rules for how 

an LLC operates internally and externally. Among 

other things, the LLC Act specifies the following: 

 The extent of liability of the members 

and managers to third parties;  

 That members are not proper parties to 

legal actions against the LLC just 

because they are a member; 

 The standard of care required of a 

managing member or manager  (i.e., they 

can be held liable for gross negligence or 

willful misconduct); 

 How members voting authority is 

calculated (i.e., in proportion to the value 

of their contributions to the capital of the 

LLC); and, 

 The required authority to take specific 

actions (e.g., majority decisions, 

unanimous decisions, etc). 

 

These default rules can be altered in many 

respects by the members entering into an optional 

operating agreement. If a valid operating agreement 

does not exist for the LLC, the LLC and its members 

are governed by the LLC Act.  

 

Often, a single member LLC may elect to operate 

without an operating agreement. After all, there is a 

single owner who has the authority to make decisions 

for the LLC. Even in the case where the “single 

member” is a husband and wife, some clients may 

prefer to operate the LLC without a formal operating 

agreement.     

 

However, for any LLC with two or more 

members where the members are not married to each 

other, an operating agreement can be very helpful in 

formalizing the procedures and decision-making 

authority of the members. In the context of utilizing 

an LLC in estate planning, this is especially true. 

 

For instance, a valid operating agreement can 

address issues such as: 

 The business purpose of the LLC; 

 Types of acceptable contributions; 

 When contributions must be made; 

 Whether the management can require 

future contributions or cash calls; 

 When and how distributions are made; 

 How decisions are made and who makes 

them; 

 How internal conflicts are resolved (e.g., 

mediation, arbitration, litigation, etc.); 

 The authority of the members to deal 

with third parties; 
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 Obligations of the members to other 

members; 

 Who can be admitted as a member; 

 Restrictions on how and when the 

membership interests can be transferred; 

 What happens if a member becomes 

incapacitated, insolvent, or dies; and, 

 What happens if a member becomes a 

judgment debtor (e.g., is sued for 

something unrelated to the LLC and 

loses). 

 

Additionally, for manager-managed LLCs, the 

operating agreement can specify the qualifications for 

the manager(s), how the manager(s) are selected, how 

long the manager(s) will serve, and procedures for 

removing or replacing a manager. 

 

In the context of estate planning, there are a few 

additional considerations regarding whether an LLC is 

appropriate, even if the client’s objectives include 

goals that could be accomplished by utilizing an LLC. 

For instance, the client may indicate that asset 

protection is one of his or her highest priorities, but if 

their only assets are a residence, a car, and a 

retirement account, there would likely be better 

alternatives than an LLC. 

  

Some of the most opportune scenarios for using 

an LLC for estate planning purposes include clients 

who own real property besides their residence and 

clients who have an interest in a business. 

 

For example, an estate planning client may own 

one or more rental properties in New Mexico or 

elsewhere. Creating an LLC and transferring the 

properties to the LLC can provide the client with some 

asset protection because the assets of the LLC will be 

segregated from the rest of the client’s assets. 

Additionally, the transfer of the membership interest 

is much easier than transferring the real property by 

deed because the transfer documents for membership 

interests do not have to be recorded. Also, 

membership interests can be divided fractionally 

much easier than real property and the LLC structure 

prevents the possibility of a partition suit for the real 

property, which could occur if the real property was 

owned outright. 

 

For a client that owned property in another state, 

rental or otherwise, an LLC may be a viable 

alternative to a trust as a means to avoid ancillary 

probate proceedings in the other state. This is a result 

of the fact that the LLC holds title to the real property, 

not the client (the client owns a membership interest 

in the LLC).  Upon the death of the member, the 

membership interests (not the real property itself) 

would be transferred to the devisees/beneficiaries, 

who would enjoy the same limited liability as the 

client.  However, an LLC may need to register with 

the appropriate state agency to be recognized in the 

other jurisdiction.  

 

For a client who operates a business, an LLC 

may be a useful estate planning device to allow the 

operations to continue after the death of the client. 

