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I. Introduction 

A. There are few greater challenges for the fiduciary than the family business 
interest.  At every turn, it presents tax complexities, overlapping or conflicting 
fiduciary duties, and perceived -- if not actual -- intra-family conflict. 

B. Family business interests are often part of the picture for the largest estates and 
trusts.  See, e.g., JPMorgan Private Bank, “Inside the Single Family Office 
Today” (2016) (in survey of family office professionals worldwide, “[m]ore than 
40% of families reported that over half of their net worth is tied to their operating 
business”). 

C. These interests typically make up a significant portion of the assets at hand, they 
are often illiquid, they tend to have outsized emotional significance for at least 
some of the beneficiaries, and they regularly pit one family faction against 
another. 

D. Family business interests tend to be more challenging in the trust context than in 
estate administration because trusts tend to span a much greater period of time 
than decedents’ estates. 

E. Family business interests pose multi-dimensional problems, any one of which 
could form the basis for an entire course of study.  This outline is intended as an 
overview of the most important issues from the fiduciary’s perspective. 

II. Characteristics of Trust-Owned Family Business 

A. A “family business interest” is a closely held business in which a trust or estate 
holds an interest.  It can be a corporation, partnership, or limited liability company 
(LLC), or other business entity.   

B. Often beneficiaries and trustees are employed by the business.  They may also 
play a fiduciary role with respect to the entity, serving as directors, officers, 
partners, or the like. 

C. The family business may be the primary or sole source of wealth or income for 
beneficiaries. 

D. There is inherent tension between those who control the business -- by virtue of 
their roles as trustees, directors, officers, etc. -- and those who are passive 
beneficial owners.  The fiduciary walks a fine line in managing this tension. 

III. Fiduciary Duties 

A. As with other aspects of a trustee or executor’s behavior, the administration of 
family business interests is subject to a variety of well-established fiduciary 
duties. 
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B. Overview of Selected Fiduciary Duties Applicable to Trust-Owned Family 
Business Interests 

1. Duty of Loyalty 

a. The fiduciary must place the interests of the beneficiaries first, 
ahead of both the fiduciary’s own interests and any other 
competing interests.  Restatement § 78 (“[A] trustee has a duty to 
administer the trust solely in the interest of the beneficiaries.”).2 

b. Because the duty of loyalty is owed to all beneficiaries, it requires 
the fiduciary to be impartial as between beneficiaries.  See The 
Northern Trust Co. v. Heuer, 202 Ill. App. 3d 1066, 1070 (1st Dist. 
1990) (trustee has “a duty to deal impartially with all beneficiaries 
and to protect their interests,” which “precludes it from favoring 
one party over another”). 

2. Duty of Care & Prudence:  Duty to Diversify 

a. The fiduciary must handle estate or trust assets with the skill of a 
prudent person with ordinary intelligence.  If the fiduciary has 
greater skill or expertise, the fiduciary must use that skill.  
Restatement § 90, cmt. d. 

b. Although historically the fiduciary had a duty not to delegate the 
investment of trust assets to others, the current Restatement 
reverses field and imposes a duty to delegate if the fiduciary 
herself does not have the requisite time or expertise.  Id. illust. 23; 
Thomas W. Abendroth, “Concentrated Stock Positions and Other 
Issues Facing Fiduciaries in the Investment of Assets,” 2010 OCC 
Central West District’s Trust & Estate Asset Management 
Conference (Sept. 21, 2010).  This shift is consistent with the 
recognition that a prudent person would often delegate investment 
responsibilities to others.  See Part V, below, for more detail on the 
trustee’s authority and duty with respect to delegation. 

c. Diversification of assets is generally an element of prudence.  760 
ILCS 5/5(a)(3) (“The trustee has a duty to diversify the 
investments of the trust unless, under the circumstances, the trustee 
reasonably believes it is in the interest of the beneficiaries and 
furthers the purposes of the trust not to diversify.”); 760 ILCS  
51/3 (effectively applying Prudent Investor Rule to charitable 
trusts). 

                                                 
2 Unless otherwise noted, references in this outline to the Restatement refer to the 

Restatement (Third) of Trusts. 
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d. The duty to diversify is not absolute.  “The trustee’s decision to 
retain or dispose of an asset may properly be influenced by the 
asset’s special relationship or value to the purposes of the trust or 
to some or all of the beneficiaries, consistent with the trustee’s 
duty of impartiality.”  760 ILCS 5/5(a)(4). 

e. In making decisions about trust investments, the trustee may 
consider “the general economic conditions, the possible effect of 
inflation, the expected tax consequences of investment decisions or 
strategies, the role each investment or course of action plays within 
the overall portfolio, the expected total return (including both 
income yield and appreciation of capital), and the duty to incur 
only reasonable and appropriate costs.  The trustee may but need 
not consider related trusts and the assets of beneficiaries when 
making investment decisions.”  760 ILCS 5/5(a)(6). 

3. Duty to Keep Beneficiaries Informed 

a. There is an increasing emphasis in the law on keeping beneficiaries 
informed.  For example, compare Restatement (Second) of Trusts 
§ 173 (limited circumstances in which a trustee must disclose 
information to beneficiary) with Restatement (Third) of Trusts § 
82 (trustee must make disclosure sufficient to keep beneficiary 
reasonably informed); Janowiak v. Tiesi, 402 Ill. App. 3d 997, 
1008 (1st Dist. 2010) (“One of the functions of th[e] duty of 
loyalty is to impose an affirmative obligation to disclose certain 
information that falls within the scope of the fiduciary 
relationship.”). 

b. See also In re Karavidas, 2013 IL 115767, ¶¶ 42, 48, 50 (executor 
had fiduciary duty of full disclosure to estate beneficiaries); Estate 
of Talty, 376 Ill. App. 3d 1082, 1089 (3d Dist. 2007) (executor 
owes a duty of full disclosure; relationship between executor and 
beneficiary “is that of trustee and cestui qui trust”). 

c. Providing information to beneficiaries tends to benefit the 
fiduciary.  It keeps the beneficiaries happier (i.e. less likely to 
complain3) and starts the clock for the statute of limitations.  See, 
e.g., 760 ILCS 5/11 (“A current account shall be binding on the 
beneficiaries receiving the account and on such beneficiaries’ heirs 

                                                 
3 The basic level of trust in our society is in shorter and shorter supply.  See Patricia M. 

Soldano & Lauren Benenati, “Millennials and the Family Office,” Trusts & Estates at 29 (Aug. 
2016) (reporting on Pew Research Center study from 2014 indicating that 40% of Baby Boomers 
“say that, generally speaking, most people can be trusted” -- but only 19% of Millennials say so).  
Open communication fosters trust. 
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and assigns unless an action against the trustee is instituted by the 
beneficiary or such beneficiary’s heirs and assigns within 3 years 
from the date the current account is furnished.”).  It also dispels the 
notion that the fiduciary who failed to disclose something must 
have been up to no good. 

d. Communication can also help combat “hindsight bias,” the 
“Monday-morning quarterback” phenomenon that leads all of us 
(and judges and juries) to believe that what actually happened in a 
particular situation -- whether it be a football game, an election, or 
the administration of a family business -- was obvious and 
predictable all along. 

(1) “Hindsight is especially unkind to decision makers who act 
as agents for others -- physicians, financial advisers, third-
base coaches, CEOs, social workers, diplomats, politicians. 
We are prone to blame decision makers for good decisions 
that worked out badly and to give them too little credit for 
successful moves that appear obvious only after the fact.  
There is a clear outcome bias.  When the outcomes are bad, 
the clients often blame their agents for not seeing the 
handwriting on the wall -- forgetting that it was written in 
invisible ink that became legible only afterward.”  Daniel 
Kahneman, Thinking, Fast and Slow 203 (2011). 

e. If beneficiaries receive information about the fiduciary’s decisions 
as they are made, but complain about them only years later after 
the results are in, it is easier to convince the factfinder that the 
complaint is nothing more than 20/20 hindsight. 

4. Confidentiality 

a. While fiduciaries generally owe a duty of disclosure to their 
beneficiaries, they owe a duty of confidentiality not to disclose to 
anyone else.  Restatement § 78 cmt. i (“the trustee’s duty of loyalty 
carries with it a related duty to avoid unwarranted disclosure of 
information acquired as trustee whenever the trustee should know 
that the effect of disclosure would be detrimental to possible 
transactions involving the trust estate or otherwise to the interests 
of the beneficiaries”).  Depending on the circumstances, this duty 
may impact the way in which fiduciaries behave with respect to 
family business interests. 

b. For example, someone who serves both as trustee of a trust that 
holds a controlling interest in a corporation and a director or 
officer of that corporation may not disclose trust-related 
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information to others at the company unless they too are trust 
fiduciaries or beneficiaries. 

C. Fulfilling Fiduciary Duties With Respect to Family Business Interests 

1. The fiduciary’s duties of care, loyalty, and keeping the beneficiaries 
informed can be especially difficult to fulfill where family business 
interests are concerned. 

2. Diversification 

a. Diversification has been the subject of a great deal of litigation. 

b. Although the Prudent Investor Rule requires diversification, it is a 
default rule that can be overridden by the settlor’s direction.  The 
settlor may direct or authorize the trustee to retain a concentrated 
investment.  Thomas W. Abendroth & Charles D. Fox IV, 
“Diversification or Concentration of Assets:  What Should a 
Trustee Do?” American Bankers Association Telephone Briefing 
(Nov. 2012). 

c. In general, the case law breaks in favor of fiduciaries who follow a 
robust process and against those whose independence is 
compromised or who do not rigorously evaluate the concentrated 
investment.  Some illustrative examples follow.   

d. Matter of Dumont, 26 A.D.3d 824, 809 N.Y.S.2d 360, 2006 N.Y. 
Slip Op. 866 (2006).  Trustee sued for retention of Eastman Kodak 
stock. 

(1) In his will, Charles G. Dumont directed that the residue of 
his estate be retained in trust for the benefit of his daughter 
and her descendants.  At the death of the descendants, the 
remaining property was to pass to designated charities.  The 
trust was funded in 1958 almost entirely with shares of 
Eastman Kodak Company.  The final paragraph of the will 
specifically discussed the retention of the Kodak stock:  
 
“It is my desire and hope that [the Kodak 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.” 

(2) In a subsequent provision, which became the focus of the 
litigation, the will also included an exception to the 
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retention provision, as follows:  
 
“The foregoing provisions shall not prevent my said 
Executors or my said Trustee from disposing of all or part 
of the stock in Eastman Kodak Company in case there shall 
be some compelling reason other than diversification of 
investment for doing so.” 

(3) In 1997, an attorney for Mr. Dumont’s grandchild (who 
was at that time the sole income beneficiary of the trust 
following her mother’s death) approached the Bank 
regarding the potential sale of the Kodak stock.  An 
agreement between all parties to sell the Kodak stock was 
pursued but never finalized.  In 1997, following a request 
by the income beneficiary’s lawyer to do so, the trust 
officers (for the first time) requested an in-house legal 
opinion regarding the terms of the trust and the 
construction of the exception clause.  Although the trust 
officers promptly received a legal analysis, the trust 
officers took no action regarding the sale of the Kodak 
stock and the matter was dropped.   

(4) A few months later, a compulsory accounting proceeding 
was brought by the income beneficiary and her sole living 
child (the presumptive remainderman) seeking damages in 
excess of $39 million because of the Bank’s alleged 
improper retention of an almost 100 percent concentration 
of Kodak stock and overall mismanagement of the trust. 

(5) In December 2001, the Bank determined that a compelling 
reason existed to sell the Kodak stock based on Kodak’s 
lack of a presence in the digital market.  The Bank 
recommended sale of 95 percent of the Kodak stock spread 
over three tax years to minimize the substantial capital 
gains tax, but the actual sale of the Kodak stock was 
expedited and took place over nine months. 

(6) The income beneficiary’s sole living child died in 2002, 
during the litigation, at which time the three charities that 
were the takers in default under the Will (the University of 
Rochester, Rochester Institute of Technology, and the 
American National Red Cross) became the presumptive 
remaindermen and joined the suit (along with the New 
York Attorney General). 

(7) In the lower court opinion, Dumont, 4 Misc. 3d 1003(A), 
791 N.Y.S.2d 868, 2004 N.Y. Slip Op. 50647U (2004), the 
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Surrogate extensively criticized the Bank’s conduct in 
support of its conclusion that the Bank had breached its 
fiduciary duty, including: 

(a) Failure to obtain a legal opinion (or a judicial 
decision) on the interpretation of the will, and 
failure to have a uniform interpretation of the will 
followed by the succession of trust officers 
responsible for the trust. 

(b) Lack of documentation of the investment strategy 
for the trust or the performance of the Kodak stock. 

(c) Inexperience of trust officers assigned to the 
account. 

(d) Lack of meaningful investment review and 
oversight beyond a “rubber stamp” process. 

(e) Lack of “triggers” in place for review of Kodak 
stock in the event of significant declines in stock 
values. 

(f) Inadequate communication with and disclosure to 
beneficiaries. 

(g) In a footnote, the Surrogate criticized the Bank for 
routinely using payment of its own fees as a 
compelling reason to sell the Kodak stock to 
generate funds to pay the fees. 

(8) The Surrogate concluded that despite the finding of breach 
of duty, under the terms of the will, there could be no 
liability by the Bank unless there had been a “compelling 
reason” to sell the Kodak stock other than diversification, 
thereby triggering the exception to Mr. Dumont’s direction 
to retain the Kodak stock.  The Surrogate rejected the 
Bank’s argument that any sale would result in 
diversification prohibited under the will, and drew a 
distinction between diversification and a sale to preserve 
the trust corpus and to remedy a suffered loss (even though 
such a sale could result in diversification).  The Surrogate 
defined a “compelling reason” as:  
 
“[A]ny factor which should indicate to the fiduciary that 
the interest of any beneficiary is not being reasonably 
maintained or protected by the trust, or that the interest of 
any beneficiary would not continue to be reasonably 



9 

maintained or protected by the trust, if the trustee were to 
continue to retain the stock.” 

(9) The Surrogate rejected the beneficiary’s position that the 
large concentration of Kodak stock itself was a compelling 
reason to sell the stock, citing Mr. Dumont’s family history 
and affection for Kodak, and that such an interpretation 
would render the retention clause in the will meaningless.  
The Surrogate also rejected the beneficiary’s attempt to 
preclude the Bank by estoppel from arguing that the 
retention of the Kodak stock was prudent, citing a prior 
decision against the Bank finding that the Bank as executor 
of another estate should have sold a large concentration of 
Kodak stock on or before August 1, 1973.  Matter of Janes, 
165 Misc. 2d 743, 630 N.Y.S. 2d 472 (1995).  

(10) The Surrogate concluded that a compelling reason did not 
exist to sell the Kodak stock on January 31, 1973, in light 
of the retention clause and the high value of the stock.  The 
Surrogate, however, concluded that a compelling reason 
existed to sell the Kodak stock on January 31, 1974 
because of (1) absence of previous praise for Kodak in the 
January 11, 1974 independent investment report and (2) 
declines in stock value throughout 1973. 

(11) The Surrogate also found that the low income yield of the 
Kodak stock created a compelling reason to sell the stock.  
The Surrogate disagreed with the Bank’s argument that the 
low income did not create a compelling reason in light of 
the beneficiary’s significant other assets and income, 
stating that “[t]he law protects the wealthy no less than the 
poor” and that the “duty to produce reasonable income is a 
duty to the trust itself, not the income beneficiary.”  The 
Surrogate stated that the low yield should have triggered a 
more thorough review of the Kodak stock, which did not 
occur. 

(12) The Surrogate held that the Bank should have sold 95 
percent of the Kodak stock on or before January 31, 1974.  
After factoring in capital gains taxes, dividends received by 
the beneficiaries, statutory compounded interest, and the 
actual sales proceeds of the Kodak stock when sold in 
2001, the Court surcharged the Bank for just under $21 
Million, and also ordered the Bank to forfeit its 
commissions, with interest, for a total surcharge of over 
$24 Million. 
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(13) The Bank appealed the decision to the Fourth Department, 
Appellate Division of the New York Supreme Court.  In a 
unanimous memorandum opinion issued on February 3, 
2006, the Appellate Division reversed the decision of the 
Surrogate’s Court. 

(14) The Appellate Division affirmed the Surrogate’s rejection 
of the claim that a compelling reason existed to sell the 
Kodak stock on January 31, 1973 based on low income 
yield combined with the risk to the remainder beneficiaries 
from the concentration of the stock itself.  The Appellate 
Division, however, held that the Surrogate erred by going 
beyond the beneficiary’s objections to determine that a 
compelling reason existed to sell the stock on January 31, 
1974 on the basis that (1) the date was not pled by the 
beneficiaries in their objections and (2) the court’s basis for 
the decision was not pled by the beneficiaries.  The 
Appellate Division cited prior case law for the principle 
that “[a] surcharge may not be predicated on a ground 
neither alleged nor proved.” 

(15) The Appellate Division then proceeded, in what might be 
characterized as dictum, to conclude that (even if the issue 
were properly before the Surrogate) there was no evidence 
that the Bank acted imprudently in failing to sell the Kodak 
stock based on price reductions of the stock, stating that 
“the Surrogate’s determination that the trustee should have 
sold the stock on January 31, 1974 is impermissibly based 
on nothing more than hindsight.”   

(16) The Appellate Division noted the history of success of the 
stock, favorable Valuline reports, and the retention clause 
in support of its conclusion, and rejected the Surrogate’s 
reliance on there being “less praise” on the 1974 Valuline 
report.  The Appellate Division also flatly rejected the 
Surrogate’s reliance on the low income yield as a basis for 
finding a compelling reason to sell the Kodak stock, stating 
that:  
 
“The dispositive test is whether the income was reasonable 
in view of the needs and interests of the income 
beneficiary…and not whether a certain percentage yield 
was being met.  The income yield of a stock is not 
determinative, nor indeed is it relevant to, the determination 
of reasonable income.  Rather, the determinative factor is 
the amount of income paid to the income beneficiary 
viewed in light of her overall financial circumstances.” 
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(17) Accordingly, the Appellate Division reversed the entire 
order of the Surrogate surcharging the Bank.  Interestingly, 
the Appellate Division did not address the multiple 
criticisms of the Bank’s conduct and procedures (or lack 
thereof) during the administration of the trust.  New York’s 
highest court, the Court of Appeals, denied the motions for 
leave to appeal the decision of the Appellate Division.  
Dumont, 7 N.Y.3d 824, 855 N.E.2d 1167 (September 12, 
2006).  The Appellate Division’s rebuke of the Surrogate 
on the merits is not essential to the decision (the procedural 
failings dispose of the entire matter), and a future court 
may be tempted to discount the balance of the decision as 
dictum. 

e. In Wood v. U.S. Bank, N.A., 828 N.E.2d 1072 (Oh. Ct. App. 
2005), the trustee was sued for failure to diversify out of a 
significant holding of Firstar stock. 

