More Clients Should Choose Trusts

With good drafting, parents can give children the benefits
of a trust and still avoid ruling from beyond the grave

By Gideon Rothschil_d, partner, Moses & Singer LLP, New York, N.Y.

tly, the emphasis in estate planning was on saving estate taxes.
s more to estate planning than taxes. Even the most sophisti-
is worthless if clients’ assets are lost to a catastrophic judg-
hin the past few years, we have seen wild volatility in the stock
1d a staggering increase in individual and business bankrupt-
any of our high-net-worth clients, the emphasis is now more
preservation than accumulation. The ability to legally protect
m future creditors might be what distinguishes the wealthy
mrthe bankrupt. »

The concept of asset-protection planning seemed novel as recently as
10 years ago. Many thought it limited to offshore trusts and were suspi-
cious of the clients’ motives, suspecting tax evasion or fraud. Today,
asset-protection planning has more respect. I recommend it become an
integral part of every estate plan. But asset-protection plan-

Asset prOteCtiO N ning isn't limited to offshore trusts. It includes the proper
Can include form of ownership of assets and business interests, as well

integrating trusts

as integrating trusts into estate plans.
My experience leads me to believe that the professional

inNto estate plans, advisor community needs to do a better job urging clients

to use trusts, rather than making outright bequests. Given

today’s litigious climate, it is surprising to see that most wills still are

drafted to provide for outright distributions upon attainment of certain

ages. Drafters might believe they are merely following their clients wish-

es. [ submit that they aren'’t asking the right questlons—or alerting clients
to the pitfalls of their choices.

Instead of asking clients when they want children to receive their



inheritance, I suggest asking clients if they
have any concerns that their children might
one day get divorced or face financial difficul-
ties. Might a child ever have to give a person-
al guarantee to a bank for their business loans?
Or choose a career -with large malpractice
risks? Most clients [ advise have such con-
cerns. While the usual reasons for structuring
an inheritance as a trust include worries about
spendthrift children or disabled beneficiaries,

trusts can be a good option even when heirs -

are neither. It should never be overlooked that
trusts can confer tax benefits and protect ben-
eficiaries from future creditors.

Spendthrift trusts can protect assets from a
beneficiary’s bankruptcy or improvidence as
well as future ex-spouses and tort creditors.
But if these concerns are not considered or a
trust is not properly drafted, good intentions
can go awry. For example, in Drye v. United
States, the court found a disclaimer insuffi-
cient to thwart an Internal Revenue Service
tax lien. In Drye, amother left her estate to her
son outright, apparently failing to realize he
had outstanding tax liabilities. Her son dis-
claimed the inheritance that, under state law;
deemed him never to have received it. But the
U.S. Supreme Court held that a federal tax lien
was a lien on all property rights under federal
law; and could not be affected by a disclaimer.

Another common drafting error is to cre-
ate a trust for a term of years (such as a
grantor retained annuity trust) and provide
that, upon the end of the initial term, the trust
terminates in favor of the grantor’s issue. In
Dryfoos v. Dryfoos, a Connecticut court held
that, because one spouse had a vested interest
in the remainder, his soon-to-be ex-wife was
entitled to 30 percent of it. The entire corpus
would have been protected from divorce
claims had the grantor provided for a continu-
ing trust for her son's benefit.

Other common drafting errors include
using the phrase “the trustee shall make distrib-
utions for the beneficiary’s health, welfare and
maintenance.” Even where such distribution is
expected fo be in the trustee’s absolute discre-
tion, at least one court has held that the

trustee’s discretion is limited to determining the
amounts they “deem necessary for the taxpay-
er’s proper care, maintenance and support. The
provision that the ‘trustees shall pay’ is manda-
tory and conveys an intent of the testator that
his son is to receive support payments. . . if he
needs support.” Perhaps a different result
would have been obtained had the drafter used
the phrase “may make distributions” instead of
“shall make distributions.” Choosing the wrong
trustee may present problems of its own. For
instance, if the beneficiary is the sole trustee of
a trust providing him with discretion to distrib-
ute for his own health, welfare and mainte-
nance, such assets could be available to the
beneficiary’s creditors.”

TRUSTEE CONTROL

Despite trusts’ asset-protection advantages,
many clients react negatively- or reluctantly
when an advisor suggests creating one. Some

For ultimate
flexibility, give
the trustee
discretion to
end or revise
the trust.



clients don't want to be perceived as -

ruling from the grave. Some fear
potentially uncooperative trustees, not
to mention costs and administrative
complexities. A planner’s role then is
to educate clients on how trusts can be
drafted to balance the need for asset
protection with the desire to give ben-
eficiaries the degree of control that
comes with outright ownership.