Additionally, the flexibility provided by the LLC 

ownership and operations options could allow the 

client to leave one family member in charge of 

operating the business while still providing an 

economic benefit to other family members.  

 

III. BASIC TAX ISSUES 

A. Income Taxation of an LLC 

In general, the income of a multi-member LLC 

can be taxed in one of two ways: like a partnership or 

like a corporation. Unless there are special 

circumstances, a single member LLC is usually 

considered a “disregarded entity” by the IRS and the 

profit or loss of the LLC passes through to the 

member and is reported on the member’s personal 

income tax return. There are a number of factors to 

consider when making the decision about how the 

LLC should be taxed, so it is important to get 

competent advice regarding the advantages and 

disadvantages of each. This advice will often come 

from a CPA, which provides a good opportunity for 

the estate planning team to work together.  

 

If the LLC elects to be taxed as a partnership, the 

LLC will not pay any income tax at the entity level. 

Instead, the profit (or loss) will be reported to the 

taxing authority (and member) as the personal income 

of the member(s). This is often referred to as “pass 

through” or “conduit” taxation. This reporting is 

usually done on an IRS Form K-1, which should 

reflect the member’s proportionate share of the profit 

or loss for the tax year. However, it should be noted 

that income may be reported that was not actually 

received by the member in the tax year. If the LLC 

earned a profit but did not distribute the profits to the 

members, the profit is reported to the IRS as income, 

even though the member has not yet received the 

income. Some people refer to this reported-but-not-

yet-received income as “phantom income.” In general, 

each member is responsible for paying the taxes, if 

any, on the income reported to them.  

 

If the LLC is taxed like a corporation,
9
 then the 

income taxes are reported and paid by the LLC. 

                                                      
9
 An LLC may elect to be taxed as a “C corporation” or an 

“S corporation.” Taxation as an S corporation is also 
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However, distributions from the LLC are generally 

includible as income to the members. Thus, similar to 

a corporation, there is a possibility of “double 

taxation.” However, electing to be taxed as a 

corporation may have some benefits that would justify 

the risk of paying taxes on the income to the LLC as 

well as distributions from the LLC to the members.  

 

However the LLC elects to be taxed for federal 

income tax purposes should determine which 

requirements the LLC must comply with for state 

income tax reporting and payment. Generally, the 

state requirements correspond with the federal 

requirements. 

 

B. Gross Receipts Taxes 

Regardless of how the LLC elects to be taxed by 

the IRS on its income, the LLC may be required to 

report and pay New Mexico gross receipts taxes for 

the “privilege of engaging in business” in New 

Mexico. NMSA 1978, § 7-9-4(A). Currently, 

according to the applicable regulations, “any person 

who rents or leases three or fewer units of real 

property … need not register with the taxation and 

revenue department … nor report the receipts.” NM 

Admin. Code § 3.2.116.10.  

  

C. Estate Tax Planning Opportunities 

1. Valuation Discounts on Gifts 

One of the more attractive features of an LLC in 

the context of estate planning is the opportunity to 

engage in gifts of the membership interest as a means 

of reducing the client’s exposure to the federal estate 

tax. This can be accomplished in a number of ways. 

One option is for the client-member, while alive, to 

give away a minority interest in the LLC, which may 

allow the valuation of the gifted membership interest 

to be discounted to reflect the lack of control and lack 

of marketability of the minority interest in a closely 

held business. These discounts are designed to reflect 

the reality of the marketplace while complying with 

the IRS’ definition of “fair market value.”
10

 Although 

each discount has a distinct rationale, both discounts 

may be applied to the same assets, provided each 

discount would apply. Combined, the discounts may 

reduce the value of the gifted asset by 20% to 40%, or 

more in some cases. 

                                                                                         
considered pass through taxation. Here, “taxed like a 

corporation” refers to a C corporation.  
10

 Generally, for estate and gift tax purposes, the value of 

assets to be taxed are valued at the fair market value, which 

is defined as “the price at which the property would change 

hands between a willing buyer and a willing seller, neither 

being under any compulsion to buy or to sell and both 

having reasonable knowledge of relevant facts.” Treas. Reg. 