(1) John Wood II, a prominent Cincinnati attorney whom the 
court mentions had “estate-planning experience,” created a 
trust worth over $8 million, naming his wife as a 
beneficiary. During his lifetime, Wood served as trustee, 
naming Star Bank (which later became U.S. Bank) as 
successor trustee. Firstar stock constituted nearly 80 
percent of the assets of the trust.  Firstar was the successor 
to Star Bank before its U.S. Bank incarnation.  The 
remainder consisted of predominantly stock in Cincinnati 
Financial Corporation. Though the court did not provide 
the provision in its entirely, a relevant section of the trust 
document specifically gave the trustee the power:  
 
“[t]o retain any securities in the same form as when 
received, including shares of a corporate Trustee, even 
though all of such securities are not of the class of 
investments a trustee may be permitted by law to make and 
to hold cash uninvested as they deem advisable or proper.” 

(2) Relying on that provision, the trustee did not endeavor to 
diversify the trust assets. In fact, shortly after the grantor’s 
death, when the trust officers met with the beneficiaries to 
discuss selling some of the stock to pay the debts and 
expenses of the estate (pursuant to the grantor’s direction), 
they recommended sale of two-thirds of the minor stock 
position (Cincinnati Financial stock), and only ten percent 
of the Firstar stock. This was premised on the Firstar 
stock’s “strong earnings momentum.”  As the court noted, 
the plan was actually one of “reverse diversification,” 
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raising the percentage of total assets in Firstar stock to 
86%.  

(3) The court in Wood listed 7 factors a trustee should consider 
in diversifying:  1) the purposes of the trust; 2) the amount 
of the trust estate; 3) financial and industrial conditions; 4) 
the type of investment, whether mortgages, bonds, or 
shares of stock; 5) distribution as to geographical location; 
6) distribution as to industries; 7) the dates of maturity. 

(4) Interestingly, Firstar stock did substantially increase in 
value, rising from $21 per share in October 1998 to nearly 
$35 per share in early 1999 due to the bank’s merger. In 
April of 1999, the court noted that the beneficiaries 
requested that the trustee sell some of the stock and 
diversify, though the requests were not in written form. No 
stock was sold by the trustee as a result of the requests.  

(5) In the middle of 1999, Firstar’s stock price plummeted. By 
mid-2000, it was valued at $16 per share. Around this time 
Firstar decided to make the final distribution to the 
beneficiaries. Expert testimony approximated that the 
failure to diversify cost the plaintiff $771,099.  

(6) In analyzing the trust document, the court concluded that 
the language was “unambiguous.” It granted the trustee the 
power to retain its own stock even though it ordinarily 
wouldn’t have been permitted to do so. However, the court 
stated that the retention clause “merely served to 
circumvent the rule of undivided loyalty. The trust did not 
say anything about diversification.” Moreover, the court 
noted that the retention clause “smacked of the standard 
boilerplate that was intended merely to circumvent the rule 
of undivided loyalty, no more, no less.” As the court noted, 
broad or general authorizations are not enough to relieve 
the trustee of her duty to diversify.  

(7) While the court noted that there were indeed factors that 
justified retaining the stock (specifically, the significant tax 
consequences), the court stated that after the grantor’s 
death, such justifications were absent. In construing the 
grantor’s intent in the trust document, the court opined that 
had he wanted to circumvent the diversification 
requirement, he could have said so.  Thus the court 
explicitly held that “the language of a trust does not alter a 
trustee’s duty to diversify unless the instrument creating the 
trust clearly indicates an intention to do so.” (emphasis 
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added)  In order to abrogate the duty to diversify, a trust 
document must contain “specific language authorizing or 
directing the trustee to retain in a specific investment a 
larger percentage of the trust assets than would normally be 
prudent.”  

(8) Nevertheless, the court did identify a single exception to 
the statutory duty to diversify: as the statute itself provides, 
a trustee is relieved of the duty when the trustee 
“reasonably” determines that there are “special 
circumstances” for retaining the assets. The only way for 
Firstar to have been relieved of its duty to diversify, the 
court reasoned, was to have identified special 
circumstances which after the grantor’s death justified 
retaining the stock.  As the court noted, such “special 
circumstances” generally refer to “holdings that are 
important to a family or a trust,” such as a family farm or a 
closely-held corporation.  

f. Matter of Knox, 2010 NY Slip Op 52234U (February 24, 2010); 
Matter of Knox, 2010 NY Slip Op 52251U (November 24, 2010).  
Trustee found negligent for retaining concentrated positions in its 
own stock and Woolworth, and for making additional investments 
at the request of the settlor. 

(1) This case concerned a trust created by Seymour Knox II 
(Mr. Knox) in 1957 for the benefit of his son Seymour 
Knox III (Seymour), with a predecessor to HSBC Bank as 
sole trustee.  The Knox family had long been involved with 
the bank, and both Mr. Knox and his son Northrup headed 
the bank for many years.  The Knox family was one of the 
bank’s most important clients and among the founders of 
the modern version of the bank. 

(2) The trust provided for discretionary income and principal 
distributions among Seymour’s children and more remote 
descendants on a per stirpes basis, with the goal of treating 
Seymour’s children equally.  The trust was funded with 
5,000 shares of Woolworth stock and 5,200 shares of 
Marine Midland (now HSBC) stock.  At the time Mr. Knox 
created the trust, he was on the board of directors of both 
Woolworth and Marine Midland and owned 13% of all 
Woolworth stock. 

(3) The trustee repeatedly followed the expressed preferences 
of Mr. Knox and Seymour regarding the retention and 
purchase of stock.  Within a year following the creation of 
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the trust, the trustee sold 2,100 shares of Woolworth stock 
and purchased other equities.  However, the trustee retained 
the balance of the stock at Mr. Knox’s request.  In 1985 the 
Woolworth stock made up 38.1% of the trust portfolio, and 
the concentration increased to 40.2% by 1996.  The 
retention of the stock was approved by the trustee’s 
regional manager due to the low cost basis of the stock and 
“the sensitive nature of these issues on this account.”  In 
1991, the trustee wrote to Seymour and recommended the 
sale of the stock, but said they would continue to hold the 
stock because “co-trustee” Seymour did not want the stock 
sold.   

(4) By 1995, Woolworth was showing signs of trouble and 
stopped paying dividends.  That year, at Seymour’s request, 
the trust invaded principal to make up for the income lost 
when Woolworth stopped paying dividends, but continued 
holding a 33.6% concentration of the stock.  There was no 
documentation in the file as to why the stock was retained.  
Seymour died in 1996.   

(5) In 1997, Northrup wrote to the trustee and warned against 
holding Woolworth stock, and informed the trustee that all 
Woolworth stock in the Knox Foundation had been sold.  
That year, the trustee sold 5,000 shares of Woolworth 
stock, leaving 23,000 shares in the trust, making up a 
21.1% concentration.  That same year, Woolworth was 
removed from the trustee’s “hold list.”  In 1998, the trustee 
sold another 3,000 shares.  Later that year, the trustee 
received 20,000 shares of Venator (the successor to 
Woolworth) stock in an exchange.  The trustee did not fully 
divest the trust of Woolworth stock until 1999, four years 
after it stopped paying dividends. 

(6) The trust agreement expressly authorized the retention of 
the Marine Midland stock, even if the asset was not 
otherwise authorized by law as a suitable trust investment 
and even if the bank was acting as trustee.  Internal bank 
documents stated that Mr. Knox understood that the trustee 
had complete authority to sell the bank stock for purposes 
of diversification, and that Mr. Knox was not adverse to the 
sale but hoped other assets would be acquired rather than 
the bank stock sold.  In 1981, Seymour informed the trustee 
of his preference to retain the bank stock, and the trustee 
retained the stock.  The only documentation of the annual 
decision to retain the stock was a literal rubber-stamped 
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entry in the investment diary, with no analysis in the trust 
files.  The bank stock was finally sold in 1987. 

(7) In 1969, Mr. Knox and Seymour requested that the trustee 
purchase stock in Dome Petroleum and Leesona 
Corporation for the trust.  The trustee determined these 
stocks were not good trust investments, but purchased them 
anyway on the approval of Mr. Knox and Seymour.  
Despite the trustee’s negative conclusions about the Dome 
stock, it was held in an overweight position (well above 
10% of the trust portfolio, and by 1981 as high as 43.4%) at 
Seymour’s direction, whom the bank internally referred to 
as a “co-trustee” even though he was not actually a co-
trustee.  Even though Leesona was an off-list security not 
proper for the trust, the trustee held a concentration in 
Leesona as high as 30.4% of the trust portfolio on 
Seymour’s authorization.  There was no documentation in 
the file explaining the retention of the overweight position.   

(8) In September of 2006, the trustee brought an action in the 
Surrogate’s Court to settle its accounting from 1957 to 
2005 and to resign and be discharged as trustee. Seymour’s 
children objected to the accounting and alleged that the 
trustee negligently retained the Venator Group (the 
predecessor to Woolworth) stock.  The guardian ad litem 
appointed for Seymour’s minor descendants also filed 
objections alleging that the trustee breached its duty by 
failing to diversify investments, violating its own internal 
procedures in making investments, improperly abdicating 
its fiduciary role to Mr. Knox and Seymour, and being 
engaged in an overall pattern of imprudence and 
negligence. 

(9) The court held that the trustee breached its fiduciary duty 
and was negligent in purchasing the Dome and Leesona 
stock at the direction of a non-trustee (at different times 
Mr. Knox and Seymour) when the trustee’s own analysis 
concluded those stocks were not proper trust investments.  
On critical management issues, the court concluded that the 
trustee simply deferred to Mr. Knox and Seymour, even to 
the extent of allowing one or both of them to effectively 
override the best consideration of the sole trustee. 

(10) With respect to the Woolworth stock, the court held that the 
trustee should have sold the stock when it became an off-
list holding in 1997 at the latest, and that the trustee offered 
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no plausible explanation for its gross dereliction of its 
fiduciary duty.   

(11) With respect to the bank’s stock, the court held that:  (1) 
the trust instrument exonerated the trustee for holding its 
own stock, but only where it exercised its discretion with 
respect to the stock; and (2) since there was no proof that 
the trustee performed any actual analysis about the 
prudence of holding the stock and ignored its fiduciary 
duties, the trustee could not be absolved of it negligence by 
the trust terms. 

(12) The court held that the trustee negligently managed the 
trust by:  (1) failing to maintain documentation; (2) failing 
to develop an investment plan; (3) being indifferent to bank 
policies; (4) acquiescing to directions by a non-trustee and 
treating Seymour as a co-trustee; (5) failing to sell the bank 
stock at the inception of the trust; and (6) failing to sell 
90% of the Woolworth stock at the inception of the trust 
and the balance of the shares by 1991. 

(13) In a supplemental decision concerning damages against the 
trustee, the court:  (1) used a straightforward application of 
the Matter of Janes method of calculating damages; (2) 
awarded 9% interest compounded annually, finding that a 
9% return would have been earned by the trust assets if 
invested properly; (3) awarded actual damages in the 
amount of $21,437,084; (4) declined to order the trustee to 
return commissions due to a lack of evidence of 
malevolence or dishonesty; and (5) reserved decision about 
the trustee’s attorneys’ fees. 

g. Matter of Hyde, 44 A.D.3d 1195, 845 N.Y.S.2d 833 (October 25, 
2007).  Corporate trustee exonerated for failure to diversify stock 
concentrations on technical grounds and due to reasonable process 
of trustees and consideration of multiple factors in deciding to 
retain the stock. 

(1) This case involved objections to accountings for a twenty-
year time period with respect to several trusts created by 
the daughters of Samuel Pruyn, who founded Finch Pruyn, 
a large manufacturer in Glenn Falls, New York. The trusts 
(referred to as the two Hyde trusts and the Cunningham 
trust) each was funded with large concentrations of Finch 
Pruyn stock.  Each trust granted the trustee “absolute 
discretion” but contained no directions concerning the 
Finch Pruyn stock.  The trustees moved for summary 
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judgment to dismiss the objections, which was denied by 
the Surrogate’s Court.  At the conclusion of a lengthy trial, 
the Surrogate’s Court dismissed all of the objections. The 
beneficiaries appealed. 

(2) On appeal, the Appellate Division affirmed the dismissal of 
the claims against the trustees, in part on technical grounds 
with respect to one of the trusts, but mainly because of the 
procedures followed by the trustees in deciding to retain the 
stock.  

(3) With respect to the one Hyde trust, the Appellate Division 
found that the bank made a reasonable determination that it 
was in the interests of the beneficiaries not to diversify the 
Finch Pruyn stock, after considering (1) the liquidity of the 
stock, (2) the fact that the corporation was closely held and 
with an unusual corporate structure which discouraged 
liquidation, (3) the lack of marketability, (4) the disinterest 
of the company in buying the stock, (5) the comments 
made in meetings with financial advisors, investment 
bankers, and brokerage houses that a fair price for the stock 
could only be obtained through sale of the entire company, 
(6) the general economic condition of the trust, (7) the tax 
consequences of the sale, (8) the needs of the beneficiaries, 
(9) tax costs of a sale, (10) the significant dividends paid 
out with respect to the stock, and (11) the indications of the 
settlor’s desire that the stock remain in the family.  

(4) Similarly, with the respect to the Cunningham trust, the 
Appellate Division found that the bank reasonably 
determined it was not in the best interests of the 
beneficiaries to sell the stock at a discounted price merely 
for the sake of diversification, upon considering the lack of 
liquidity, the lack of marketability of the stock, and the 
unusual corporate structure, and because the bank regularly 
explored the market for the stock, kept well informed of the 
company’s financial condition, and regularly reviewed 
corporate report.  

h. Illinois examples include: 

(1) Goddard v. Continental Illinois National Bank & Trust Co., 
177 Ill. App. 3d 504 (1st Dist. 1988): 

(a) The trusts in question were funded with the stock of 
a steel company founded by the settlor.  Id. at 506.  
The trust language waived the duty of 
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diversification and expressly authorized the trustees 
to “retain … any part or all of the trust property in 
such [steel company] investments.”  The trusts 
further authorized the trustees to “retain indefinitely 
any property given to the Trustee” and provided that 
“the Trustee’s exercise or non-exercise of powers 
and discretions in good faith will be conclusive on 
all persons.”  Id. at 509-10. 

(b) The company was profitable until the industry 
began to decline in the 1980s.  The company 
experienced four years of losses, dividends were 
discontinued, and its stock price declined.  
Although the company ultimately returned to 
profitability and its stock price rebounded, the 
beneficiaries asserted that “the profound, negative, 
permanent changes in the United States steel 
industry” had “permanently damaged” the value of 
the stock.  They asserted that the company stock 
was no longer an appropriate investment for the 
trusts and that the trustees breached their duties by 
failing to sell.  Id. at 506-07. 

(c) The defendants responded that the settlor intended 
to retain the stock “as far as possible” and that they 
could not be held liable for failing to sell when they 
had acted in good faith.  Id. at 508-09. 

(d) The trial court dismissed the complaint, finding that 
the settlor unambiguously intended for the trustees 
to retain the steel company stock indefinitely 
(“come what may”) to preserve family control and 
that the trustees’ decision not to sell “could not be 
said to have been done other than in good faith.”  
Id. at 507-08. 

(e) The appellate court reversed.  The trust language 
authorized the trustees to retain the company stock, 
but did not require them to do so.  Id. at 510.  
Although there was a claim that the settlor had 
intended to maintain family control, the trusts held 
only 13% of the company’s stock, so retaining the 
stock would not ensure family control.  (Family 
members separately controlled another 46%, but 
they were not under any obligation to keep the stock 
in the family.) 
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(f) Moreover, throughout the trust instruments, the 
settlor included provisions requiring that the 
trustees act “in the best interests of the 
beneficiaries.”  Id.  That language conflicted with 
the provisions authorizing the trustees to retain the 
stock indefinitely.  Accordingly, the appellate court 
disagreed that the settlor’s intent was unambiguous.  
Instead, the court stated that “we believe the trust 
provisions are capable of more than one meaning.”  
Id. at 511. 

(g) The appellate court remanded the case for an 
evidentiary hearing to determine the settlor’s intent 
“before addressing the issue of whether the trustees 
acted in good faith pursuant to his intent.”  Id. 

(2) In Carter v. Carter, 2012 IL App (1st) 110855, the Illinois 
Appellate Court affirmed the trial court’s grant of summary 
judgment in favor of a trustee/beneficiary who invested 
trust assets only in municipal bonds, which allegedly 
favored her interests over those of the remainder 
beneficiary.  The trust instrument waived the duty of 
diversification, and the Appellate Court noted that a 
“trustee’s exercise of discretion will not be interfered with 
by a court so long as he or she does not act in a wholly 
unreasonable and arbitrary manner.”  The court held that 
“the trial court did not err in finding that [the plaintiff] 
failed to establish a cause of action under the prudent 
investor rule where there is no evidence that [the trustee’s] 
decision to invest in municipal bonds was arbitrary or 
unreasonable.” 

i. The Prudent Investor Rule contemplates circumstances that may 
limit the diversification requirement, especially when it comes to 
“inception” or “legacy” assets.  For example: 

(1) Under existing market conditions, it is not a good time to 
sell. 

(2) The asset is a “special asset” (such as a family business that 
employs beneficiaries). 

(3) Selling (or selling all at once) would trigger significant tax 
consequences. 

3. Courts may be more deferential to fiduciaries when closely held assets 
(like family business interests) are concerned.  See Abendroth & Fox, 



20 

supra.  These assets tend to be more difficult to sell, more likely to have a 
“legacy” character, more likely to employ family members who are 
beneficiaries, and more likely to be the subject of waiver provisions. 

4. Still, there is a strong bias in the law in favor of diversification, and as a 
general rule, fiduciaries would do well to err in that direction.  As 
Goddard illustrates, the fact that a settlor authorizes retention of stock in a 
family business does not necessarily mean the trustee can hold it 
indefinitely. 

5. There is some authority for the proposition that the fiduciary should 
petition the court if a mandatory retention provision appears to be 
undermining the purpose of the trust (for example, if the trust keeps losing 
money).  Restatement § 91, illust. 6. 

D. Fiduciary as Business Person. 

1. Sometimes the fiduciary is (or becomes) a businessperson charged with 
the operation of the family business interest. 

2. These situations can be especially difficult.  The fiduciary may not know 
much about the business in question (or about business in general), and the 
fiduciary’s duties to the family business may be in tension with her role as 
trustee or executor. 

E. Conflicts of Interest and Self-Dealing 

1. Multiple Hats.  When family business interests are present, it is very 
common for someone to occupy multiple roles, whether it is the fiduciary, 
a beneficiary, an investment advisor, or someone else.  Those roles often 
give rise to conflicts of interest. 

2. Patriarchs, Matriarchs, and Others with Connections.  The settlor may still 
be alive, or someone else in the family may have close connections with 
the fiduciary and may press the fiduciary to handle the family business 
interest in a particular way.  The fiduciary must be prepared to resist that 
pressure. 

F. Insiders vs. Outsiders 

1. It is very common for some family members to be “insiders” by virtue of 
their roles with the family business, while others have no such connection.  
The outsiders’ relative lack of information and influence tends to create a 
dynamic of suspicion and jealousy, leading the outsiders to view the 
actions of the insiders (and by extension the fiduciary) in a negative light. 