A frust’s vulnerability to creditors is
generally dependent on three factors:
a beneficiary’s retention of control, an
ability to use a power of appointment
and withdrawal or invasion rights. For
maximum asset protection, trusts
should provide for independent
trustees; the right to receive income or

principal distributions in the trustee’s -

discretion; the power to make pay-
ment on behalf of beneficiaries rather
than directly to them; the authoriza-
tion to acquire assets for the use and
enjoyment of the beneficiaries (for
example, home, art, etc.); the power to
hold back distributions if adverse to a
beneficiary’s interest; the inclusion of
sprinkling beneficiaries; and-a spend-
thrift provision. »

A drafter must balance such pro-
visions with a client’s desire for maxi-
mum flexibility As it is difficult to

predict either an individual’s future or
the changing tax and administrative
environments, a trust requires maxi-
mum administrative flexibility. Even
the needs of first generation benefi-
ciaries (for example, the grantor’s
children), are uncertain, especially if

the beneficiaries are young and/or .

still developing socially or profession-
ally: Although reformation of the trust
through court proceedings may be
possible, such proceedings can be
costly and unpredictable:

Because the trustee acts, in some
sense, as a surrogate to the grantor
(especially during the grantor’s life-
time), subject to fiduciary and tax
concerns, the trustee’s powers over
trust property should be as close as
possible to outright ownership of
such property. Giving a trustee broad

. powers over the property is the best

way to make sure a trustee can han-
dle unanticipated circumstances. If
those powers are unfettered, howev-
er, the trust property might end up
included in the trustee’s estate. And if
one of the permissible beneficiaries is
a dependent of the trustee, the
trustee’s power to distribute to that
beneficiary must be limited to avoid
any potential distribution that could
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supplant the trustee’s legally enforce-
able support obligation.

The trustee also should be encour-
aged to make loans to a beneficiary,
rather than distributing. the trust
property outright. When distribu-
tions are appropriate, the trustee
should be given the power to sprinkle
property among the beneficiary and
his children. A sprinkle provision
among the beneficiary and his
descendants allows a grantor’s remote
descendants to enjoy the trust proper-
ty before the parent beneficiary dies.

OWNERSHIP BENEFITS

If a client’s objective is to provide the
benefits of outright ownership, it
might make sense to include a benefi-
ciary’s spouse as a discretionary bene~
ficiary of the trust during and after the
beneficiary’s lifetime. In addition, if
creditor claims make it inadvisable to
distribute trust property directly to a
beneficiary, a spouse can use trust dis-
tributions for the mutual benefit of
himself and the beneficiary (for exam-
ple, for the payment of rent on the
family residence). Notwithstanding
the potential to continue property in
trust. well beyond the lifetime of a
grantor’s grandchildren, some clients
wish to provide for distribution when
grandchildren/beneficiaries reach a
certain age, or alternatively, in set sums
or shares when they reach. certain
ages. Clients typically choose these
ages based on abest guess about when
their beneficiaries will be mature

- enough to receive the money But

unanticipated circumstances may
reduce or negate the benefit of distrib-
ution of trust property to the intended
beneficiary: For example, at the time of
arequired distribution, the beneficiary
may be in the midst of a bankruptcy
proceeding, subject to the claims of
creditors (including spousal claims) or
the recipient of governmental and/or
other social service benefits that are
based on financial need for eligibility
purposes (such as Medicaid).
Furthermore, unanticipated growth of



trust property may result in larger dis-
tributions than the grantor intended.

One possible solution is a “hold-
back” provision, which gives the
. trustee the power to withhold any
mandatory distribution of trust prop-
erty if he determines that the distrib-
ution would be adverse to the best
interests of the beneficiary. Because
a hold-back provision gives the
trustee—as opposed to the benefi-
ciary—the discretion to make distrib-
utions, it should protect the benefi-
ciary from all creditor claims. (See
“Hold-Back Clause,” page 33, for a
sample provision).

A grantor can achieve ultimate
trust flexibility by giving the trustee
the discretion to discontinue the trust
‘or revise the beneficial interests.
Reasons for terminating the trust can
include: the trust principal is too
small to warrant continuation; the
potential repeal of the estate tax may
negate the need to continue genera-
tion-skipping transfer tax exempt
property (although consideration
should be given to the tax’s reinstate-
ment); and the end of the family line.
Also, the grantor’s relationship with
one or more beneficiaries may
change for the worse after the trust
has been funded. On the other hand,

the grantor may wish to provide for -

an individual who is currently a non-
beneficiary out of the trust property.