20.2031-1(b) and Treas. Reg. 25.2512.1. 

 

For example, consider an unmarried hypothetical 

client who is the sole member of an LLC with assets 

that are worth $100,000. If the client decided to give 

away a minority interest of 49% in the LLC, the fair 

market value of the gifted membership interests for 

estate and gift tax purposes may be less than $49,000 

after applying the lack of marketability and lack of 

control discounts. If the combined discounts were 

30%, the value of the gift for gift tax purposes would 

be $31,850. Thus, the client has removed $49,000 

worth of assets from his or her estate while using less 

than $32,000 worth of their unified credit against the 

estate and gift tax.
11

 Although the combined discounts 

may substantially reduce the value of the gift for 

federal tax purposes, advisors would do well to 

remember the adage, “Pigs get fat; hogs get 

slaughtered.” Being too aggressive with the discounts 

may trigger unwelcomed attention from the taxing 

authorities. 

 

2. Annual Gifts 

Another option to reduce federal estate tax 

exposure that can be facilitated by the use of an LLC 

is taking advantage of the annual gift tax exclusion by 

making annual gifts of membership interests, the 

value of which is less than the amount of the annual 

exclusion. In 2017, the amount of the annual gift tax 

exclusion is $14,000 per donor, per donee, and the 

amount is expected to increase to $15,000 in 2018. 

This means that an unmarried client can give away 

$14,000 worth of gifts to each individual recipient 

during the same tax year without being required to 

report the gift on a gift tax return, pay gift taxes, or 

use any of their unified credit. Using the same facts as 

illustrated in the prior hypothetical situation, rather 

than making a single large gift, the client could give 

$14,000 worth of membership interests to each 

recipient each year without being required to report 

the gifts. The benefits of an annual gifting strategy can 

be increased when combined with valuation discounts. 

 

3. Withdrawal of IRC § 2704 Regulations 

Under the previous presidential administration, 

the Treasury Department issued some proposed 

regulations that would significantly alter the 

regulatory scheme for allowing valuation discounts, 

especially in the context of closely held businesses 

where the ownership interests were transferred to 

family members. Some people referred to these as the 

“2704 Regulations” based on the fact that the 

                                                      
11

 Assuming the client had not made any other gifts to the 

recipient of the gifted membership interests in the same 

year, the amount of the unified credit actually used would 

be less as the annual gift tax exclusion could be applied to 

reduce the amount of the gift subject to gift tax. 
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proposed regulations were related to IRC § 2704. 

During the period for public comments on the 

proposed regulations, a number of estate planning and 

tax professionals submitted formal comments 

objecting to the new proposed regulations on a variety 

of issues, including the lack of clarity of the 

regulations, the inability to comply with some of the 

regulations’ requirements, and the failure of the 

regulations to reflect realities of the market. 

Fortunately for estate planners, after reviewing the 

comments submitted by the public, on October 2, 

2017, the Treasury Department announced that it was 

withdrawing the proposed regulations in whole.
12

  

 

IV. POTENTIAL CHANGES TO LLCS 

A. Revised Uniform LLC Act 

One of the most significant potential changes to 

LLCs in New Mexico is the possibility of the state 

legislature adopting the Revised Uniform Limited 

Liability Act (“Revised Uniform LLC Act”).
13

 The 

Revised Uniform LLC Act was introduced in the 

regular legislative session in 2017 as House Bill 180 

by Representative Zachary Cook. House Bill 180 was 

introduced and the committees that reviewed it 

recommended that it be enacted. However, it was not 

enacted in 2017. It seems quite possible that it may 

come up for a vote in the next legislative session. 

   

The Revised Uniform LLC Act would repeal and 

replace the existing LLC Act and would significantly 

change a number of provisions related to the 

formation and operations of LLCs in the state and 

would require the filing of periodic reports for each 

LLC (e.g., first report within three months of 

formation, and then one report every three years). As 

introduced, the Revised Uniform LLC Act would 

apply to LLCs formed after July 1, 2018,
14

 and any 

LLCs created before then that elected to be governed 

by the Revised Uniform LLC Act by filing an 

amended and restated “certificate of organization” 

(i.e., articles of organization) with the New Mexico 

Secretary of State. HB 180, § 110(A). 