G. Disclosure / Information Sharing 
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1. Disclosure is especially important when it comes to family business 
interests because there is little publicly available information about these 
assets. 

2. There is often no ready market for family business interests, and they can 
be very difficult to value. 

3. Providing information helps dispel outsiders’ suspicions of insiders. 

4. There may be questions about the right and duty of the fiduciary to obtain 
and share information from (or about) the family business interest.  (See 
the discussion below of the Rollins litigation.) 

H. Consequences of Breach:  Damages and Fees 

1. If the fiduciary breaches its duty, it “must place the beneficiaries in the 
position they would have held had the breach not occurred.”  Progressive 
Land Developers, Inc. v. Exchange Nat’l Bank of Chicago, 266 Ill. App. 
3d 934, 942 (1st Dist. 1994); see also Restatement § 100 (trustee in breach 
of trust is chargeable with the greater of (a) any loss to the trust due to the 
breach, and (b) the benefit to the trustee personally as a result of the 
breach); Restatement (Second) of Trusts § 205 (trustee in breach of trust is 
chargeable with (a) any loss to the trust due to the breach, or (b) any profit 
made by the trustee through the breach, or (c) any profit which would have 
accrued to the trust if there had been no breach). 

2. As a practical matter, the presence of a conflict of interest is likely to 
increase both the odds that a fiduciary will be held liable and the damages 
the beneficiary will recover.  See Jeffrey T. Kraus and Sonya D. Naar, 
“The Verdict Is In:  How Jurors View Mistakes and Conflicts,” ALAS 
Loss Prevention Journal (Fall 2013) (describing a study in which mock 
juries considered a malpractice claim against a law firm for missing a 
statute of limitations; when the jurors were given the additional fact that 
the law firm had a conflict of interest, they awarded damages that were 
more than five times greater, even though the damage caused by the law 
firm’s mistake was the same and even though the lawyer who missed the 
deadline could credibly say she did not know about the conflict). 

3. A fiduciary who defends herself successfully should be able to charge the 
trust or estate for her reasonable fees and costs.  First Midwest Bank/Joliet 
v. Dempsey, 157 Ill. App. 3d 307, 316 (3d Dist. 1987) (“The general rule 
is that a trustee found to be without fault is entitled to reimbursement from 
the trust for all expenses properly incurred in administering and defending 
the trust.”); Webbe v. First Nat. Bank and Trust Co. of Barrington, 139 Ill. 
App. 3d 806, 810 (2d Dist. 1985) (same); Hamilton v. Nielsen, 678 F.2d 
709, 714 (7th Cir. 1982) (“Illinois cases … make clear that a prevailing 
trustee is entitled to reimbursement as a matter of course.”). 
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4. By contrast, there is some authority for the proposition that an 
unsuccessful fiduciary may be required to bear his own fees and costs.  
See Grate v. Grzetich, 373 Ill. App. 3d 228, 231 (3d Dist. 2007); Jones v. 
Heritage Pullman Bank & Trust Co., 164 Ill. App. 3d 596, 605 (1st Dist. 
1987) (trustee that breached could not recover fees and costs to defend the 
resulting lawsuit). 

5. There has been some suggestion in Illinois cases that in certain 
circumstances, the fiduciary may also have to pay the fees and costs of the 
beneficiary -- essentially a surcharge.  See United States v. First Midwest 
Bank, No. 94 C 7365, 1998 WL 214691, at *2 (N.D. Ill. Apr. 23, 1998) 
(“[T]he case law makes clear that a court may, in the proper 
circumstances, require a defendant to pay attorneys’ fees where the 
defendant’s breach of fiduciary duty forced a beneficiary of an estate to go 
to court to protect its interests.”) (citing Corrington v. Corrington, 124 Ill. 
363, 369 (1888) (“If the willful misconduct of the executor or his gross 
negligence in conducting his trust rendered litigation necessary for the 
preservation of the rights of the distributes, it is manifestly just that he 
should bear the expense, rather than it should fall upon them.”)). 

IV. Limitations on Fiduciary Liability:  Waiver, Exoneration, and Consent 

A. The governing instrument can modify the duties described above or excuse the 
fiduciary from liability for certain conduct.  The beneficiaries may also consent 
(or be deemed to have consented) to actions or inactions that would otherwise be 
considered breaches of duty. 

B. Waiver and Exoneration 

1. In general, a settlor or testator can waive or limit the duties that would 
otherwise be imposed on the fiduciary. 

2. For example, the settlor or testator may waive conflicts of interest.  See, 
e.g., Dick v. Peoples Mid-Illinois Corp., 242 Ill. App. 3d 297, 303 (4th 
Dist. 1993) (“Where a conflict of interest is approved or created by the 
testator, the fiduciary will not be held liable for his conduct unless the 
fiduciary has acted dishonestly or in bad faith, or has abused his 
discretion.  Further, where the will approves the conflict of interest, the 
burden of proof remains on the party challenging the fiduciary’s conduct 
as there is no presumption against the fiduciary despite the divided 
loyalty.”). 

a. A waiver can be explicit or implicit.  See Conant v. Lansden, 341 
Ill. App. 488, 502 (4th Dist. 1950), aff’d in part, rev’d in part on 
other grounds, 409 Ill. 149 (1951) (“It is a common situation, for a 
testator who owns what he deems a good business, to include it in 
a trust and to appoint as one of the trustees, an officer or employee 
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who is familiar with the business.  His reasons are to[o] patent to 
require comment.  [The testator] chose among his trustees, two 
men who had been officers of the company since it was originally 
incorporated.  It would be a strange rule of law to hold that the 
trustees were guilty of bad faith, self-dealing, or other improper 
conduct if they failed to resign their corporate positions, and thus 
discontinue the very reason for their selection.  There is no such 
rule of law.  And, if they drew salaries as such corporate officers, 
in reasonable amounts, they would not be obliged to turn such 
amounts over to the trust.”). 

b. In practice an explicit waiver is more effective than an implicit 
one. 

c. Technically, when a conflict of interest is sanctioned by the settlor, 
“there is no presumption against the fiduciary despite the divided 
loyalty,” and the burden of proof remains with the party 
challenging the fiduciary’s conduct to demonstrate that the 
fiduciary acted in bad faith or abused its discretion.  Estate of 
Halas, 209 Ill. App. 3d 333, 345 (1st Dist. 1991).  Note however, 
that the presence of a conflict is likely to color the judgment of the 
judge or jury even if the conflict is waived. 

3. The duty to diversify may also be waived.  760 ILCS 5/5(b) (“The 
provisions of this Section [the Prudent Investor Rule] may be expanded, 
restricted, eliminated, or otherwise altered by express provisions of the 
trust instrument.  The trustee is not liable to a beneficiary for the trustee’s 
reasonable and good faith reliance on those express provisions.”).  In 
practice, such a waiver will generally be strictly construed. 

4. The duty to keep beneficiaries fully informed may be restricted, but only 
to a limited extent.  Wallace v. Malooly, 4 Ill. 2d 86, 95 (1954) 
(“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.”); see also Alan Newman et al., 
Bogert’s Trusts and Trustees § 965 (Sept. 2016 update); Restatement § 82. 

5. The settlor or testator may include an exoneration or exculpation provision 
that changes the standard by which the fiduciary’s conduct will be 
measured.  Such provisions my excuse the fiduciary’s negligent behavior, 
but public policy prohibits the settlor or testator from exonerating the 
fiduciary for actions taken in bad faith or for grossly negligent or willful 
misconduct.  See Mahle v. First National Bank of Peoria, 241 Ill. App. 3d 
672, 676 (3d Dist. 1993) (“exculpatory provisions in trust instruments are 
generally held effective except as to breaches of trust committed in bad 
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faith, or intentionally, or with reckless indifference to the interest of the 
beneficiary”); Restatement § 96 cmt. c. 

6. A trustee cannot prudently agree to an investment management agreement 
containing an exculpation clause that leaves the trust without recourse 
against reckless mismanagement.  According to the Comments in the 
Uniform Prudent Investor Act, leaving the beneficiaries without a remedy 
against willful wrongdoing is inconsistent with the trustee’s duty to use 
care and caution in formulating the terms of the delegation.   

7. In the Restatement (Second) of Trusts, the following is provided regarding 
exculpation clauses. 

“a. Except as stated in subsections [below], the trustee, by provisions 
in the terms of the trust, can be relieved of liability for breach of 
trust. 

b. A provision in the trust is not effective to relieve the trustee of 
liability for breach of trust committed in bad faith or intentionally 
or with reckless indifference to the interests of the beneficiary, or 
of liability for any profit the trustee has derived from a breach of 
trust. 

c. To the extent to which a provision relieving the trustee of liability 
for breaches of trust is inserted in the trust instrument as the result 
of an abuse by the trustee of a fiduciary or confidential relationship 
to the settlor, such provision is ineffective.”  Restatement (Second) 
of Trusts § 222 (1959).  

8. Section 1008 of the Uniform Trust Code, titled “Exculpation of Trustee,” 
provides: 

“(a) A term of a trust relieving a trustee of liability for breach of trust is 
unenforceable to the extent that it:  

(1) 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; or  

(2) was inserted as the result of an abuse by the trustee of a fiduciary or 
confidential relationship to the settlor.  

(b) An exculpatory term drafted or caused to be drafted by the trustee is 
invalid as an abuse of a fiduciary or confidential relationship unless the 
trustee proves that the exculpatory term is fair under the circumstances 
and that its existence and contents were adequately communicated to the 
settlor.” 
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9. Courts will closely scrutinize exculpatory clauses.  The point of view of 
many courts is captured in the following quote from the court in In re 
Estate of Stralem:  695 N.Y.S. 2d 274, 278 (Sur. Ct. 1999).  

“The increasing practice of testamentary draftsmen and corporate 
fiduciaries in vesting in testamentary fiduciaries almost unlimited powers 
with a minimum of obligations, is a serious potential menace not only to 
the rights of a surviving spouse but of the children and other dependents 
of the testator and of all persons interested in estates.  This tendency must 
be curbed.  The primary duties of ordinary care, diligence and 
prudence...and of absolute impartiality among the several 
beneficiaries...are of the very essence of a trust, and any impairment of 
these or similar obligations of a fiduciary are contrary to public policy.” 

10. Although exculpatory clauses are closely scrutinized by the courts, these 
clauses may be appropriate in certain circumstances.  For example, the 
drafter should consider an exculpation clause where the trustee is 
inexperienced in investment matters.  This may be helpful in encouraging 
the trustee to delegate investment responsibility. 

C. Consent 

1. The beneficiaries’ consent to a fiduciary’s course of conduct can be a 
powerful defense.  See McCormick v. McCormick, 180 Ill. App. 3d 184, 
201 (1st Dist. 1988) (“As a general rule, a beneficiary of a trust who 
consents to or approves of an act, omission or transaction by a trustee, 
may, upon the ground of waiver or estoppel, be precluded from 
subsequently objecting to the impropriety of such act, omission or 
transaction.  The rule may arise from acquiescence, request, participation 
or notification …”). 

2. Keep in mind, however, that consent is only as good as the information on 
which it is based.  And because a fiduciary has a duty to provide a 
beneficiary with relevant information, Janowiak v. Tiesi, 402 Ill. App. 3d 
997, 1008 (1st Dist. 2010), a beneficiary who does not receive the relevant 
information will not be bound.  Id. at 1006 (“a release arising out of a 
fiduciary relationship is voidable if one party withheld facts that were 
material to the agreement”; “a release between a trustee and a beneficiary, 
like all transactions growing out of a fiduciary relationship, is subject to 
the closest scrutiny”). 

3. Also be sure to bind all beneficiaries (including minors and unborns).  
Often this will require an agreement pursuant to the virtual representation 
statute, 760 ILCS 5/16.1.  For charitable trusts with unspecified charitable 
beneficiaries or purposes, a virtual representation agreement will not be 
effective until after the Attorney General has been given an opportunity to 
review it.  760 ILCS 5/16.1(d)(3). 
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4. Obtaining all the necessary signatures will sometimes run afoul of the 
settlor’s (or current beneficiaries’) interest in keeping the trust terms 
private.  See Eric A. Manterfield, “Shelter From The Gathering Storm:  
Protection For Trustees (And Estate Planners!) Facing Fiduciary 
Challenges,” The American Law Institute Continuing Legal Education 
ALI-CLE Course Materials SX025 ALI-CLE 1393 (2016) (available on 
Westlaw) (“If the consent is signed only by the current income 
beneficiary, the trustee still has exposure to the remainder beneficiaries.  
The widow who does not want her children to learn about the trust until 
her later death has put the trustee in an untenable position.  Any consent to 
retain these assets must also be signed by the remainder beneficiaries.”). 

V. Planning Opportunities Available to the Trustee:  Delegation and Directed Trusts 

A. Some risks associated with family business interests can be addressed or at least 
ameliorated at the drafting stage. 

1. Clarity and specificity are critical:  the drafter should think through what 
the fiduciary or fiduciaries will be required to do and provide clear 
instructions about who has what responsibility. 

2. The drafter may choose to include an express conflict waiver, a limitation 
on (or waiver of) the duty to diversify, instructions about providing 
information to beneficiaries, and exoneration language. 

B. But opportunities to limit fiduciary risk do not end with the drafter.  With the 
increasing availability of trust decanting, non-judicial settlements, directed trusts, 
and similar alternatives, the fiduciary has an expanded toolbox to modify a will or 
trust agreement that either does not adequately protect the fiduciary, or that gives 
the fiduciary too little (or too much) management authority over the closely held 
business assets. 

C. An important consideration often overlooked in the planning process is the 
division of the trustee’s duties and powers among different fiduciaries.  This can 
be especially useful in complex, multi-generational trusts, in trusts that will hold a 
family business or other closely held assets, or in trusts of considerable size.  The 
division can be made among co-trustees, or certain fiduciary responsibilities can 
be assigned to a committee. 

D. Authority to Delegate.   

1. The old common law duty not to delegate has evolved into an authority to 
delegate and even a duty to delegate in the investment arena.  The Third 
Restatement’s position on the ability of trustees to delegate their functions 
represents a dramatic departure from prior restatements which grudgingly 
accepted delegation only to the extent the trustee had no reasonable 
alternative.  Regardless of the nature of the duties or tasks delegated, the 
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trustee retains responsibility to exercise diligence in the selection of agents 
and to supervise and direct them.  

2. Most issues involving delegation involve investments.  Under the Third 
Restatement, the trustee is directed to “act with prudence in deciding 
whether and how to delegate authority to others.” (§ 227(c)(2)).   

a. With professional advice as needed, the Restatement states that the 
trustee personally must define the trust’s investment objectives.  (§ 
227, Comment j). 

b. The trustee must also make the decisions that establish the trust’s 
investment strategies and programs, at least to the extent of 
approving plans developed by agents or advisors. 

3. The trustee may delegate non-ministerial functions, including, with proper 
monitoring, the selection of specific investments, as well as ministerial 
functions. 

4. In some instances, a trustee may have an affirmative duty to delegate. 

EXAMPLE:  Trustee of a large trust determines that a portion of trust 
property should be invested directly (rather than through a pooled fund) in 
a venture capital program.  If the trustee does not have the time and 
expertise to manage the program with the required degree of prudence, he 
or she has a duty to delegate management activities.  (§ 227, Illustration 
23). 

E. Delegation and Divided Responsibility:  In General 

1. A fiduciary may delegate responsibility for an investment, but must 
exercise prudence in doing so. 

2. The Prudent Investor Rule creates a duty to delegate in some situations.  
The Third Restatement’s position on delegation eliminates any lingering 
questions that may have existed concerning a trustee’s authority to 
delegate by investing in mutual funds (either public or private).  In fact, 
the Restatement’s bias in favor of passive investing encourages this type 
of investment. 

3. It is not uncommon for the settlor to assign responsibility for certain 
aspects of administering a family business interest to someone other than 
the trustee.  For example, a trusted individual or committee might have the 
power to make decisions relating to the family business. 

4. If not otherwise specified, such authority generally must be exercised in a 
fiduciary capacity. 
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5. Governing documents do not always make clear what has been delegated 
to the co-fiduciary.  Perhaps more importantly, the fact that someone else 
has the authority to make a decision does not necessarily insulate the 
fiduciary from liability.  For example, under the Uniform Trust Code, a 
directed trustee has the duty to monitor the actions of the trust advisor to 
make sure that the trust advisor’s exercise of the advisor’s power is not 
“manifestly contrary to the terms of the trust” or “the attempted exercise 
would constitute a serious breach of a fiduciary duty.”  Uniform Trust 
Code § 808(b); see also Mennen v. Wilmington Trust Company, 2013 Del 
Ch. LEXIS 204 (2013); C.A. No. 8432-ML (January 17, 2014), 
challenging investments by individual co-trustee. 

6. The trend towards “directed trust” statutes limits, but does not eliminate, a 
fiduciary’s potential liability for actions and decisions outside of its 
authority. 

7. Moreover, there is some authority suggesting that the fiduciary may still 
be liable for failing to inform the beneficiaries about the directing party’s 
decisions.  See Rollins v Branch Banking and Trust Company of Virginia, 
No. CH00-488, 2001 WL 34037931 (Va. Cir. Ct. Oct. 21, 2002) 
(dismissing claims against directed trustee for failure to diversify but 
denying motion to dismiss as to claims that the trustee breached its duty to 
inform beneficiaries and “duty to warn”). 

8. The trust agreement should contain provisions that make clear how the 
authority is divided and whether the grantor intends to create directed 
positions, or only have delegation, with a trustee or group of trustees still 
responsible for oversight.  As discussed later in this outline, the distinction 
is critical. 

F. Evolution from Prohibition to Acceptance to (Sometimes) Requirement. 

1. As noted, the Prudent Investor Rule includes a duty to delegate in certain 
circumstances, and, today, it is almost universally expected that a trust 
agreement will authorize delegation of investment authority.  The power 
to delegate has become a standard fiduciary power.  An example of a 
standard trustee power to delegate is below: 

“11.  To delegate to one or more investment counsel and money managers 
a portion or all of the trustee’s powers related to the acquisition, 
disposition, retention and management of all or specific trust assets, and, 
in such event, the trustee shall not be accountable for any loss or 
depreciation in value sustained by reason of any action taken by such 
investment counsel or money manager, notwithstanding the provisions of 
any statute or law to the contrary;” 
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2. This type of provision was not always common or even permitted.  At 
common law, a trustee was charged with the personal duty to perform all 
aspects of handling a trust and the trustee was forbidden from delegating 
the trustee’s duties and responsibilities.  Uniform Prudent Investor Act, 
Section 9, comment, page 16.  Over time, it came to be recognized that 
there should be an exception to the general rule that the trustee personally 
perform the trustee function, where a prudent person would delegate those 
responsibilities to others.  Scott, IIA Scott on Trusts § 171, page 140.   