The grantor may divorce or be wid-

owed and later re-marry, and wish to
benefit his new spouse and/or step-
children. The grantor may wish to
benefit certain of his beneficiaries’
spouses or significant others, but not
all. To allow such revisions the trustee
(or “protector”) can have the power
to revise the trust’s beneficial interests,
without causing inclusion of the trust
property in the grantor’s estate. (See
“Changing Beneficial Interests,” this
page, for a sample revision provision.)

Given that clients may be uncom-
fortable providing such broad discre-
tion to a trustee, consider limiting the
trustee’s power to revise the benefi-

cial interests by allowing such power
to be exercised only during the life-
time of the grantor and, perhaps, his
spouse. Consider further limiting the
trustee’s power to revise beneficial
interests so that only certain classes of
individuals may be added as trust
beneficiaries (for example, individuals
related by blood or marriage to either
the grantor or his descendants).
Property from a discontinued
trust should be made payable either
to one or more of the trust beneficia-
ries, or to any other trust created by
the grantor for any one or more of the
beneficiaries. One of my clients had
previously established an irrevocable

insurance trust that owned approxi-
mately $65 million of potential death
benefit proceeds. The trust mandated
distributions to the grantor’s children
upon his and his spouse’s deaths.
Unfortunately, the children had all
served on a board of a public compa-
ny and were named as defendants in
numerous lawsuits. Had the trust
allowed the trustee to distribute the
policies to another trust established
by the grantor, the proceeds might
have been preserved in trust for the
children’s’ lifetimes. In the end, a
solution to this potential calamity
involved selling the policies at their
current value to another grantor trust




that had the appropriate provisions.
Another way to preserve flexibili-

ty is to provide a trustee (or a third-

party) with the power to amend the
original trust agreement. This is espe-
cially useful given the uncertainty
regarding the estate tax. (See
“Amending a Trust,” page 35, for a
sample provision.)

- BENEFIGIARY CONTROL

One way to give a beneficiary the
power to dispose of trust property is
by giving him a power of appoint-
ment—also sometimes known as a
“power of disappointment.” A testa-
" mentary limited power of appoint-
ment is a power exercisable by the
beneficiary upon his death, generally
by execution of a will with a specific
reference to the trust provision that
grants the power. It vests the benefi-
clary with the power to adjust the
distribution of remaining trust prop-
erty based on the circumstances
existing at the time the power is exer-
cised. If a beneficiary has a limited-
power of appointment over trust
property; the property isn't taxed as
part of the beneficiary’s estate,

Normally, the beneficiary’s power of

appointment is limited to an exercise
* in favor of the grantor’s descendants,
in order to maintain the trust proper-
ty within the family line. However,
consideration should be given to
expand exercise in favor of spouses,

other individuals (for example, signif-
icant others) or charities, particularly
if the alternative was to make an out-
right disposition to the power holder.

CORPORATE TRUSTEE?

- Clients who are concerned that an

institutional trustee might not follow
their wishes, might appoint as trustee
close friends or relatives. A grantor
can name arelative as trustee and still
cede dominion and control. But if a
trustee is or may become a trust ben-
eficiary, a drafter must incorporate
special limitations into the trust to
prevent it from being included in the
estate of the trustee/beneficiary.’

If clients are considering creating a
dynasty trust—one that theoretically
will last for generations—they should
strongly consider using a corporate

trustee, or at least co-trustee. A cor-

porate trustee’s longevity permits
continuity of fiduciary governance of
trust, provides the client with reason-
able certainty as to the identity of the
trustee and ensures professional asset
management and greater likelihood to
strictly comply with standards of fidu-
ciary conduct. Utilizing an out-of-
state trustee may also provide relief
from state income taxation on the
trust’s income.

Clients are often ambivalent about
institutional ~trustees—particularly

‘when a trust will continue indefinitely.

Later generations of beneficiaries are

unlikely to have the same relationship
with the trustee as the grantor; key
individuals employed by the named

-corporate fiduciary may leave. In

addition, clients might have heard war
stories from friends and relatives who
were faced with intransigent trustees;
they may also mistakenly believe
trustee fees are too expensive. To mit-
igate such concerns, the trust can pro-
vide for a “protector” who is vested
with the power to oversee the
trustee’s administration of the trust.
Most importantly; the trust protector
could have the power to remove and
replace the trustee. An ability to
remove and replace the trustee does
not rise to the level of aright to affect
beneficial enjoyment. (See “Protector
Provision,” this page, for an example.)

With proper attention to detail, a
planner can assist a client in achieving
the dual objectives of wealth preser-
vation for future generations while
providing the flexibility usually found
only with outright ownership. |
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