 

A summary of the significant differences 

between the model legislation the Uniform LLC Act 

                                                      
12

 A copy of the Treasury Department’s press release 

announcing the withdrawal of the proposed regulations may 

be found at https://www.treasury.gov/press-center/press-

releases/Documents/2018-03004_Tax_EO_report.pdf  
13

 A copy of the Revised Uniform LLC Act, as introduced 

as House Bill 180, may be found at 

https://www.nmlegis.gov/Sessions/17%20Regular/bills/hou

se/HB0180.pdf 
14

 Because the Revised Uniform LLC Act was not enacted 

in 2017, if it is enacted during the next legislative session, 

the effective date may be later. 

was based on and the model legislation the Revised 

Uniform LLC Act is based on is attached as Appendix 

A.
15

 Additionally, the Fiscal Impact Report of the 

New Mexico legislature’s Legislative Finance 

Committee is attached as Appendix B. In addition to 

analyzing the fiscal impact of the legislation if 

enacted, the Fiscal Impact Report includes a synopsis 

of House Bill 180, as well as some comments from 

Attorney General’s Office regarding some potential 

challenges to the interpretation of the Revised 

Uniform LLC Act as drafted. In particular, there 

appears to be some confusion with regard to the 

application of the Revised Uniform LLC Act to 

existing LLCs that do not elect to be subject to the 

new law if enacted. Although the title of the 

legislation provides that its enactment would repeal 

the current LLC Act, the legislation also provides that 

existing LLCs created before the effective date that do 

not elect to be subject to the Revised Uniform LLC 

Act would be subject to the LLC Act as if it had not 

been repealed. HB 180, § 110(C). 

 

B. New Partnership Audit Rules 

For partnerships and LLCs that elect to be taxed 

as partnerships, there are some new tax rules 

regarding audits that will go into effect for tax years 

beginning after December 31, 2017. These new rules 

are currently in the form of proposed regulations that 

were created under the Bipartisan Budget Act of 

2015.
16

 The new rules are significant in that they 

substantially alter the procedures used by the IRS 

when conducting audits of entities taxed as 

partnerships.
17

 In short, the new rules were designed 

to make it easier for the IRS to conduct audits of 

entities taxed as partnerships by allowing the IRS to 

deal directly with the entity rather than the potentially 

numerous partners/members. 

 

                                                      
15

 The Uniform LLC Act and the Revised Uniform LLC 

Act are versions of the model legislation promulgated by 

the Uniform Law Commission (also known as the National 

Conference of Commissioners on Uniform State Laws). 

The model version of the Revised Uniform LLC Act 

(referred to as the “Uniform Limited Liability Act”) with 

the Uniform Law Commission’s commentary can be found 

at 

http://www.uniformlaws.org/shared/docs/limited%20liabilit

y%20company/ULLCA_Final_2014_2015aug19.pdf   
16

 A copy of the proposed regulations (which will be part of 

26 CFR 301) may be found at 

https://www.gpo.gov/fdsys/pkg/FR-2017-06-14/pdf/2017-

12308.pdf  
17

 These new regulations appear to apply to all forms of 

partnerships (i.e., general partnerships, limited partnerships, 

or limited liability limited partnerships). 
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1. Entity Level Regime 

Although entities taxed as partnerships do not 

pay income taxes at the entity level, if an audit of the 

entity is conducted under the new rules, any 

adjustment to the entity’s return (e.g., a change in 

income, gain, loss, deduction, or credit) during an 

audit is assessed and collected at the entity level (not 

at the partner/member level). Within forty-five (45) 

days of the “Notice of Final Partnership Adjustment,” 

the entity may elect to issue new informational returns 

(e.g., K-1s) to the partners/members and the 

partners/members would then be required to file their 

own amended returns to address their share of the 

entity’s adjustment. If the entity does not elect to issue 

new information returns to the partners/members, the 

entity is responsible for paying any additional tax, 

penalty, or interest.  