3. According to Scott on Trusts, a trustee should consider the following 
factors in determining whether and under what circumstances and 
conditions the trustee should delegate the trustee’s authority:  

a. The terms of the governing instrument of the trust, 

b. The matter being delegated, 

c. The size of the trust,  

d. The nature of the trust assets, 

e. The amount of discretion granted the trustee, 

f. The skill and expertise of the trustee regarding the activity being 
delegated, and 

g. The economics of the delegation.  Id. 

4. The common law does not have clear rules on when and how a trustee can 
safely delegate trustee duties and responsibility.  Because of the lack of 
clear rules in delegating investment responsibility, the National 
Conference of Commissioners of Uniform State Laws prepared the 
Uniform Prudent Investor Act which, in part, addresses the issue of trustee 
delegation.  Those trustees serving under instruments governed by 
jurisdictions that have adopted the Uniform Prudent Investor Act benefit 
from clearer rules governing the delegation of investment responsibility. 

G. Uniform Prudent Investor Act. 

1. Section 9 of the Uniform Prudent Investor Act allows a trustee to delegate 
investment and management functions subject to certain safeguards.  The 
Act’s allowance of trustee delegation was a continuation of the trend in 
trust law and followed the Prudent Investor Rule in the Third Restatement 
of Trusts, Restatement Third of Trusts, Prudent Investor Rule, Section 171 
(1992), and the delegation rule under Employee Retirement Income 
Security Act of 1974 (referred to as “ERISA”).  ERISA Section 403(a)(2), 
29 U.S.C. Section 1103(a)(2).  



30 

2. Section 9 of the Uniform Prudent Investor Act reads in its entirety as 
follows.   

“(a) A trustee may delegate investment and management functions that 
a prudent trustee of comparable skills could properly delegate under the 
circumstances. The trustee shall exercise reasonable care, skill, and 
caution in: 

(1) selecting an agent, 

(2) establishing the scope and terms of the delegation, 
consistent with the purposes and terms of the trust, and 

(3) periodically reviewing the agent’s actions in order to 
monitor the agent’s performance and compliance with the 
terms of the delegation. 

(b) In performing a delegated function, an agent owes a duty to the 
trust to exercise reasonable care to comply with the terms of the 
delegation. 

(c) A trustee who complies with the requirements of subsection (a) is 
not liable to the beneficiaries or to the trust for the decisions or actions of 
the agent to whom the function was delegated. 

(d) By accepting the delegation of a trust function from the trustee of a 
trust that is subject to the law of this state, an agent submits to the 
jurisdiction of the courts of this State.” 

3. The Comments to the Uniform Prudent Investor Act state that the trustee’s 
duties of care, skill, and caution in framing the terms of the delegation 
should protect the beneficiary against the trustee making an overbroad 
delegation.   

4. The Uniform Prudent Investor Act has been adopted in 43 states and an 
additional state has adopted a substantially similar version.  Most states 
that have not adopted the Act have statutory provisions addressing trustee 
delegation. 

5. Section 807 of The Uniform Trust Code, titled Delegation by Trustee, The 
Uniform Trust Code has been adopted in 19 states, follows section 9 of the 
Uniform Prudent Investor Act. 

H. Trustee’s Duties When Delegating Investment Responsibility. 

1. In contemplating delegation of investment management, the trustee’s first 
duty is to review the governing instrument and state law to verify that 
delegation is permitted.   
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a. Very old trust agreements may not contain delegation authority.  
State law usually will provide adequate authority if the agreement 
is silent.   

b. In some cases, however, the older agreement may actually contain 
prohibition language.  In such a situation, court reformation or a 
nonjudicial settlement agreement may be necessary to provide 
authorization.   

c. In addition, some agreements may impose requirements for a valid 
delegation that are more restrictive than state law. 

2. Assuming delegation is authorized by the governing instrument and 
applicable law, a trustee has these duties in delegating investment 
responsibility: 

a. Determining whether the trustee should delegate all or a portion of 
the investment responsibility, 

b. Exercising reasonable care in the selection of the investment 
manager, 

c. Determining the scope and terms of the delegation, and 

d. Reviewing and monitoring the delegation. 

3. Although a trustee should not be a guarantor of success, a trustee must be 
process oriented and follow that process in carrying out the trustee’s 
duties.  The trustee should document the process followed in each of the 
steps. 

4. After determining that investment delegation is authorized, the trustee 
must determine whether the trustee should delegate all or a portion of the 
investment responsibility.  In making this decision, a trustee should 
consider the following factors:  

a. The skill and capabilities of the trustee (the greater the skill and 
capabilities, the less reason for delegation), 

b. The size of the trust (the larger the trust, the more reason a trustee 
should delegate all or a portion of the investment responsibility),  

c. The costs of the delegation (discussed below), and 

d. The skill and expertise of the individual or entity to which the 
trustee is delegating the investment responsibility. 
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5. A delegating trustee must exercise reasonable care in the selection of the 
investment manager.   

a. The first step should be the development of a written investment 
policy.  This will involve determining the investment horizon (how 
long is the trust expected to last), the projected distributions to be 
made on an annual basis, the allocation of the trust assets, and the 
number of managers to be used to accomplish the objectives.   

b. After developing the investment policy, the trustee should conduct 
and document a search process to select the appropriate investment 
manager or managers.  If the trustee is not a professional, the 
trustee may want to use a consultant to assist in this process.  The 
Madoff scandal has illustrated in stark terms the consequences of a 
failure to conduct thorough due diligence on investment managers.   

6. It is important that a delegating trustee determine the scope and terms of 
the delegation.  The trustee should have a written agreement with the party 
to whom the delegation is made.  If possible, the beneficiaries also should 
acknowledge the delegation.  Among the matters to be covered in the 
written instrument of delegation are the following. 

a. The investment manager should acknowledge receiving a copy of 
the governing instrument and the applicable statutory law. 

b. The investment manager should agree to accept the delegation of 
the investment function of the trust pursuant to applicable law, the 
governing instrument, and the trustee’s investment policy. 

c. The investment manager should agree to invest the trust assets in 
accordance with the terms of the governing instrument and 
applicable law. 

d. The trustee and the investment manager should agree on the 
investment objectives, the asset allocation, the appropriate 
measuring benchmarks, and the reporting requirements (including 
format and the recipients of the reports).   

e. The investment manager should agree to meet periodically (in 
person or by teleconference) with the trustee and possibly also the 
beneficiaries to review the investment objectives, asset allocation, 
and investment performance. 

f. The trustee should have the right to remove the investment 
manager for any reason after appropriate notice to the manager. 

g. If there is a question concerning the propriety of the delegation, 
and it is the beneficiaries who are advocating it, the beneficiaries 
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should formally request the trustee to enter into the delegation and 
agree to indemnify the trustee for any losses incurred by reason of 
the delegation. 

7. Under the Uniform Prudent Investor Act, a delegating trustee has the duty 
to monitor the delegation.  Thus, the trustee’s duties have not ended after 
the trustee has delegated the investment function to one or more 
investment managers.   

a. A delegating trustee should review the manager’s actions in order 
to monitor the agent’s performance and compliance with the terms 
of the delegation.  The trustee’s review should evaluate the 
performance of the manager compared to the benchmarks mutually 
agreed upon at the commencement of the delegation.   

b. The review should also evaluate consistency of investment style 
and any turnover in personnel.  The review should be periodic and 
no less frequently than annually (and quarterly is better).   

8. The trustee’s duty to furnish information to the beneficiaries should 
include a duty to inform beneficiaries of the trustee’s decision to delegate 
and the identity of the manager or managers hired. 

a. There is nothing in the general body of law on a trustee’s duty to 
inform that specifies informing beneficiaries about delegation 
decisions.  However, it is intertwined with the trustee’s investment 
policy, which typically is provided to beneficiaries. 

b. In addition, most jurisdictions require trustees to disclose any 
changes in the method or rate of the trustee’s compensation, and 
this duty reasonably should be interpreted to include information 
on compensation to investment managers.  See Uniform Trust 
Code, Section 813(b)(4) (trustee “shall notify the qualified 
beneficiaries in advance of any change in the method or rate of the 
trustee’s compensation”).  

I. Protection for Trustee Who Delegates Investment Authority.   

1. Section 9(c) of the Uniform Prudent Investor Act provides that a trustee 
who complies with the delegation procedure described in Section 9(a) is 
not “liable to the beneficiaries or to the trust for the decisions or actions of 
the agent to whom the function was delegated.”  Thus, the trustee should 
not have any liability if the trustee has properly carried out the trustee’s 
duties in exercising “reasonable care, skill, and caution” in selecting the 
manager, establishing the scope of the delegation, and monitoring the 
manager’s actions.   
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2. Many state statutes contain similar relief of liability provisions.  For 
example the Illinois Trusts and Trustees Act states that, if the trustee 
satisfies all the requirements of the delegation statute, “the trustee shall not 
otherwise be responsible for the investment decisions or actions of the 
investment agent to which the investment functions are delegated.”  760 
ILCS 5/5.1(c). 

3. Attempts to provide further protection for the trustee may not be effective, 
depending on the nature of the provision and state law.  See Part IV, 
above, regarding waiver and exoneration. 

J. Liability of the Investment Advisor. 

1. A financial institution may prefer the role of investment advisor to that of 
the trustee because it relieves the institution of the very high standards and 
fiduciary duties to which trustees are held. 

2. Of course, the advisor is not relieved of all liability.  Investment advisors 
regularly face claims of liability, in both the trust and non-trust contexts, 
for negligence, bad decision-making and failure to exercise proper 
oversight or due diligence. 

3. Investment advisors may have increased responsibilities and exposure in 
the trust context.  State statutes may impose this increased responsibility.  
For example, the Illinois delegation statute has three requirements 
applicable to the investment advisor:  

“(b) For the trustee to properly delegate investment function under 
subsection (a), all of the following requirements apply:  
 
.... 
 
(3) The investment agent shall be subject to the jurisdiction of the 
courts of the State of Illinois.  
 
(4) The investment agent shall be subject to the same standards that 
are applicable to the trustee.  
 
(5) The investment agent shall be liable to the beneficiaries of the trust 
and to the designated trustee to the same extent as if the investment agent 
were a designated trustee in relation to the exercise or non-exercise of the 
investment function.”  
 
760 ILCS 5/5.1(b) 

K. Summary. 
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1. A trustee is not a guarantor of performance of an investment manager to 
whom the trustee has delegated the investment responsibility.  But, a 
trustee must follow the proper process in delegating investment 
performance as well as reviewing and monitoring the performance of the 
manager. 

2. The key duties of a trustee that are most relevant when delegating 
investment authority are: 

a. The duty to exercise reasonable care and skill; and 

b. The duty to make trust property productive. 

3. Effective delegation requires a carefully thought out and effectively 
implemented process that must include: 

a. Setting an investment policy; 

b. Determining the extent to which delegation is appropriate in light 
of the investment policy; 

c. A process for selecting investment managers; and 

d. A process for regular monitoring and review of the investment 
managers. 

4. Delegation also necessitates that the trustee focus on the impact of two 
other duties, which are discussed in the following sections.  

a. The duty to avoid unnecessary costs, which is a subset of the duty 
to make trust property productive.   

b. The duty to of loyalty, and the implications on it when the trustee 
wants to delegate to affiliated entities.  

L. Ways of Dividing Authority: By Responsibility vs. By Asset 

1. The division of authority can be based on broad areas of responsibility.  
This is frequently done when a grantor creates a trust in a jurisdiction with 
favorable trust law or a domestic asset protection trust statute that can be 
accessed only if a domestic trustee is appointed.  The grantor will name 
the domestic trustee as “administrative trustee.”   It will handle daily 
administrative matters such as carrying out investment decisions, acting as 
a custodian of assets, preparing monthly or quarterly statements, and 
preparing tax returns.  Other trustees will handle distributions and/or 
investments.   
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2. The division also can be asset specific. For example, a trust holding 
closely held business interests could name individual family members 
active in the business and a corporate trustee as co-trustees and vest all 
decision-making authority related to the business in the family members.  
The corporate trustee would be in charge of all administrative functions as 
well as the management of other trust assets. 

SAMPLE TRUST PROVISION:  The corporate trustee shall not 
participate in any decision with respect to the purchase, sale or 
encumbrance of any interests in or indebtedness of a family enterprise that 
are part of the trust principal, or in the voting of securities in any family 
enterprise and the corporate trustee shall not be responsible for the 
decision of the individual trustees to purchase, sell or encumber such 
interests in or indebtedness of a family enterprise, or for the manner in 
which securities in any family enterprise are voted, for any direct or 
indirect result of that voting, or for any failure to vote those securities.  
The corporate trustee shall not be accountable for any loss or depreciation 
in value sustained by reason of an act or failure to act of the individual 
trustees pursuant to the preceding provisions of this paragraph.  
Notwithstanding the foregoing, if at any time the individual trustees are 
evenly divided upon any question related to the disposition of any interests 
in or indebtedness of a family enterprise or the voting of securities in any 
family enterprise, the decision of the corporate trustee shall control. 

M. Delegating Authority to a Committee 

1. The trust could name multiple co-trustees and require the trustees to 
designate one of their number as a “managing” trustee.  The trustees as a 
whole would act like a board of directors that sets policy for 
administration of the trust, and the managing trustee could handle either 
all aspects of daily administration of the trust (investments, discretionary 
distributions, etc.) or certain designated aspects.  This structure mirrors the 
corporate structure of a board of directors and CEO. 

2. Many clients who wish to divide the fiduciary’s duties in this manner 
prefer to create a separate “committee” rather than naming multiple 
trustees.  The most frequent use of an advisory committee is in managing 
closely held business assets.  In some cases, the client wishes to delegate 
all investment authority to the advisory committee and reduce the trustee’s 
role to that of acting as the committee’s agent. 

3. There are an unlimited number of ways to structure an advisory committee 
in a trust.  It can consist solely of family members or a combination of 
family members and non-family members.  The number of members can 
be fixed, or the committee can be given authority to expand or contract.  
The trust agreement can set forth minimum qualifications necessary for 
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committee membership, such as minimum and maximum ages, business or 
professional experience, and minimum net worth or annual income. 

a. In any of these situations, the committee likely will be treated as 
operating as a fiduciary within the realm of its authority, and it 
would be hard to argue otherwise.  The trust agreement can attempt 
to limit the liability of the role, for example to acts in bad faith or 
that are grossly negligent, but it probably would be difficult to 
claim that the role in fully non-fiduciary.   

b. This is the case regardless of what title is given to the role.  The 
comments to Section 808 of the Uniform Trust Code, which is 
discussed later in this outline in the context of trust protectors, also 
specifically address trust advisors   

4. In one case, the court in Stuart v. Wilmington Trust Co., 474 A.2d 121 
(Del. 1984), discusses a trust advisor’s duty of loyalty.  In this case, Stuart 
established a revocable inter vivos trust that named a bank as trustee.  
When Stuart died, the beneficial interest in one of the trusts vested in his 
son, Dwight Stuart.  The trust advisors of this trust were Dwight and Jane 
Whitman.  When Dwight petitioned the trustee to invade the trust for $4.5 
million so he could purchase a jet airplane for his personal benefit, the 
other trust advisor withheld her consent.  When the trustee petitioned the 
chancery court for instructions, the lower court held that since Dwight was 
a fiduciary, he was disqualified by virtue of his self-interest from acting 
and voting as a trust advisor when consenting to a discretionary invasion 
of the trust principal for his own benefit.  This decision was upheld on 
appeal.   

N. Directed Trusts & Trustees    

1. In a trust in which investment or other decision-making functions are 
specifically assigned to a non-trustee, or to one specific trustee, the 
directed trustee is in a very different role than a trustee exercising a 
delegation power.  “Unlike the delegated trustee, the directed trustee does 
not have any selection or monitoring functions....”  The trustee’s main 
duty is to “follow directions of the empowered person.”  Al W. King, III 
and Pierce H. McDowell, III, “Delegated Vs. Directed Trusts” Trusts and 
Estates, July 2006.  

2. As case law has established, however, it is an over-simplification to 
conclude that the trustee has no other duties within the scope of the 
direction. 

3. The Restatement (Third) of Trusts (Tentative Draft) recognizes the ability 
of a grantor to give a third party the power to direct the actions of a 
trustee.  Section 75 of the Restatement provides:  
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“Except in cases covered by section 74 (involving powers of revocation 
and other ownership-equivalent powers), if the terms of a trust reserve to 
the settlor or confer upon another a power to direct or otherwise control 
certain conduct of the trustee, the trustee has a duty to act in accordance 
with the requirements of the trust provision reserving or conferring the 
power and comply with any exercise of that power, unless the attempted 
exercise is contrary to the terms of the trust or power or the trustee knows 
or has reason to believe that the attempted exercise violates a fiduciary 
duty that the power holder owes to the beneficiaries.” 

4. The Restatement (Second) of Trusts Approach. 

a. Section 185 of the Restatement (Second) of Trusts provides: 

If under the terms of the trust a person has power to control the 
action of the trustee in certain respects, the trustee is under a duty 
to act in accordance with the exercise of the power, unless the 
attempted exercise of the power violates the terms of the trust or 
is a violation of a fiduciary duty to which such person is subject in 
the exercise of the power. 

b. The Restatement distinguishes between powers held personally 
and powers held in a fiduciary capacity. If the power is held 
personally, the directed trustee must follow the directions and the 
trustee’s only duty is to verify that the exercise does not violate the 
terms of the trust.  Richard Nenno, Directed Trusts:  Can Directed 
Trustees Limit Their Liability?  at page RWN – 18-2, 2006 Notre 
Dame Tax and Estate Planning Institute.  On the other hand, if the 
power is held in a fiduciary capacity, the directed trustee has a duty 
under the Restatement approach to verify that the exercise of the 
power does not violate a fiduciary duty that the power holder has 
to the beneficiaries of the trust.  The Restatement treats a power 
holder who holds a power in a fiduciary capacity as a cofiduciary. 

c. The Restatement should not give much comfort to a directed 
trustee since the trustee will have to treat the power holder as a 
cofiduciary.  According to one commentator, two states, Indiana, 
Indiana Code 30-4-3-9, and Iowa, Iowa Code 633A.4207(2), have 
statutes based on the Restatement approach.  The Indiana statute 
provides, in part:  “If the person holds the power as a fiduciary, the 
trustee has a duty to refuse to comply with any direction which he 
knows or should know would constitute a breach of a duty owed 
by that person as a fiduciary.”  Indiana Code 30-4-3-9 (b)(1).  
Although the Iowa statute puts a duty on the directed trustee to 
determine the capacity of the power holder, the directed trustee 
does not appear to have a duty to determine whether the exercise of 
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the power violates a fiduciary duty owed by the power holder to 
the beneficiaries.  

5. The Uniform Trust Code Approach. 

a. Recognizing the growing instances of a grantor giving a third party 
the power to direct a trustee, the Uniform Trust Code addresses 
directed trustees.  Section 808 of the Uniform Trust Code provides: 

“(a)  While a trust is revocable, the trustee may follow a direction 
of the settlor that is contrary to the terms of the trust.  
 