 

Instead of filing an amended return, the new rules 

also allow the entity to request an “administrative 

adjustment” and take any adjustment into account at 

the entity level or issue new information returns to the 

partners/members. This procedure can be used to 

address an overpayment or underpayment of taxes. 

 

The new rules also impose a consistency 

requirement, meaning the partners/members returns 

must treat items consistently with how the entity 

treated the item unless the partner/member files a 

statement with the IRS identifying the inconsistency 

or if the return of the partner/member is consistent 

with information provided to partner/member from 

entity and partner/member elects the treatment to 

apply to that item. If there are inconsistencies between 

the entity’s return and the return of the 

partner/member, the IRS will treat it as a “clerical or 

mathematical error” (i.e., the IRS does not have to 

issue a notice of deficiency) and the partner/member 

cannot request an abatement on assessment of an 

inconsistency. 

 

2. “Partnership Representative” replaces TMP 
Additionally, the new audit rules replace the 

concept of a “tax matters partner” with a new position 

referred to as a “Partnership Representative” (even if 

the entity is an LLC). The Partnership Representative 

must have “substantial presence” in the United States 

(i.e., must be able to meet with IRS in person, must 

have U.S. address and phone number, and must have a 

tax identification number), but does not have to be a 

partner/member and may be another entity (as long as 

a specific individual is designated to act on behalf of 

the entity serving as the Partnership Representative). 

The Partnership Representative has the sole authority 

to communicate with the IRS regarding the audit and 

the entity (and the partners/members) are bound by 

the actions taken by the Partnership Representative. 

 

The Partnership Representative must be 

designated on the entity’s return each year and the 

designation is only valid for one year. The same 

Partnership Representative could be designated year 

after year, but the Partnership Representative for the 

year(s) under audit is the Partnership Representative 

for the entity, even if the current Partnership 

Representative receives the audit notice. Thus, it is 

possible that a former partner/member could be the 

Partnership Representative for an audit. However, a 

Partnership Representative must be eligible to act (i.e., 

cannot be dead, incarcerated, incapacitated, dissolved, 

or enjoined from acting). If the entity does not 

designate a Partnership Representative, the IRS may 

do so.  

 

3. Electing Out of New Rules by Small Entity 

For small entities, it may be possible to elect out 

of the new rules which would allow the entity to 

continue under the old audit rules (i.e., where each 

partner/member deals with the IRS independently). To 

be eligible to elect out, the entity must have fewer 

than 100 partners/members, which is determined 

based on the number of K-1s the entity issued during 

the tax year. For any partners/members that are S 

corporations, the number of shareholders of the S 

corporation are included in the count of the 

partners/members. Even if the entity has fewer than 

100 partners/members, each of the partners/members 

must be an eligible partner/member. Eligible 

partners/members are limited to individuals, U.S. and 

non-U.S. C corporations,
18

 S corporations, and estates 

of deceased partners/members. Thus, disregarded 

entities (e.g., a single member LLC), trusts, and 

partnerships are not considered eligible 

partners/members to allow the entity to elect out of the 

new rules. However, the proposed regulations indicate 

that the IRS may issue further regulations or guidance 

to allow a small entity taxed as partnership to elect out 

of the new rules where one or more partner/member is 

not otherwise an eligible partner/member. The IRS 

has indicated that it will scrutinize the decision to 

elect out of the new rules and will analyze whether the 

entity has identified all of the partners/members (not 

just those reported as partners/members).  

 

The author’s inference is that this new approach 

will require additional consultation and advice from 

advisors regarding the new rules and the role of the 

Partnership Representative. Additionally, operating 

                                                      
18

 Regulated investment companies (RICs) and real estate 

investment trusts (REITs) are considered C corporations for 

this purpose. 
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agreements and partnership agreements may need to 

address a number of issues, including:  

 who will act as the Partnership 

Representative; 

 whether the entity will attempt to address 

adjustments at the entity level or at the 

owner level; 

 whether the entity will require additional 

contributions from the partners/members 

to resolve any adjustments, and if so on 

what basis;  

 how adjustments are allocated to the 

partners/members; 

 whether (and to what extent) to 

indemnify the Partnership 

Representative; 

 whether the Partnership Representative 

should be compensated for serving; and, 

 how to resolve audits/adjustments that 

may implicate former partners/members.  

 

V. CONCLUSION 

Although LLCs will likely never become some 

common in estate planning as wills, trusts, and powers 

of attorney, there are a number of situations in which 

an LLC may be quite advantageous in assisting the 

client achieve his or her estate planning objectives. As 

changes to the state and federal regulatory landscape 

for LLCs are implemented, it is important to analyze 

the advantages and disadvantages and to sufficiently 

educate the client to allow him or her to make 

informed decisions. Because the proper use of an LLC 

may greatly benefit the client, it is another tool in the 

toolbox of a competent advisor that may allow the 

client to see that not every estate planning “problem” 

appears to be a “nail.” 
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LIFE INSURANCE AS A TOOL IN ESTATE PLANNING
DEBBIE LAWYER & WILLIAM BROWN

QUESTIONS TO BE ANSWERED TODAY

WHY ESTATE PLANNING?
WHY INSURANCE? 

ESTATE EQUALIZATION OR DISTRIBUTION

FOR WHAT SITUATIONS?

 Blended Families
 Illiquid Assets (Real Estate)
 Family Owned Business
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ESTATE EQUALIZATION OR DISTRIBUTION 

WHAT DOES THIS LOOK LIKE? 

 Set up at ILIT to keep the death benefit out of the estate

 Fund the ILIT utilizing a 2nd to die policy

 Fund the premium through gifting using Crummy laws

 Establish distribution through Trust Language 

ESTATE EQUALIZATION OR DISTRIBUTION

CASE STUDY #1

 John and Jane Doe ages 65 and 62
 5 children from previous marriages
 John and Jane each own separate houses that they brought into the 

marriage valued at $300,000 each that will pass to 2 of the 5 children.
 2nd to die policy in the amount of $1,000,000 beneficial interest as 

follows:
 $300,000 each to remaining 3 children

 $100,000 to cover any outstanding issues needed

ESTATE EQUALIZATION OR DISTRIBUTION

CASE STUDY #2

 Jack and Jill Uphill ages 67 and 64
 Business owners

 3 children from their marriage – 2 active in the business
 Business valued at $5,000,000 transferred to GRAT

 2nd to die policy in place for 2.5 million
 At 2nd death the business is transferred to the 2 active children with the funds from the 2nd to 

die policy transferred to the 3rd child. 
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LEGACY PLANNING THROUGH IRA STRATEGIES 

WHY IS IT NEEDED?

 Frees up retirement assets to be utilized during 
the life of the insured(s)

 Allows for a more significant legacy 

LEGACY PLANNING THROUGH IRA STRATEGIES 

L.O.

Loved One

C

Charity

G

Government

X
Your money can go three places when you die. 

Cross out the one you would LEAST like
to get your money when you die. 

LEGACY PLANNING THROUGH IRA STRATEGIES 

THESE 3 IRA STRATEGIES HAVE THE POTENTIAL TO:

 Keep your client’s IRA in their CARE, CUSTODY & CONTROL 
 For the rest of their life

 In case of emergency

 Significantly increase the value of their IRA legacy, and

 Take no additional market risks in their portfolio
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LEGACY PLANNING THROUGH IRA STRATEGIES 

CASE STUDY

 John Smith – age 70, normal health, and survives until age 80

 Judy Smith – age 65, normal health, and survives until age 85

 IRA Balance: $500,000

 IRA Hypothetical Annual Return: 7.00%

LEGACY PLANNING THROUGH IRA STRATEGIES 

CASE STUDY – Solution using Strategy #1: Income Tax Offset

 Daughter’s estimated income taxes when she inherits $711,519 = $249,032
 Assumes taxes at 35%

 Purchase a $250,000 survivorship Universal Life policy today
 Name the Daughter as the beneficiary

 It’s almost like having someone else pay the IRA income taxes for you!
 What does it cost to do that? 