(b)  If the terms of a trust confer upon a person other than the 
settlor of a revocable trust the power to direct certain actions of 
the trustee, the trustee shall act in accordance with an exercise of 
the power unless the attempted exercise is manifestly contrary to 
the terms of the trust or the trustee knows the attempted exercise 
would constitute a serious breach of a fiduciary duty that the 
person holding the power owes to the beneficiaries of the trust.  
 
(c)  The terms of a trust may confer upon a trustee or other person 
a power to direct the modification or termination of the trust. 
  
 
(d)  A person, other than a beneficiary, who holds a power to 
direct is presumptively a fiduciary who, as such, is required to act 
in good faith with regard to the purposes of the trust and the 
interests of the beneficiaries. The holder of a power to direct is 
liable for any loss that results from breach of a fiduciary duty.” 

b. Those states that have adopted the Uniform Trust Code approach, 
Nenno, RWN-18-5, include Alabama, Arkansas, the District of 
Columbia, Florida, Kansas, Maine, Massachusetts, Missouri, 
Nebraska, New Mexico, Oregon, Pennsylvania, South Carolina, 
and Texas. 

c. Under the Uniform Trust Code, a directed trustee has the duty to 
monitor the actions of the trust advisor to make sure that the trust 
advisor’s exercise of the advisor’s power is not “manifestly 
contrary to the terms of the trust” or “the attempted exercise would 
constitute a serious breach of a fiduciary duty.”  Uniform Trust 
Code section 808(b).  The key issues under the Uniform Trust 
Code are:  What is manifestly contrary to the terms of the trust? 
and When is an attempted exercise a serious breach of a fiduciary 
duty?   
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d. The trustee will only know for sure when the exercise of a power is 
not manifestly contrary to the terms of the trust when the jury or 
judge finds the directed trustee liable for the following the 
directions of the trust advisor.  Until there is case law on these 
subjects, a directed trustee will not know for certain when the 
trustee is protected in relying on the directions of a trust advisor. 

6. More Protective States. 

a. Some states have not followed either the approach of the 
Restatement or the Uniform Trust Code, but have adopted their 
own statutes, many of which are more protective of directed 
trustees.  The number of states in this category is increasing 
regularly, and currently includes Alaska, Colorado, Delaware, 
Georgia, Idaho, Illinois, Indiana, Missouri, New Hampshire, Ohio, 
Oklahoma, South Dakota, Tennessee, Virginia and Wyoming.  
Nenno, RWN-18-5.   

b. State statutes generally authorize a grantor to give a third party the 
power to direct the actions of a trustee and give a trustee protection 
from liability for following the directions of a third party 
authorized to give directions by the grantor.  State statutes vary in 
the duties and types of protection given a trustee for relying on the 
direction of a trust advisor.   

c. Some statutes now authorize the addition of directed trustee 
provisions to an existing trust, by court order or by use of a 
nonjudicial settlement agreement.  See 760 ILCS 15/16.3. 

7. For trusts governed by Illinois law, the directed trustee statute specifically 
excuses the fiduciary from any duty to “monitor, review, inquire, 
investigate, recommend, evaluate, or warn with respect to a directing 
party’s exercise or failure to exercise any power granted to the directing 
party by the governing instrument” and also exonerates the fiduciary from 
liability for following the directing party’s direction “except in cases of 
willful misconduct on the part of the excluded fiduciary in complying with 
the direction of the directing party.”  760 ILCS 5/16.3(f).   

8. Liability of Directed Trustee under Delaware Law.  Delaware provides 
better protection for a directed trustee than the Uniform Trust Code.  
Delaware classifies a trust advisor as a fiduciary.  Section 3313 of Chapter 
12 of the Delaware Code provides:   

 “(a)  Where one or more persons are given authority by the terms 
of a governing instrument to direct, consent to, or disapprove a 
fiduciary’s actual or proposed investment decisions, distribution 
decisions, or other decision of the fiduciary, such persons shall be 
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considered to be advisors and fiduciaries when exercising such authority 
unless the governing instrument otherwise provides. 

 (b)  If a governing instrument provides that a fiduciary is to follow 
the direction of an advisor, and the fiduciary acts in accordance with such 
a direction, then except in cases of wilful misconduct on the part of the 
fiduciary so directed, the fiduciary shall not be liable for any loss 
resulting directly or indirectly from any such act. 

 (c)  If a governing instrument provides that a fiduciary is to make 
decisions with the consent of an advisor, then except in cases of wilful 
misconduct or gross negligence on the part of the fiduciary, the fiduciary 
shall not be liable for any loss resulting directly or indirectly from any act 
taken or omitted as a result of such advisor’s failure to provide such 
consent after having been requested to do so by the fiduciary.  

 (d)  For purposes of this section, ‘investment decision’ means with 
respect to any investment, the retention, purchase, sale, exchange, tender 
or other transaction affecting the ownership thereof or rights therein, and 
an advisor with authority with respect to such decisions is an investment 
advisor.” 

(emphasis added) 

O. Other Non-Trustee Fiduciary Roles 

1. Trust Protectors 

a. The role of trust protector is fairly new in domestic trusts.  As its 
name indicates, its role is to “protect” the trust after the grantor, by 
acting as delineated to circumstances or changes in law that were 
not anticipated or addressed when the trust was created.  The trust 
protector’s duties can be varied and far-reaching, and often involve 
the removing and appointing of trustees, adding or deleting 
beneficiaries, directing trust distributions, changing the governing 
law of the trust or directing trust investment decisions.   

b. There is a considerable body of legal authority that indicates that 
trust protectors are subject to fiduciary duties. The Uniform Trust 
Code appears to endorse a trust protector’s fiduciary duty.  
Sections 808(c) and (d) of the Uniform Trust Code provide: 

c. The terms of a trust may confer upon a trustee or other person a 
power to direct the modification or termination of the trust. 

d. A person, other than a beneficiary, who holds a power to direct is 
presumptively a fiduciary who, as such, is required to act in good 
faith with regard to the purposes of the trust and the interests of the 
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beneficiaries.  The holder of a power to direct is liable for any loss 
that results from breach of a fiduciary duty. 

(1) The comments to the Uniform Trust Code specifically 
address trust protectors. This portion of the Uniform Trust 
Code applies directly to the role of the Trust Protector, and, 
as such, the plain language of the Uniform Trust Code is 
clear: a person who holds the power to direct is presumed 
to be a fiduciary, and a breach of a fiduciary duty puts the 
Trust Protector on the hook.  However, the comments also 
indicate that the provisions of Section 808 can be altered by 
the terms of the trust.   

e. There are several states that have enacted statutes regarding trust 
protectors.  Some of these states have declared trust protectors to 
be fiduciaries. 

(1) The Illinois statute designates the trust protector as a 
“fiduciary of the trust” who is deemed to be “subject to the 
same duties and standards applicable to a trustee of a trust” 
unless negated by the governing instrument.  760 ILCS 
5/16.3(3).  

(2) Idaho’s trust code defines a “trust protector” as “any 
disinterested third party whose appointment is provided for 
in the trust instrument.”  Idaho Code Ann. § 15-7-501(1)(g) 
(2009).  The statute specifically states that a “fiduciary” is 
defined as “a trustee…executor, administrator, or personal 
representative of a decedent’s estate, or any other party, 
including a trust advisor or a trust protector, who is acting 
in a fiduciary capacity for any person, trust or estate.  Id. at 
§ 15-7-501(1)(c). 

(3) Likewise, a Michigan law provides that, except in limited 
circumstances, a “trust protector is a fiduciary to the extent 
of the powers, duties and discretions granted to him or her 
under the terms of the trust…” and “shall act in good faith 
and in accordance with the terms and purposes of the trust 
and the interests of the beneficiaries.”  Mich. Comp. Laws 
§ 700.7809(1)(a)-(b) (2010).   

(4) A Wyoming statute provides that trust protectors are 
fiduciaries to the extent of their “powers, duties and 
discretions granted to them under the terms of the trust.”  
Wyo. Stat. Ann. § 4-10-711 (2003).   
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(5) A New Hampshire statute declares that a trust advisor or 
trust protector, other than a beneficiary, is a fiduciary and 
must act in good faith and in accordance with the terms and 
purposes of the trust and the interests of the beneficiaries.  
N.H. Rev. Stat. Ann. § 564-B:12-1202(a)(2008).    

f. However, some state statutes indicate that trust protectors may not 
be fiduciaries unless fiduciary status is imposed upon them in the 
instrument.   

(1) For example, an Alaska statute provides that subject to the 
terms of the trust instrument, “a trust protector is not liable 
or accountable as a trustee or fiduciary because of an act or 
omission of the trust protector taken when performing the 
function of a trust protector under the trust instrument.”  
Alaska Stat. § 13.36.370(d) (2013).   

(2) South Dakota provides that a trust protector “may not be 
considered to be acting in a fiduciary capacity except to the 
extent the governing instrument provides otherwise.”  S.D. 
Codified Laws § 55-1B-1 (2011).   

g. Although a majority of states now appear to recognize the legal 
status of trust protectors, at least implicitly, there is still very little 
case law in this area.  However, there has been a recent case that 
appeared before the Missouri Court of Appeals, Robert T. McLean 
Irrevocable Trust which considers whether a trust protector is 
subject to any fiduciary duties.  Robert T. McLean Irrevocable 
Trust v. Patrick Davis, P.C., 283 S.W.3d 786 (Mo. Ct. App. 2009).   

(1) This case involved a special needs trust set up for the 
victim of a car accident.  Under the terms of the trust, the 
trust protector was given the power to remove the trustee 
and to appoint a trustee to replace the removed trustee or 
whenever the office of trustee became vacant. The trust 
document also stated, specifically, “The Trust Protector’s 
authority hereunder is conferred in a fiduciary capacity and 
shall be so exercised, but the Trust Protector shall not be 
liable for any action taken in good faith.”  Id. at 790.   

(2) The original trustees resigned and the protector appointed 
new trustees, including the law firm which had referred the 
accident victim to the protector for representation, and with 
whom the protector had an ongoing referral relationship.  
Eventually the beneficiary complained to the protector that 
the trustees were spending the trust’s money 
inappropriately.  A succession of trustee and protector 
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appointments followed, including the resignation of the 
original trust protector and the appointment of a new one.   

(3) The beneficiary brought suit against the original protector, 
claiming the protector had breached his fiduciary duty by 
acting in bad faith when he failed to monitor trust 
expenditures, by failing to stop the trustees from acting 
contrary to the interests of the beneficiary, and by placing 
his loyalty to the trustees about his loyalty to the 
beneficiary.  The lower court ultimately ruled that the 
protector did not have any legal duties to oversee the 
trustees, and the court granted the protector’s motion to 
dismiss.   

(4) On appeal, the protector argued Missouri law does not 
impose specific duties on a trust protector to monitor a 
trustee, and he therefore only had the duties set forth in the 
document.  The court agreed – without guidance from the 
state legislature regarding the duties of a trust protector, the 
protector’s duties are limited to those provided in the 
document and “the nature of the relationship between the 
parties.”  Id. at 794.  The court also noted the document 
offered the protector immunity for actions taken in good 
faith – noting no immunity exists for actions taken in bad 
faith.   

(5) However, the court did acknowledge that the beneficiary 
would certainly expect the protector to appoint trustees 
with the purposes of the trust in mind.   

(6) The case was eventually sent back to the trial court and was 
again appealed to the Missouri Court of Appeals.  Robert T. 
McLean Irrevocable Trust v. Ponder, 418 S.W.3d 482 (Mo. 
Ct. App. 2013).  By the court ultimately concluding that the 
beneficiary failed to prove that the trust suffered any 
damage as a result of the protector’s failure to remove the 
trustee, it was able to avoid deciding whether the protector 
was a fiduciary, what the nature of his duties to the trust 
might be, and whether these fiduciary duties, if any, were 
inherent in the office of trust protector or whether they 
arose solely from the trust instrument.  In addition, the 
court did not have to decide whether the protector had a 
duty to actively oversee or supervise the actions of the 
trustee.  

2. Trustee Appointers and Removers 
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a. The grantor should define the extent of fiduciary obligations 
imposed on a person with authority to appoint or remove a trustee.  
The law is not well developed in this area, and it is unclear the 
extent to which a grantor can make the role non-fiduciary 

b. A more important question is why would the grantor do so.  The 
role of appointer is one that can have an enormous impact on the 
trust.  If an appointer appoints someone who is clearly unqualified 
to serve, the trust and its beneficiaries are likely to be harmed.  In 
order to make sure that the person designated takes the role 
seriously, the better approach is to make clear that this is a 
fiduciary role within the limited authority of the person to act.  For 
example, the following sentence can be included in the trust:  “The 
Trustee Appointer shall act only in a fiduciary capacity in the best 
interests of all trust beneficiaries.”   

c. The same concerns apply in the trustee remover role, but here the 
grantor typically does not want to impose on the person with 
authority an affirmative duty to monitor the trust.  The following 
wording can be used: “The Trustee Remover shall act only in a 
fiduciary capacity in the best interests of all trust beneficiaries.  
The Trustee Remover shall have no duty to keep informed as to the 
acts or omissions of others or to take action to prevent or minimize 
loss, and shall not be liable for the acts or omissions of any other 
fiduciary or any beneficiary hereunder, absent proof of bad faith.” 

VI. Decanting and Other Trust Modification 

A. With the availability of decanting and nonjudicial settlement agreements, 
fiduciaries are increasingly pressured to revise the estate plan, and not just to 
administer it.  In the context of family business interests, these alternatives can 
bring clarity and specificity into a trust instrument, helping to insulate the 
fiduciary from liability.  The Illinois Trusts and Trustees Act establishes a number 
of fence posts that constrain the fiduciary’s (and the beneficiaries’) powers to 
modify an instrument without court approval. 

B. Decanting an Illinois Trust under the authority of 760 ILCS 5/16.4. 

1. The Illinois statute applies to any trust administered under, or governed 
by, Illinois law, unless the decanting power is expressly prohibited by the 
governing instrument of the trust. 

2. The Illinois statute distinguishes between a trust in which the trustee has 
the absolute discretion to distribute trust principal (which includes 
distributions for a beneficiary’s best interests, welfare, or happiness) and a 
trust in which the trustee does not have such absolute discretion. 
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3. When a trustee has absolute discretion to distribute trust principal, the 
terms of the second trust may benefit one, more than one, or all the 
beneficiaries of the first trust.  The trustee may also grant the second 
trust’s beneficiaries powers of appointment over the second trust, and the 
beneficiaries of the exercise of such power may be broader than and 
different from the beneficiaries of the first trust. 

4. If a trustee does not have absolute discretion to distribute a trust principal, 
then the current and successor beneficiaries of the second trust must be the 
same as the beneficiaries of the first trust.  The distribution standards and a 
beneficiary’s power of appointment over the first trust must remain the 
same in the second trust. 

5. A trustee can exercise the decanting power without the consent of the 
settlor or beneficiaries and without court approval, so long as the trustee 
provides notice of the trustee’s intention to decant the first trust to a 
second trust to all the current and presumptive remainder beneficiaries and 
no such beneficiary objects within sixty days. 

6. The second trust may not in any way disqualify a trust from the marital or 
charitable deductions.   

B. Nonjudicial Modification & Virtual Representation under 760 ILCS 5/16.1. 

1. 760 ILCS 5/16.1(d) provides another statutory alternative for trust 
modification, namely the nonjudicial settlement agreement. 

2. The Illinois Trusts and Trustees Act lists the matters that may be resolved 
by nonjudicial settlement, including: 

a. Exercise or nonexercise of any power by a trustee.  760 ILCS 
5/16.1(d)(4)(C).   

b. Questions relating to property or an interest in property held by the 
trust, provided the resolution does not conflict with a clear material 
purpose of the trust.  760 ILCS 5/16.1(d)(4)(E). 

c. Transfer of a trust’s principal place of administration, including 
without limitation to change the law governing administration of 
the trust.  760 ILCS 5/16.1(d)(4)(H). 

d. Liability or indemnification of a trustee for an action relating to the 
trust.  760 ILCS 5/16.1(d)(4)(I). 

e. Modification of terms of the trust pertaining to administration of 
the trust.  760 ILCS 5/16.1(d)(4)(K). 
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f. Any other matter involving a trust to the extent the terms and 
conditions of the nonjudicial settlement agreement could be 
properly approved under applicable law by a court of competent 
jurisdiction.  760 ILCS 5/16.1(d)(4)(M). 

These provisions give trustees holding closely held business 
interests ample opportunity to modify administrative provisions 
and obtain beneficiary approval of fiduciary actions with respect to 
closely held business interests. 

3. A nonjudicial modification agreement is final and binding on the trustee, 
current and future beneficiaries, and all other interested persons.  760 
ILCS 5/16.1(d)(6). 

4. The agreement must be entered by all “interested persons,” meaning the 
trustee, all beneficiaries or their respective representatives (including 
based on the virtual representation provisions of 760 ILCS 5/16.1), whose 
consent or joinder would be required to achieve a binding court approved 
settlement.  It also includes “a trust advisor, investment advisor, 
distribution advisor, trust protector or other holder, or committee of 
holders, of fiduciary or nonfiduciary powers, if the person then holds 
powers material to a particular question or dispute to be resolved or 
affected by a nonjudicial settlement agreement in accordance with this 
Section or by the court.  760 ILCS 5/16.1(d)(1). 

C. Changing Trust Situs Through Decanting or Otherwise  

1. Experience suggests that the desire to operate under another state’s law is 
a main, if not the primary, motivation for trust decantings and nonjudicial 
modifications. 

2. States increasingly are competing for trust business by adopting favorable 
trust laws and attempting to create a friendlier, more flexible environment 
for trust administration. 

3. Major corporate fiduciaries have established operations in the most 
favorable jurisdictions, so that they can move the situs of trust 
administration to that jurisdiction. 

4. For example, a common fact scenario is that trustees and/or the 
beneficiaries are interested in changes to the trust to enhance its 
administration.  If the changes involve authority to own less common 
investments, or the proposed delegation of investment authority for 
particular investments, then the trustee probably is interested in enhanced 
protection for its consent to the particular investment or delegation of 
authority.  The trustee may propose changing the situs of administration of 
the trust to Delaware, and then using Delaware law to effect the changes to 
the trust (using the Delaware decanting statute or Delaware’s consent 
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court reformation process).  The changes may include making the trust a 
directed trust as to certain investments for which delegation of investment 
authority otherwise would be used. 

5. In a situation such as this, the interest in using decanting originates with 
the trustee as much as it does with the beneficiaries. 

6. Freedom to Select Applicable State Law 

a. Trustees and current beneficiaries may have become too 
comfortable with fact situations like that described above, as states 
and many commentators continue to advocate the benefits of 
decanting and the law of particular states. 

b. In most situations, changes as described above are not 
controversial and are made without concern.  But the ability to 
change state law is not automatic in all situations. 

c. If the trust contains a change of situs and governing law clause, 
then the trustee should be able to change the law of the trust for all 
relevant purposes, subject only to public policy concerns discussed 
below.  However, older trusts may not contain a specific change of 
situs clause.  In that case, the trustee relies on the general principle 
that a change in the place of administration allows the trust to 
administer the trust under the laws of that new state. 

d. The determination of applicable law for a trust is a bit more 
complicated, and requires application of conflict-of-laws 
principles.  These principles also are relevant when a trust settlor 
chooses to create a trust in another state.  There are numerous 
excellent papers and articles on the subject.4 

7. Determination of Applicable Law.  Under conflict-of-laws principles, if 
the trust instrument is silent, the determination of applicable law depends 
on a number of factors:5 

a. Whether the question at issue involves trust validity, construction 
or administration. 