*Some values have been rounded for simplicity

LEGACY PLANNING THROUGH IRA STRATEGIES 

CASE STUDY – Solution using Strategy #2: Income Tax Elimination

 We forecasted the future value of the IRA
 Approximately $711,519 at Judy’s death

 Instead of purchasing a $250,000 survivorship policy, purchase one for $711,519 
 Daughter as beneficiary

 Daughter inherits $711,519 income-tax-free
 That’s over 50% more (net after-tax) than her original $462,487 after-tax inheritance!

 Judy names a Charity* as beneficiary of her $711,519 IRA
 No income taxes are due – charities are considered exempt from paying income taxes

*The term “charity,” as used in this context, means a charitable organization exempt
from income tax under the Internal Revenue Code.



10/13/2017

5

LEGACY PLANNING THROUGH IRA STRATEGIES 

CASE STUDY – Solution using Strategy #3: Legacy Enhancement

 From a tax perspective, what is one of the worst assets to die with? IRA
 If you don’t‘ need the RMD’s, then stop the growth!

 Withdrawal the annual earnings 
 $500,000 x 7% = $35,000 per year
 $35,000 – 25% tax = $26,250
 $26,250 as an annual premium can purchase a $1,660,489 income-tax-free survivor UL death benefit policy

 Based on M70/F65, Standard underwriting class

 $500,000 IRA donated to Charity

*Some values have been rounded for simplicity

LEGACY PLANNING THROUGH IRA STRATEGIES 

CASE STUDY – Solution table using these 3 strategies

*Some values have been rounded for simplicity

Current Plan $462,487 - 0 - $249,032

Income Tax Offset $711,519 - 0 - $249,032

Income Tax Elimination $711,519 $711,519 - 0 -

Legacy Enhancement $1,678,902 $500,000 - 0 -

L.O. C G

SPECIAL NEEDS 

WHY IS IT NEEDED?

 Set up special needs trust
 Allows for the enhancement of care for the special needs 

child
 Provide financial help for care giver(s)

 Sibling

 Relative

 Friend

 Comfort to the parent(s) insured



10/13/2017

6

SPECIAL NEEDS 

CASE STUDY 

 John and Jane ages 65 and 62
 Johnny age 35 – autistic on work program making less than Medicaid limit to maintain his qualification for 

Medicaid approved therapies
 John and Jane have assets including home, small IRA accounts, personal property
 At John and Jane’s death with no special needs planning the assets in their estate would go to Johnny. 

 Problem: this would disqualify him for the work program & all state assistance 
 No trusted care giver

 With special needs planning 
 Arranged a family member to provide care for Johnny
 Special needs trust cannot allow the family member to be compensated for rent or basic care but the funds are 

available to fix up a room in their home, take a vacation, and provide equipment that enhances Johnny’s life, etc. 
 Hindsight – by not having a special needs trust in place established by the couple’s will – Johnny is at the mercy of 

his surroundings

ESTATE PRESERVATION

HOW DO YOU DO THAT?

 LTCi Rider

 Add LIS Rider

 Implement LIRP

ESTATE PRESERVATION

CASE STUDIES

 Asset Based LTCi 2nd to die on Fred and Wilma to pay for any long term care needs
 The nationwide average is $250,000 for long term care needs.

 70% of all individuals will need some sort of care

 Guaranteed universal life long term care and longevity riders on Charles age 55 for 
$300,000 
 Funds death benefit

 Will pay for Long Term Care Needs

 Can access the death benefit for retirement 

 Indexed Universal Life Insurance Policy
 Tax FREE income through withdrawals and loans

 Making sure there is over loan protection
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CONCLUSION

WHY ESTATE PLANNING?

 Without a plan the government has complete control

 To establish and carry out your client(s) wishes

 To minimize taxes

 To maximize legacy

 To provide for your client(s) peace of mind

CONCLUSION

WHY INSURANCE?

 Without funding the plan may be ineffective

 To provide your client(s) the freedom to spend their 
savings without concern for their children and/or 

grandchildren
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