                                                 
4 See, e.g., Richard W. Nenno, “Relieving Your Situs Headache:  Choosing and 

Rechoosing the Jurisdiction For A Trust,” 40th Annual Heckerling Institute on Estate Planning 
(2006); Richard W. Nenno, Carol A. Johnston, Joshua S. Rubenstein, and W. Donald Sparks II, 
“The Nuts and Bolts of Changing the Situs of a Trust,” 40th Annual Heckerling Institute on 
Estate Planning (2006). 

5 See generally Restatement (Second) of Conflicts of Laws §§ 267-282 (1971); Bogert, 
Bogert and Hess, The Law of Trusts and Trustees §§ 294-301 (2010). 
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b. Whether it is an inter vivos or testamentary trust. 

c. Whether the issue involves real property or personal property. 

8. Examples of validity issues are questions of fraud, competency, undue 
influences, execution formalities, and compliance with the rule against 
perpetuities or rule against accumulations. 

9. Construction issues relate to matters such as the identity of beneficiaries, 
the nature of their interests, and principal and income rules. 

10. Administration pertains to the trustee’s duties, powers and liabilities, 
rights to compensation and indemnification, and trustee appointment and 
removal. 

11. If the governing instrument is silent and the question does not involve real 
estate: 

a. Issues of validity generally are determined by the law of the 
testator’s domicile in the case of testamentary trusts and by the law 
of the state that has the most substantial relation to the trust in the 
case of an inter vivos trust. 

b. Construction issues typically are determined in the same manner, 
taking into account the law that the settlor most likely would have 
wanted to apply. 

c. Administration matters are determined by the law of the state to 
which administration of the trust is most substantially related (i.e., 
the law of the trust situs).  Thus, if the trustee moves 
administration of the trust to a different state, that state’s law can 
be applied to issues of administration. 

12. These rules are subject to state public policy exceptions.  For a 
testamentary trust, the continuing jurisdiction of a state’s court over the 
trust may require that its law continue to apply for all purposes.  Other 
public policy concerns that may defeat the application of another state’s 
law include a spouse’s right of election or the rights of charitable 
beneficiaries. 

13. The Uniform Trust Code follows the basic legal principles on public 
policy found at common law.  Section 107 of the UTC provides: 

“The meaning and effect of the terms of a trust are 
determined by: 

(1) The law of the jurisdiction designated in the 
items unless the designation of that jurisdiction’s 
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law is contrary to a strong public policy of the 
jurisdiction having the most significant relationship 
to the matter at issue…” 

14. The matter that is most likely to raise public policy concerns in decanting 
situations is a change that results in greater exoneration of the trustee.  
Returning to the fact scenario at the beginning of this section, if change of 
situs and decanting significantly lowers the trustee’s potential liability 
regarding investments, it is conceivable that the home state of the trust 
might view it as a public policy matter. 

a. In appropriate circumstances, the trustee who is moving trust situs 
or decanting to take advantage of stronger exoneration provisions 
or to create a directed trust may want court approval in the original 
state of the trust before moving. 

b. The risk in failing to get such approval is that a future beneficiary 
could bring a claim against the trustee in the original state for 
exercising its authority to change the trust situs, on the grounds 
that the act adversely impacted the beneficiary’s ability to enforce 
claims against the trustee. 

VII. Selected Income and Transfer Tax Considerations Applicable in Administering Trusts 
That Hold Business Interests 

A. Valuing Transfers of Interests In Closely Held Entities:  In General 

1. If property is transferred for less than adequate and full consideration in 
money or money’s worth, the amount by which the value of the property 
exceeded the value of the consideration shall be deemed a gift. I.R.C. § 
2512(b). 

2. Unless a gift of an interest in a family or closely held business is subject to 
the “Special Valuation Rules” of Chapter 14, the value of property for gift 
tax purposes is “the price at which such 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.”  (Fair market value).  Treas. Reg. § 25.2512-1, see also 
25.2512-2 (Stocks and bonds) & 25.2512-3 (Valuation of interests in 
businesses). 

3. Donative intent is not necessarily relevant. 

a. Donative intent on the part of the transferor is not an essential 
element in the application of the gift tax to the transfer.  The 
application of the tax is based on the objective facts of the transfer 
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and the circumstances under which it is made, rather than on the 
subjective motives of the donor. Treas. Reg. § 25.2511-1(g)(1). 

b. Gift tax may apply to transfers sales, exchanges, and other 
dispositions of property for a consideration to the extent that the 
value of the property transferred by the donor exceeds the value in 
money or money’s worth of the consideration therefore. Treas. 
Reg. § 25.2512-8. 

c. Except that [a] sale, exchange, or other transfer of property made 
in the ordinary course of business (a transaction which is bona fide, 
at arm’s length, and free from any donative intent) will be 
considered as made for an adequate and full consideration in 
money or money’s worth. Id. 

B. Selected Pitfalls of I.R.C. § 2701 

1. Generally, Chapter 14 of the Code, which includes I.R.C. §§ 2701 through 
2704, attempts to prevent perceived transfer tax abuses in the context of 
business or other interests held within a family by treating certain 
transactions as deemed gifts.  It does so by ignoring certain agreements or 
restrictions that would otherwise affect the valuation of transferred 
interests.  In very broad terms, the assumption underlying Chapter 14 is 
that a senior family member will make decisions relating to the ownership 
and disposition of family business interests or other interests so as to shift 
value to younger family members.   

2. I.R.C. § 2701 may apply to value an intra-family “transfer” of an interest 
in a non-publicly traded entity.  The term “transfer” is broadly defined to 
include not only taxable gifts, but also certain transfers for full and 
adequate consideration and many deemed and indirect transfers. Treas. 
Reg. §§ 25.2701-1(b)(1), Ex. 4 and 5, 25.2701-2.  In addition, I.R.C. § 
2701 has its own set of attribution rules that attribute transactions among 
related parties. Treas. Reg. § 25.2701-6. 

3. If Code § 2701 applies, and if the transaction does not meet any of the 
available exceptions, the transfer is valued by the “Subtraction Method.”  
Under the Subtraction Method, all senior equity interests are valued at 
zero, which results in a deemed gift in the entire amount of the family held 
interests by the senior family member(s) to the junior family member(s). 
Treas. Reg. § 25.2701-1(a)(2). 

4. Code section 2701 values the transfer of a junior equity interest in a non-
publicly traded entity to (or for the benefit of) a member of the transferor’s 
family [broadly speaking, the transferor’s spouse or a junior family 
member] if after the transfer, the transferor or an applicable family 
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member [broadly speaking, the transferor’s spouse or a senior generation 
family member] holds an applicable retained interest.  I.R.C. § 2701. 

a. .An applicable retained interest is an equity interest that carries an 
economic right to share (or not to share) in the growth of the entity. 

I.R.C. § 2701(b)(1).  Treas. Reg. §§ 25.2701-1(a)(1); 25.2701-
2(b)(1).  There are two types of applicable retained interests, the 
existence of either of which will cause the zero-valuation rule of § 
2701 to apply in valuing those retained gifts: (1) extraordinary 
payment rights; and (2) distribution rights.   

b. Subject to certain exceptions, an extraordinary payment right is a 
liquidation, put, call or conversion right, or a similar right, the 
exercise or nonexercise of which affects the value of the 
transferred interest. I.R.C. §§ 2701(b)(1)(B), 2701(c)(2)(A).  A call 
right includes any warrant, option, or other right to acquire one or 
more equity interests. Treas. Reg. § 25.2701-2(b)(2). 

c. Also subject to certain exceptions, a distribution right  is the right 
to receive distributions with respect to an equity interest in an 
entity that is controlled by (a) the transferor, (b) applicable family 
members, and (c) lineal descendants of the parents of transferor 
and or his or her spouse (a “controlled entity,” as defined in Treas. 
Reg. § 25.2701-2(b)(5)(ii)). I.R.C. § 2701(b)(1)(A). 

(1) For purposes of determining whether an entity is 
controlled, the attribution rules of Code § 2701(e)(3) and 
Treasury Regulations § 25.2701-6, explored below, apply. 
I.R.C. § 2701(b)(1), “…after application of subsection 
(e)(3)”; see also Treas. Reg. § 25.2701-2(b)(5)(ii)(B). 

d. Qualified Payment Rights.  The value of the transfer of a junior 
equity interest in a preferred partnership is not determined under 
2701 if it is a qualified payment right, meaning  “any dividend 
payable on a periodic basis [at least annually] under any 
cumulative preferred stock (or a comparable payment under any 
partnership interest) to the extent that such dividend (or 
comparable payment) is determined at a fixed rate or fixed amount 
or if an election has been made to treat the distribution right as a 
qualified payment right, as described below. I.R.C. §§ 
2701(a)(3)(C), 2701(c)(3).  A payment is treated as fixed as to rate 
if it is determined at a rate which bears a fixed relationship to a 
specified market interest rate.  I.R.C. § 2701(c)(3)(B).  See also 
Treas. Reg. § 25.2701-2(b)(6). 



53 

(1) Partnerships that rely upon the qualified payment right to 
structure a preferred “frozen” interest are often referred to 
as preferred partnerships or freeze partnerships.   

(2) The qualified payment right is still an applicable retained 
interest, but its value is determined without regard to Code 
section 2701 unless it is combined with one or more 
extraordinary payment rights. I.R.C. § 2701(c)(3); Treas. 
Reg. § 25.2701-2(a)(4).    The “lower of” rule applies if a 
qualified payment right is held in conjunction with an 
extraordinary payment right.  In that case, the value of all 
rights is determined by assuming that each extraordinary 
payment right is exercised in a manner resulting in the 
lowest total value being determined for all the rights. Treas. 
Reg. § 25.2701-2(a)(3) and examples at (a)(5). 

(3) Irrevocable election into qualified payment right treatment 
under Treas. Reg. § 25.2701-2(c)(2).  If an election is made, 
then under the Subtraction Method, the senior held 
Preferred Interests would not be valued at zero.  Rather, the 
fair market value of such Preferred Interests will be 
determined based upon traditional valuation principals, 
based upon facts assumed and agreed to in the election filed 
with the Transferor’s gift tax return. Treas. Reg. § 25.2701-
2(c)(5). 

(4) An election assumes for § 2701 purposes that a fixed 
annual payment will be made to the holder of the interest 
(regardless of whether or not the partnership or corporation 
has adequate cash-flow).   

(5) A grace period of four (4) years to actually make a payment 
is permitted. Treas. Reg. § 25.2701-4(c)(5). 

(6) Deferral is permitted by satisfying payment of a Qualified 
Payment with a debt obligation bearing compound interest 
from the original due date at an appropriate discount rate, 
provided that the term of the debt obligation does not 
exceed four (4) years. Treas. Reg. § 25.2701-4(c)(5). 

(7) Therefore with these two provisions, the Qualified Payment 
due in year one (1) may first be extended by the four (4) 
year grace period, and then at the termination of that period 
an interest-bearing promissory note with a maximum 
maturity of another four (4) years may be issued to satisfy 
such payment, for a total of eight (8) years of deferral. See 
Treas. Reg. § 25-2701-4(c). 
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(8) If a Qualified Payment is not made within the four (4) year 
grace period, certain increases are made under the 
“compounding rule” upon the subsequent transfer of the 
interest by gift or by death to account for such arrearages. 

5. Note that a right to distributions in a controlled entity that is junior to the 
rights of the transferred interest is not a distribution right and therefore not 
an applicable retained interest. I.R.C. § 2701(c)(1)(B)(i).  This is 
commonly referred to as a “reverse freeze”.  

6. Minimum Value of Junior Equity Interest:  If § 2701 applies, in the case of 
a transfer of a junior equity interest, such interest shall not be valued at an 
amount less than 10% of the total value of all of the equity interests, plus 
the total indebtedness of the entity to the transferor or an applicable family 
member.  I.R.C. § 2701(a)(4)(A). 

7. Rights That Are Neither Extraordinary Payment Rights Nor Distribution 
Rights:   

a. Certain rights may be retained in connection with preferred 
interests, which do not fall within the definition of an extraordinary 
payment right or a distribution right, and, therefore, are not 
“applicable retained interests” that trigger the application of § 
2701: 

(1) Mandatory Payment Rights: Right to receive a payment 
required to be made at a specific time for a specific amount 
(e.g., mandatory redemption required at certain date at 
certain value).  Treas. Reg. § 25.2701-2(b)(4)(i).   

(2) Liquidation Participation Right: Right to participate (in 
contrast to a right to compel) in a liquidating distribution.  
Treas. Reg. § 25.2701-2(b)(4)(ii).   

(3) Guaranteed Payment Right:  Right to a guaranteed fixed 
amount payment, without contingencies, under 
Section 707(c).  Treas. Reg. § 25.2701-2(b)(4)(iii).   

(4) Non-Lapsing Conversion Right: Non-lapsing right to 
convert an equity interest into a specific number or 
percentage of shares (if the entity is a corporation), or into a 
specified interest (if the entity is a partnership).  Treas. 
Reg. § 25.2701-2(b)(4)(iv). 

b. In addition, debt will never be an applicable retained interest, 
unless it is recharacterized as disguised equity.  P.L.R. 9436006. 
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(1) Leases, employment arrangements, and other economic 
interests that are not of an equity nature are not applicable 
retained interests.  See, e.g., PLR 9350016. 

8. Exceptions to Code section 2701 for certain applicable retained interests.  
The following are applicable retained interests, but Section 2701 does not 
apply to determine their valuation on transfer: 

a. Publicly Traded; i.e., if “market quotations are readily available (as 
of the date of transfer) for such interest on an established securities 
market;”  I.R.C. § 2701(a)(2)(A). 

b. Of the Same Class as the Transferred Interest.  I.R.C. § 
2701(a)(2)(B). A class is the same class if the rights are identical 
(or proportional) to the rights of the transferred interests, except for 
non-lapsing differences in voting rights (or, for a partnership, non-
lapsing differences with respect to management and limitations on 
liability).  I.R.C. § 2701(a)(2)(B); Treas. Reg. § 25.2701-1(c)(3), 
or 

c. Proportional to the Transferred Interest, unless the transferor or an 
applicable family member has the “right to alter the liability of the 
transferee.”   

(1) Stated more completely, Code section 2701 will not apply 
if the retained interest (i) is “proportionally the same as the 
transferred interest, without regard to nonlapsing 
differences in voting power (or, for a partnership, 
nonlapsing differences with respect to management and 
limitations on liability), and (ii) neither the transferor nor 
an applicable family member has the right to alter the 
liability of the transferee.  I.R.C. § 2701(a)(2)(C). 

(2) This is the so-called “vertical slice” exception. 

9. Code section 2701 applies whether the interest is held directly or 
indirectly.  I.R.C. § 2701(e)(3).  Indirect holdings are determined under 
Treasury Regulation § 25.2701-6: 

a. Individuals:  [A]n individual is treated as holding an equity interest 
to the extent the interest is held indirectly through a corporation, 
partnership, estate, trust, or other entity.  If an equity interest is 
treated as held by an individual in more than one capacity, then it 
is treated as being held by the individual in the manner that 
attributes the largest total ownership of the equity interest.   

b. Corporations:  A person is considered to hold an equity interest 
held by or for a corporation in the proportion that the fair market 
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value of the stock the person holds bears to the fair market value of 
all the stock in the corporation (determined as if each class of stock 
were held separately by one individual).  Treas. Reg. § 25.2701-
6(a)(2). 

c. Partnerships:  A person is considered to hold an equity interest 
held by or for a partnership in proportion that the fair market value 
of the larger of the person’s profits interest or capital interest in the 
partnership bears to the total fair market value of the corresponding 
profits interests or capital interests in the partnership, as the case 
may be (determined as if each class were held by one individual). 
Treas. Reg. § 25.2701-6(a)(3). 

d. Estates and Trusts:  A person is considered to hold an equity 
interest held by or for an estate or trust to the extent the person’s 
beneficial interest therein may be satisfied by the equity interest 
held by the estate or trust, or the income or proceeds thereof, 
assuming the maximum exercise of discretion in favor of the 
person.   

(1) If stock is specifically bequeathed to one beneficiary, it will 
not be attributed to the residuary beneficiaries.   

(2) A beneficiary of an estate or trust who cannot receive any 
distribution with respect to an equity interest held by the 
estate or trust…is not considered the holder of the equity 
interest.  Treas. Reg. § 25.2701-6(a)(4)(i). 

(3) Nonetheless, any person who may receive distributions 
from a trust is considered to hold an equity interest held by 
the trust if the distributions may be made from current or 
accumulated income from or the proceeds from the 
disposition of the equity interest, even though under the 
terms of the trust the interest can never be distributed to 
that person.  Treas. Reg. § 25.2701-6(a)(4)(i).  Thus, even a 
person who has an income interest only may be deemed to 
“hold” a share of the corpus of the trust.  Treas. Reg. § 
25.2701-6(b), ex. 4 and 5. 

(4) In addition, the rules do not distinguish between a present 
and a future interest.  As a result, even an individual who 
does not have a present right to distributions may be 
deemed to indirectly hold a share of the underlying equity.  
Treas. Reg. § 25.2701-6(b), ex. 4 and 5. 



57 

(5) Persons who hold a beneficial interest in an employee stock 
ownership plan (“ESOP”) may be treated as beneficiaries 
under this subsection of the Regulation.  P.L.R. 9253018. 

(6) The Regulation further provides a set of special rules for 
the application of the foregoing subsection 

(a) Property is held by a decedent’s estate if the 
property is subject to claims against the estate and 
expenses of administration. 

(b) A person holds a beneficial interest in a trust or an 
estate so long as the person may receive 
distributions from the trust or the estate other than 
payments for full and adequate consideration. 

(c) An individual holds an equity interest held by or for 
a trust if` the individual is considered an owner of 
the trust (a “grantor trust”) under subpart E, part 1, 
subchapter J of the Internal Revenue Code (relating 
to grantors ad others treated as substantial owners).  
However, if an individual is treated as the owner of 
only a fractional share of a grantor trust because 
there are multiple grantors, the individual holds 
each equity interest held by the trust, except to the 
extent that the fair market value of the interest 
exceeds the fair market value of the fractional share. 

10. One More Layer:  The Multiple Attribution Rules under Section 2701 

a. If an interest is attributed to a person in more than one capacity, the 
multiple attribution rules apply. 

b. There are two separate sets of multiple attribution rules:  one 
applies to applicable retained interests; the other to subordinate 
equity interests. 

c. Applicable Retained Interests.  If an applicable retained interest is 
attributed to more than one of the transferor and applicable family 
members, it is attributed within that class in the following order: 

(1) If the interest is held in a grantor trust, to the individual 
treated as the holder thereof; 

(2) To the transferor; 

(3) To the transferor’s spouse; or 



58 

(4) To each applicable family member on a pro rata basis.  
Treas. Reg. § 25.2701-6(a)(5)(i). 

d. Subordinate Equity Interests. 6  If a subordinate equity interest is 
attributed to more than one individual in a class consisting of the 
transferor, applicable family members, and members of the 
transferor’s family, the interest is attributed within that class in the 
following order (Treas. Reg. § 25.2701-6(a)(5)(ii)): 

(1) To the transferee;   

(2) To each member of the transferor’s family on a pro rata 
basis; 

(3) If the interest is held in a grantor trust, to the individual 
treated as the holder thereof;  

(4) To the transferor;  

(5) To the transferor’s spouse; or 

(6) To each applicable family member on a pro rata basis. 

e. The multiple attribution rules do not create attribution where there 
otherwise was none.  In other words, the multiple attribution rules 
only apply if ownership of an equity interest is attributed to 
multiple persons under Treasury Regulations section 25.2701-6(a). 

11. In Private Letter Ruling 9321046, the taxpayer proposed a recapitalization 
of a company that was owned -- both before and after the transfer -- 47% 
by her, individually, 3% by members of her family, and 50% by a trust 
created under the will of her deceased husband, of which she was the sole 
current income beneficiary.  The recapitalization would have exchanged 
each share of common stock for one share of common and one share of 
cumulative, preferred stock.  The Service correctly noted that, even though 
the cumulative preferred stock (a “qualified payment right”) would not be 
attributed a zero value, it was, nonetheless, an applicable retained interest. 

a. Under the multiple attribution rules of Treasury Regulations 
section 25.2701-6(a)(5), the cumulative, preferred stock held 
(being a senior equity interest) by the trust was deemed owned by 
the taxpayer, and the common stock (a junior equity interest) was 

                                                 
6 A subordinate equity interest is an equity interest as to which an applicable retained 

interest is a senior equity interest.  Treas. Reg. § 25.2701-3(a)(2)(iii).  A senior equity interest is 
an equity interest that carries a right to distributions of income or capital that is preferred as to 
the rights of the transferred interest.  Treas. Reg. § 25.2701-3(a)(2)(ii).   
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deemed owned by her descendants.7  The Service determined that 
this transfer was, therefore, not “of the same class” as the 
transferred interest.  As a result, the Service treated the taxpayer as 
having made a gift to the extent that the value of her life estate in 
the common stock held prior to the transfer exceeded value of her 
life estate in the preferred and common stock received after the 
recapitalization.   

C. Code Section 2704:  In the Spotlight 

1. With the release of Proposed Regulations under Code Section 2704 on 
August 2, 2016, the estate planning community has been laser-focused on 
this section. 

2. Code § 2704 has remained virtually unchanged since its enactment in 
1990. The two primary effects of the section are the “deemed gift/estate 
inclusion” effect of Code § 2704(a) and the “disregarding” effect of Code 
§ 2704(b).  Effectively, Code § 2704(a) establishes the taxable event, and 
Code § 2704(b) determines the value of the transfer.   

3. Under Code § 2704(a), if there is a lapse of any voting or liquidation right 
in a corporation or partnership, and the individual holding the right and 
members of his or her family control the entity both before and after the 
lapse, then the lapse is treated as a transfer.  I.R.C. § 2704(a)(1). 

a. A “voting right” is the right to vote with respect to any matter of 
the entity. In the case of a partnership, the right of a general partner 
to participate in partnership management is a voting right.  Treas. 
Reg. § 25.2704-1(a)(2)(iv).   

b. A liquidation right is defined as a right or ability to compel the 
entity to acquire all or a portion of the holder’s equity interest in 
the entity, including by reason of aggregate voting power whether 
or not the exercise would result in the complete liquidation of the 
entity.  See Treas. Reg. § 25.2704-1(a)(2)(v).  

c. Under these regulations, the right or ability to cause the dissolution 
of the entity is a liquidation right.  See TAM 9352001 (1993) 
(stating a sole shareholder’s ability to dissolve the corporation at 
will was a liquidation right for purposes of Code § 2704). 

d. Members of the holder’s family include (i) the individual’s spouse, 
(ii) any ancestor or lineal descendant of the individual or the 

                                                 
7 A recapitalization such as this begs the question, “Who is the transferor?”  Regardless, 

however, of whether the transferor is deemed to be the widow, her deceased husband, or one of 
her descendants, she is in the senior generation. 
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individual’s spouse, (iii) any brother or sister of the individual, and 
(iv) any spouse of any of the preceding individuals.  I.R.C. § 
2704(c)(2).  The attribution rules of Code § 2701 apply for the 
purposes of determining the interest held by an individual.  I.R.C. 
§ 2704(c)(3). 

e. For corporations, “control” means holding at least 50 percent (by 
vote or value) of the stock of the corporation; for partnerships, it 
means holding at least 50% of either the capital interest or the 
profits interest in the partnership.  “Control” does not require the 
ability to restore the lapsed right.  See Treas. Reg. § 25.2704-
1(a)(2)(i) (referencing Treas. Reg. § 25.2701-2(b)(5)); Estate of 
Smith v. United States, 103 Fed. Cl. 533 (2012).   

4. A lapse of a voting or liquidation right in a controlled entity is treated as a 
gift (if it occurs during life) or is includable in the decedent’s gross estate 
(if it occurs at death).  The amount of the transfer is treated as the 
difference between the interests held before the lapse (determined without 
regard to the lapse) and the value of the interests immediately after the 
lapse.  Treas. Reg. § 25.2704-1.  

5. Code § 2704(a) does not apply if, after the lapse of a liquidation right, the 
holder, his or her estate or his or her family cannot liquidate an interest 
that could have been liquidated before the lapse.  Treas. Reg. § 25.2704-
1(c)(2)(i)(A).  State law, as modified by the governing instrument, 
determines whether or not after the lapse the interest can be liquidated.  
Treas. Reg. § 25.2704-1(c)(2)(i)(B).    

6. A transfer of an interest that results in the lapse of a liquidation right is not 
subject to Code § 2704 if the rights with respect to the transferred interest 
are not restricted or eliminated.  However, a transfer that results in the 
elimination of the transferor’s right or ability to compel the entity to 
acquire an interest retained by the transferor that is subordinate to the 
transferred interest is a lapse of a liquidation right with respect to the 
subordinate interest.  In this regard, a transfer resulting in the lapse of a 
liquidation right is subject to Code § 2704 if:  

a. immediately before the transfer, the transferor possesses an interest 
having a liquidation right;  

b. the transferred interest is senior to the interest retained by the 
transferor; and  

c. the transfer results in the termination of the liquidation right 
attributable to the transferor’s retained junior interest.  TAM 
9352001 (1993).  A retained interest is senior if it “carries a right 
to distributions of income or capital that is preferred as to the rights 



61 

of the transferred interest.”  Treas. Reg. § 25.2704-1(a)(2)(vi) 
(referring to § 25.2701-3(a)(2)(iii) for the definition of 
“subordinate”); Treas. Reg. § 25.2701-3(a)(2)(ii). 

7. Amount of Gift 

a. The amount of the gift is the excess of the value of all interests 
held by the holder before the lapse (determined as if the rights 
were nonlapsing) over the value of the rights immediately after the 
lapse (determined as if all such interests were held by one 
individual).  I.R.C. § 2704(a)(2); Treas. Reg. § 25.2704-1(d).     

8. All the Talk About Code § 2704(b) 

a. Under Code § 2704(b), “applicable restrictions,” are disregarded in 
determining the value of the transfer, and the transferred interest is 
valued as if the restriction does not exist.  I.R.C. § 2704(b); Treas. 
Reg. § 25.2704-2(c). 

b. “Applicable restrictions” include those restrictions that limit the 
ability of the corporation or partnership to liquidate which either (i) 
lapse, in whole or in part, after the transfer or (ii) the transferor, 
either alone or with members of his family, has the right to 
remove, in whole or in part, after the transfer.  See, e.g., Kerr v. 
Comm’r, 113 T.C. 449 (1999).     

c. Applicable restrictions also do not include “any commercially 
reasonable restriction which arises as part of any financing by the 
corporation or partnership with a person who is not related to the 
transferor or transferee, or a member of the family of either.” The 
regulations further state that the financing must be for the entity’s 
“trade or business operations whether in the form of debt or 
equity.”  I.R.C. § 2704(b)(3); Treas. Reg. § 25.2704-2(b); I.R.C. § 
267(b).8   

                                                 8 Code § 267(b) includes as related parties: (1) members of a family; (2) an individual and 
a corporation in which the individual owns, directly or indirectly, more than 50% of the value of 
the outstanding stock; (3) two corporations which are members of the same controlled group; (4) 
a grantor and a fiduciary of any trust; (5) a fiduciary of a trust and a fiduciary of another trust, if 
the same person is a grantor of both trusts; (6) a fiduciary of a trust and a beneficiary of the trust; 
(7) a fiduciary of a trust and a beneficiary of another trust, if the same person is a grantor of both 
trusts; (8) a fiduciary of a trust and a corporation in which more than 50% of the value of the 
outstanding stock is owned, directly or indirectly, by or for the trust or a person who is a grantor 
of the trust; (9) a person and an organization to which Code § 501 applies and which is 
controlled directly or indirectly by such person or by members of the family of such individual; 
(10) a corporation and a partnership if the same persons own more than 50% of the value of the 
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9. Applicable restrictions also exclude any restrictions imposed, or required 
to be imposed, by any Federal or State law.  A restriction on the ability to 
liquidate is not an “applicable restriction” if the restriction is not more 
restrictive than the limitations that would apply under applicable state law 
in the absence of the restriction.  I.R.C. § 2704(b)(3); Treas. Reg. § 
25.2704-2(b).   

10. Some Highlights of the Proposed Regulations 

a. Would be effective on the date of publication of final regulations, 
with a 30-day delay for transfers subject to “disregarded 
restrictions.” 

b. Treasury and the IRS have determined that the current regulations 
“have been rendered substantially ineffective in implementing the 
purpose and the intent of the statute” by changes and state laws and 
other subsequent developments. 

c. I.R.C. § 2704(b)(3)(B) explicitly provides that “any restriction 
imposed, or required to be imposed, by any Federal or State law”  
is not an “applicable restriction” that would be disregarded under 
I.R.C. § 2704. 

d. Current regulations provide that an applicable restriction is one 
which is “more restrictive than the limitations that would apply 
under the State law generally applicable to the entity in the absence 
of the restriction.”  In Kerr v. Commissioner, 113 T.C. 449 (1999), 
aff’d 292 F.3d 490 (5th Cir. 2002), the court viewed this as a 
regulatory expansion of I.R.C. § 2704(b)(3)(B). 

e. The Preamble noted that, “[s]ince the promulgation of the current 
regulations, many state statutes governing limited partnerships 
have been revised to allow liquidation of the entity only on 
unanimous vote of all owners (unless provided otherwise in the 
partnership agreement), and to eliminate the statutory provision 
that had allowed a limited partner to liquidate his or her limited 
partner interest.”  The Preamble goes on to state: 

(1) “Instead, these jurisdictions typically now provide that a 
limited partner may not withdraw from the partnership 

                                                                                                                                                             
outstanding stock of the corporation and more than 50% of the capital or profits interest in the 
partnership; (11) an S corporation and another S corporation, if the same persons own more than 
50% of the value of the outstanding stock of each corporation; (12) an S corporation and a C 
corporation, if the same persons own more than 50% of the value of the outstanding stock of 
each corporation; or (13) an executor of an estate and a beneficiary of such estate, except in the 
case of a sale or exchange in satisfaction of a pecuniary bequest. 
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unless the partnership agreement provides otherwise.”  
(Citing the Texas Business Organizations Code and the 
Uniform Limited Partnership Act.) 

(2) Or states create “elective restrictions” on liquidation.  
(Citing the Nevada Uniform Limited Partnership Act.) 

(3) As a result of such state law changes, many liquidation 
restrictions in partnership agreements are “no more 
restrictive than those under state law,” and therefore are not 
“applicable restrictions” 

f. In addressing “other subsequent developments” that have rendered 
the regulations “substantially ineffective,” the Preamble put special 
emphasis on the case of Kerr v. Commissioner (cited above).  The 
Kerr court held that I.R.C. § 2704(b) applied only to restrictions on 
the ability to liquidate an entire entity; not to restrictions on the 
ability to liquidate a transferred interest.  “Thus, a restriction on the 
ability to liquidate an individual interest is not an applicable 
restriction under the current regulations.” 

g. Stated Intent of Regulations. 

(1) Amend Treas. Reg. § 25.2704-1 to (i) address deathbed 
transfers that result in the lapse of a liquidation right; and 
(ii) clarify that a transfer that results in the creation of an 
assignee interest is a lapse; 

(2) Amend Treas. Reg. § 25.2704-2 to refine the definition of 
“applicable restriction” by eliminating the comparison to 
the liquidation limitations of state law; and 

(3) Add a new Treas. Reg. § 25.2704-3 (Disregarded 
Restrictions) to address (i) restrictions on the liquidation of 
an individual interest; and (ii) the effect of “insubstantial 
interests” held by nonfamily members. 

h. Proposed Regulations under Code section 2701:  Control and 
Attribution 

(1) Control.  Under I.R.C. § 2704(c)(1), “[t]he term “control” 
has the meaning given to such term by section 2701(b)(2).  
See Prop. Reg. §§ 25.2704-2(c) and 25.2704-3(c).   

(2) Prop. Reg. § 25.2701-2(b)(5)(i) expands the description of 
a “controlled entity” to include not only corporations and 
partnerships, but any other entity or arrangement (i.e., an 
LLC) that is classified as a business entity under Treas. 
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Reg. § 301.7701-2(a) that is controlled by the transferor, 
applicable family members, or lineal descendants of the 
parents of the transferor or the transferor’s spouse 
immediately before a transfer.  Consistent with the test for 
partnerships and corporations, “control” of an LLC would 
mean the holding of at least 50% of the capital or profits 
interests in the entity.  An additional definition of control 
includes the holding of any equity interest with the ability 
to cause the liquidation of the entity in whole or in part. 

(3) Attribution.  Prop. Reg. §§ 25.2704-2(d) and -3(d) provide 
that “An individual, the individual’s estate, and members of 
the individual’s family are treated as also holding any 
interest held indirectly by such person through a 
corporation, partnership, trust, or other entity under the 
rules contained in § 25.2701-6” 

(4) Treas. Reg. § 25.2701-6 contains unique attribution rules 
with respect to trusts that cannot be superimposed on I.R.C. 
§ 2704: 

(a) Unascertainable Beneficiaries.  Under Treas. Reg. § 
25.2701-6(a)(4), a person is considered to hold an 
interest held in trust to the extent that his or her 
beneficial interest in the trust may be satisfied by 
the equity interest held by the estate or trust, or the 
income or proceeds thereof, based on the 
assumption that the trustee will exercise maximum 
discretion in favor of the person.  However, a 
beneficiary who cannot receive any distribution 
with respect to an equity interest (including the 
income therefrom or the proceeds of a disposition) 
is not considered a holder of the interest, as would 
be the case, for example, if such an interest was 
earmarked for one or more beneficiaries at the 
exclusion of all others.  Accordingly, it is possible 
that, for I.R.C. § 2701 attribution purposes, an 
equity interest may be fully attributed to the 
remainder beneficiaries of a trust, even though they 
have no right to receive current distributions and no 
rights to accumulated income.   

(b) In addition, an individual is treated as holding any 
equity interest held by or for a trust if the individual 
is the owner of the trust under subpart E.  As such, 
without the application of “tie-breaker” rules in 
Treas. Reg. § 25.2701-6(a)(5), the application of the 
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“basic” attribution rules could result in an equity 
interest being 100% attributed to the grantor and 
each current and remainder beneficiary of a 
discretionary grantor trust.  The tie breaker 
presuppose the existence of senior and junior equity 
interests by attributing interests among generations 
based on the class of equity. 

i. Prop. Reg. § 25.2704-1 would create a bright line test such that 
transfers occurring within three years of death that result in the 
lapse of a liquidation right would be treated as transfers occurring 
at death for the purposes of I.R.C. § 2704(a): 

D owns 84 percent of the single outstanding class of stock of 
Corporation Y.  The by-laws require at least 70 percent of the vote 
to liquidate Y.  More than three years before D’s death, D gives 
one-half of D’s stock in equal shares to D’s three children (14 
percent to each).  Section 2704(a) does not apply to the loss of D’s 
ability to liquidate Y, because voting rights are not restricted or 
eliminated by reason of the transfer, and the transfer occurs more 
than three years before D’s death.  However, had the transfers 
occurred within three years of D’s death, the transfers would have 
been treated as the lapse of D’s liquidation right occurring at D’s 
death.  Prop. Reg. § 25.2704-1(f), Ex. 4. 

j. The value to be included in the gross estate under this provision is 
unclear.  Treasury Regulations Section 25.2704-1(d) provides that 
the amount of the transfer is the excess, if any, of—(1) the value of 
all interests in the entity owned by the holder immediately before 
the lapse (determined immediately after the lapse as if the lapsed 
right was nonlapsing); over (2) the value of the interests described 
in the preceding paragraph immediately after the lapse (determined 
as if all such interests were held by one individual).  The date as of 
which the interest is to be valued (date of transfer or date of death) 
is unclear, although since the lapse is deemed to occur at death, the 
valuation is likely as of date of death. 

k. The value determined immediately after the lapse – as if such 
interests were held by one individual - would arguably be the same 
as the value determined before the lapse, resulting in taxable 
inclusion valued at zero.  More likely, this means to determine the 
aggregate value all of the transferor’s retained and transferred 
interests after the lapse, compared to their aggregate value before 
the lapse.  If the interests were not treated as held by one 
individual, discounts might apply resulting a lower “retained” 
value and a greater gift. 
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l. Alternatively, the Proposed Regulations might clarify that the 
value of all interests owned by the transferor within three years of 
his or her death should be included in the taxable estate.  It is 
unclear how this might account for gifts subject to marital or 
charitable deduction.   

m. Under Prop. Reg. § 25.2704-1(a)(5), a “transfer that results in the 
restriction or elimination of the transferee’s ability to exercise the 
voting or liquidation rights that were associated with the interest 
while held by the transferor is a lapse of those rights.  For example, 
the transfer of a partnership interest to an assignee that neither has 
nor may exercise the voting or liquidation rights of a partner is a 
lapse of the voting and liquidation rights associated with the 
transferred interest.” 

n. Proposed Regulation § 25.2704-2.  “Applicable Restriction” 
redefined.  The definition of applicable restriction under the 
proposed regulations would include all applicable restrictions, 
regardless of whether they are as restrictive, more restrictive, or 
less restrictive than state law: 

(1) “The term applicable restriction means a limitation on the 
ability to liquidate the entity, in whole or in part (as 
opposed to a particular holder’s interest in the entity), if, 
after the transfer, that limitation either lapses or may be 
removed by the transferor, the transferor’s estate, and/or 
any member of the transferor’s family, either alone or 
collectively.” Prop. Reg. § 25.2704-2(b)(1). 

(a) Source of limitation. Rather than focusing on 
applicable restrictions defined in the governing 
documents of the entity, under the proposed 
regulations, all applicable restrictions will be 
disregarded, no matter the source of the restriction. 
If an owner’s rights to withdraw or liquidate are 
limited by state law, governing documents, or side 
agreements, the limitation will be disregarded for 
transfer tax valuation purposes. 

(b) “An applicable restriction includes a restriction that 
is imposed under the terms of the governing 
documents (for example, the corporation’s by-laws, 
the partnership agreement, or other governing 
documents), a buy-sell agreement, a redemption 
agreement, or an assignment or deed of gift, or any 
other document, agreement, or arrangement; and a 
restriction imposed under local law regardless of 
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whether that restriction may be superseded by or 
pursuant to the governing documents or otherwise. 
For this purpose, local law is the law of the 
jurisdiction, whether domestic or foreign, that 
governs the applicability of the restriction. For an 
exception for restrictions imposed or required to be 
imposed by federal or state law, see paragraph 
(b)(4)(ii) of this section.” Prop. Reg. § 25.2704-
2(b)(2). 

(2) The proposed regulations include four exceptions to the 
definition of applicable restriction. 

(a) Commercially Reasonable Exception - Prop. Reg. § 
25.2704-2(b)(4)(i). A commercially reasonable 
restriction is a “restriction on liquidation imposed 
by an unrelated person providing capital to the 
entity for the entity’s trade or business operations, 
whether in the form of debt or equity.”  

(b) Required by Law Exception - Prop. Reg. § 25.2704-
2(b)(4)(ii).   This exception would only apply to 
restrictions that are “imposed or required to be 
imposed” by state or federal law and that cannot be 
overridden in the governing documents. 

(c) 2703 Exception - Prop. Reg. § 25.2704-2(b)(4)(iii).  
As in the existing regulations, an exception exists 
for an option, the right to use property, or an 
agreement that is subject to section 2703. Such 
rights are applicable restrictions that are disregarded 
for transfer tax purposes under section 2704.  

(d) Put Right Exception - Prop. Reg. § 25.2704-
2(b)(4)(iv).  The proposed regulations provide a 
put-right exception. Some believe it is intended to 
be a safe harbor, as discussed below.  If state law or 
the governing documents include a restriction that 
would otherwise be deemed to be an applicable 
restriction, the restriction will not be disregarded if 
the holder of the interest has a put right as described 
in § 25.2704-3(b)(6) (discussed below). This put 
right would ensure that the holder of the interest has 
the right to convert his or her interest to real value, 
at least equal to “minimum value” as described 
later, without interference, and as such, would allow 
any otherwise stated restriction to be considered.  
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o. Disregarded Restrictions under Prop. Reg. § 25.2704-3 

(1) Prop. Reg. § 25.2704-3 creates a new class of disregarded 
restrictions for transfer tax purposes. Like an “applicable 
restriction,” any of these “disregarded restrictions” will be 
ignored for purposes of valuing an interest conveyed that is 
subject to transfer tax. 

(2) The effect of disregarding a restriction under Prop. Reg. § 
25.2704-3(f) is that the fair market value of the interest is 
determined assuming the restriction did not exist, either in 
the governing documents or applicable law.   Many 
commentators have expressed concern about the 
application of the new disregarded restrictions.  

p. Prop. Reg. § 25.2704-3(b) identifies four specific limitations on the 
right to redeem or liquidate an interest in an entity that will be 
classified as disregarded restrictions, if the limitation either lapses 
after the transfer or can be removed by the transferor or any 
member of the transferor’s family. The four disregarded 
restrictions are:  

(1) Limitation on Liquidation or Redemption - Prop. Reg. 
§ 25.2704-3(b)(i).If a provision limits or permits the 
limitation of the ability of the holder of the interest to 
compel liquidation or redemption of the interest, the 
restriction will be classified as a disregarded restriction. 

(2) Minimum Value - Prop. Reg. § 25.2704-3(b)(ii).If a 
provision limits or permits the limitation of the liquidation 
or redemption proceeds to an amount that is less than 
minimum value, as later defined, the restriction will be a 
disregarded restriction. For a more complete discussion of 
“minimum value,” see below. 

(3) Deferral of Payment - Prop. Reg. § 25.2704-3(b)(iii). If a 
provision defers or permits the deferral of payment of 
liquidation or redemption proceeds for more than 6 months 
after the holder of the interest gives notice of the 
liquidation or redemption action, the restriction will be a 
disregarded restriction. 

(4) Manner of Payment - Prop. Reg. § 25.2704-3(b)(iv) . If a 
provision permits the payment of liquidation or redemption 
proceeds in any manner other than with cash or “property,” 
the restriction will be a disregarded restriction. 
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(5) Prop. Reg. § 25.2704-3(b)(iv) contains the general rule that 
“property” does not include a note or other obligation 
issued directly or indirectly by the entity, holders of an 
interest in the entity, or persons related to either the entity 
or any of holder of an interest in the entity.  For this 
purpose, “related” persons are persons having a relationship 
described in I.R.C. § 267(b), with a carve-out for publicly 
held corporate fiduciaries.  

(6) An exception to this general rule is made for entities 
engaged in an active trade or business, at least 60% of 
whose value consists of the non-passive assets of that trade 
or business.  For such entities, “to the extent the liquidation 
proceeds are not attributable to passive assets,” proceeds 
may include a note or other obligation if such note or other 
obligation is (a) adequately secured, (b) requires periodic 
payments on a non-deferred basis, (c) is issued at “market 
interest rates”, and (d) has a fair market value on the date of 
liquidation or redemption equal to the liquidation proceeds.  

(a) For an entity engaged in an active trade or business, 
a note may be used to pay the liquidation proceeds 
but only up to the percentage of the entity’s non-
passive assets.  

q. “Minimum Value” Defined. 

(1) Prop. Reg. § 25.2704-3(b)(1)(ii) includes a provision that 
“limits or permits the limitation of the amount that may be 
received by the holder of the interest on liquidation or 
redemption of the interest to an amount that is less than a 
minimum value” as a restriction that may become a 
disregarded restriction, meaning the interest’s share of the 
“net value of the entity determined on the date of 
liquidation or redemption.”   

(2) The proposed regulation goes further to define the “net 
value of an entity” as “the fair market value … of the 
property held by the entity,” determined under I.R.C. §§ 
2031/2512 and the regulations thereunder, reduced by 
certain “obligations of the entity.” 

(a) The only outstanding obligations that may be taken 
into account are those that would be allowable if 
paid as deductions under 2053 if they were claims 
against an estate. 
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(b) It is unclear what this really means for an operating 
business or, for example, a business that holds 
significant real estate or other illiquid assets. 

(3) There is concern that this definition would penalize those 
who hold their non-business interests in LLC or other entity 
format, as opposed to co-tenancy.  In the absence of an 
entity, owners would be entitled to fractional interest 
discounts.  

(a) Example: Assume two sisters each own an equal 
and undivided interest in farmland. If the sisters 
own the farmland as tenants-in-common, each 
sister’s interest in the farmland would be valued 
based on the fair market value of the underlying 
farmland, discounted for the fractional interest 
ownership. If the sisters transfer the farmland to an 
entity, no such fractional interest discount would be 
allowable upon a transfer.  In addition, because of 
the definition of minimum value as “net value of the 
entity determined on the date of liquidation,” it is 
unclear the extent to which lack of marketability 
discounts should be allowed in valuing the interest. 

(b) The net effect of this may be to: 

(i) Deprive family-owners of the management 
efficiencies offered by a structure; 

(ii) Deprive or minimize the creditor protection 
available to family owners; and 

(iii) Favor unrelated individuals who co-own 
property over families. 

(c) It would be appropriate to note that, in some cases, 
the IRS may successfully argue that a co-tenancy is 
an association that should be characterized as a 
partnership, for example, if the co-tenants are 
carrying on a trade or business.  See, e.g., Cusick v. 
C.I.R., 76 T.C.M. (CCH) 241, 243 (1998) (finding 
rental real estate activities created a partnership). 

(d) Application to Operating Businesses 

(i) By referring to the fair market value of 
property held by the entity, the proposed 
regulations imply that the entity value is 
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based on a liquidation sale of the assets of 
the operating business.   

(ii) However, Prop. Reg. § 25.2704-3(b)(1)(ii) 
continues: …if the entity holds an operating 
business, the rules of §20.2031-2(f)(2) or 
§20.2031-3 of this chapter apply in the case 
of a testamentary transfer and the rules of 
§25.2512-2(f)(2) or §25.2512-3 apply in the 
case of an inter vivos transfer.  The 
Regulations under 2031 and 2512 consider 
good will and other factors, implying that 
net asset value would not be the sole 
determination of minimum value in the case 
of an operating business.  The circular 
references make this unclear. 

r. Exceptions to the New Disregarded Restrictions.  Prop. Reg. § 
25.2704-3(b)(5) contains five exceptions to the new class of 
disregarded restrictions.   Four are the same exceptions as to the 
definition of “applicable restrictions” (see above).  The fifth 
provides that an “applicable restriction” under Prop. Reg. § 
25.2704-2(b)(4), the restriction is not a disregarded restriction (in 
which case Reg. 25.2704-2(b)(4) applies).  Prop. Reg. § 25.2704-
3(b)(5)(i). 

s. Disregarding Nonfamily Interests.  Under Prop. Reg. § 25.2704-
3(a)(4), a nonfamily member’s interest will be disregarded for 
purposes of determining whether the family acting alone may 
remove a disregarded restriction following a transfer unless all of 
the following requirements are met: 

(1) The interest has been held by the nonfamily member for at 
least 3 years immediately before the transfer. 

(2) On the date of the transfer: (a) the nonfamily member’s 
interest constitutes at least 10% of the value of all equity 
interests and (b) the total equity interests held by all 
nonfamily members constitutes at least 20% of the value of 
all equity interests. 

(3) All nonfamily members have a “put right” (not just the 
nonfamily member whose consent is required to ensure that 
the family alone does not have the power to remove a 
restriction) to receive cash and/or other property with a 
value at least equal to the “minimum value” of such interest 
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within 6 months of providing notice of the intent to 
withdraw.  

t. Coordination with Marital and Charitable Deductions. 

(1) Under Prop. Reg. § 25.2704-2(e), if part of an interest in an 
entity passes upon a person’s death to family members and 
part to nonfamily members, then the part passing to family 
members is treated as a single, separate property interest 
valued using the special valuation assumptions under I.R.C. 
§ 2704(b) and the part passing to nonfamily members is 
also treated as a single, separate property interest valued 
without the special valuation assumptions under I.R.C. § 
2704(b). 

(2) Valuing an interest differently depending on the recipient 
presents complexities in administering estates.  If a 
fiduciary has the authority under a testamentary instrument 
to allocate section 2704 assets to family or nonfamily 
members, should the fiduciary seek to reduce the estate’s 
overall estate tax burden?  Is it fair for a fiduciary to 
apportion a higher percentage of the estate tax to family 
members receiving section 2704 assets than would have 
been apportioned to nonfamily members that could have 
received the same assets? What if the fiduciary has not 
determined (or cannot determine) how the section 2704 
assets will be distributed at the time the estate tax return is 
required to be filed? 

u. Other Considerations under the Proposed Regulations 

(1) To the extent fiduciaries calculate fees based on the value 
of trust assets or trust distributions, it is unclear what value 
should be used if the Proposed Regulations are enacted. 

(2) Fiduciaries may be increasingly pushed towards 
commercial financing so as to have legitimate restrictions 
imposed under Treas. Reg. § 25.2704-2(b). 

(3) If “minimum value” is intended as a safe harbor, how can 
trustees purchase family held business interests – whether 
from a family member or another trust – at a price less than 
minimum value?  How can they purchase for a minimum 
value that is above fair market value? 

D. The Impact of 3.8 Percent Net Investment Income Tax 
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1. The 3.8 percent tax is imposed on the net investment income of trusts and 
estates with modified adjusted gross income that exceeds the top 2016 tax 
bracket of $12,400.     

2. Basic Structure of the Surtax.  Section 1411(a)(1) imposes a 3.8 percent 
tax (the “surtax”) for individuals on the lesser of:  (a) the individual’s “net 
investment income” for such taxable year, or (b) the excess (if any) of the 
individual’s modified adjusted gross income for such taxable year over the 
statutory threshold amount.   

3. For purposes of the surtax, an individual’s “modified adjusted gross 
income” is the individual’s adjusted gross income (gross income minus 
certain specified “above the line” deductions) increased by any excluded 
foreign earned income (not an adjustment affecting many individuals).   

4. For trusts and estates, Section 1411 imposes the surtax on the lesser of (a) 
the undistributed net investment income of the trust or estate or (b) the 
excess of the adjusted gross income of the trust or estate over the 
“threshold” for the trust or estate.  The threshold for a trust or estate is 
significantly lower than the threshold for an individual because it is the top 
inflation-adjusted bracket for estate and trust income tax which is only 
$12,400 in 2016. 

5. Calculating Net Investment Income.  Generally, “net investment income” 
is the sum of gross income from interest, dividends, annuities, royalties, 
and rents, and income derived in the ordinary course of a trade or business 
which is a “passive activity” to the taxpayer, and the net gain attributable 
to the disposition of property other than certain property held in such a 
trade or business, minus deductions allowed in computing taxable income. 

6. In other words, the purpose of the surtax is to tax passive income not 
derived from the taxpayer’s business efforts.  As a result, there will be an 
understandable link between what is a trade or business for purposes of 
Section 1411 and the regulations relating to Code Section 469 for passive 
activity losses.  The IRS was clear in these final Section 1411 regulations 
that the concepts of a passive activity for purposes of those two Code 
sections are not necessarily identical.   

7. Furthermore, despite strong pleas from a number of commentators, the 
IRS refused to use the platform of the finalization of the Section 1411 
regulations to clarify how a trust or estate can be “active” with respect to a 
trade or business.  This topic remains under study by the Treasury.  
Rejecting the calls from many commentators, the IRS also declined to 
define the term “derived in the ordinary course of a trade or business” for 
Section 1411 purposes because the IRS determined that the applicable 
definition under Section 469 of the Code (related to passive activity 
losses), and related case law, are sufficient to define the term. 
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8. Under Code section 469(h), a taxpayer is treated as materially 
participating (i.e., as being “active”) in the operations of an activity if the 
taxpayer’s participation is regular, continuous or substantial.  Legislative 
history indicates that “An estate or trust is treated as materially 
participating in an activity… if an executor or fiduciary, in his capacity as 
such, is so participating.”  S. Rep. No. 99-313, at 735. 

9. Questions of whose participation is required and whether participation can 
be aggregated among fiduciaries and their agents, or attributed among 
family members, have yet to be answered definitively. 

10. The Service has taken the position that only the activities of the trustee 
should be considered in determining material participation.  See, e.g., 
TAM 201317010, 200733023.  Recent case law has challenged this 
position.  See, e.g., Mattie K. Carter Trust v. United States, 256 F. 
Supp.2d 536 (N.D. Tex. 2003). 

11. The most instructive case on point is Frank Aragona Trust v. 
Commissioner, 142 T.C. 165 (2014), summarized below in Section X. 

VIII. Special Requirements:  S Corporations 

A. Trusts That Can Hold S Corporation Stock.  Section 1361(c)(2) specifies six types 
of trusts that will qualify as S corporation shareholders: 

1. A voting trust; 

2. A trust, all of which is treated as owned by an individual who is a citizen 
or resident of the United States under the grantor trust rules of Sections 
671-678 (a “grantor-type trust”); 

3. A trust for which a Qualified Subchapter S Trust (“QSST”) election is 
made, which is then treated as a grantor-type trust as to the income 
beneficiary. 

4. A trust that was a grantor-type trust (including a QSST for which a 
qualified election was made) immediately before the death of the deemed 
owner and that continues in existence after that person’s death, but only 
for a period of two years; 

5. An otherwise nonqualifying trust to which stock was transferred pursuant 
to a shareholder’s will, but only for a period of two years beginning on the 
date of transfer; and 

6. An Electing Small Business Trust (“ESBT”), defined under Section 
1361(e), for which a qualifying election is made. 
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B. Deemed Owner of S Corporation Stock Held in Different Types of Trusts.  
Generally, when a qualifying trust owns shares of S corporation stock, the trust 
itself is not treated as the shareholder either for purposes of the 100 shareholder 
test or (except for an ESBT) for income tax purposes. 

1. This avoids interfacing the income taxation rules for S corporations with 
those for trusts. 

a. The rules of Subchapter J of Chapter 1 of the Code relating to 
taxable income, distributable net income, distributions, and other 
trust income tax concepts normally do not apply to S corporation 
income where the stock is held in trust. 

b. Instead, all income, loss, deductions, and credits attributable to the 
trust’s stock are treated as belonging to the deemed shareholder.  
This has important tax and fiduciary accounting ramifications, 
discussed later. 

2. In the case of a voting trust, each beneficiary of the trust is treated as a 
shareholder of the corporation. 

3. In the case of a grantor-type trust, the deemed owner (usually the grantor) 
of the trust is treated as the shareholder. 

4. In the case of a QSST, the current income beneficiary of the trust is treated 
as the shareholder. 

5. In the case of an ESBT, each current beneficiary of the trust is treated as 
the shareholder for purposes of meeting the 100 shareholder requirement, 
but the ESBT, and not any beneficiary of the ESBT, will be taxed on the 
ESBT’s share of S corporation income. 

6. In the case of a grantor-type trust after the death of the deemed owner, the 
estate of the deemed owner is treated as the shareholder for purposes of 
Section 1361 until the earlier of the disposition of the stock or the 
expiration of the two-year period during which the trust will be a 
qualifying shareholder.  The trust is treated as the shareholder for federal 
income tax purposes. 

7. In the case of a trust to which stock is transferred pursuant to a will, the 
estate of the testator again is treated as the shareholder until the earlier of 
the disposition of the stock or the expiration of the period during which 
the trust will be a qualifying shareholder.  In these cases, the regulations 
indicate that the estate is considered the shareholder only for purposes of 
determining whether the corporation qualifies for the S election, and the 
trust itself is treated as the shareholder for income tax purposes (Treas. 
Reg. § 1.1361-1(h)(3)(ii)(A)). 
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C. Grantor-Type Trusts.  For S corporation purposes, a qualifying grantor-type trust 
is a trust, all of which is treated under the grantor trust income tax rules as owned 
by an individual who is a citizen or resident of the United States (Treas. Reg. 
§ 1.1361-1(h)(1)(i)). 

1. Various grantor-type trusts may qualify as S corporation shareholders 
under this requirement, including: 

a. A trust in which the grantor has a reversionary interest whose 
value exceeds 5 percent of the value of the trust as of the date of 
creation; 

b. A trust in which the grantor has the power to control beneficial 
enjoyment; 

c. A trust in which the grantor has certain borrowing or 
administrative powers; 

d. A trust in which the grantor has a power of revocation; and 

e. A trust in which the grantor or his spouse is entitled to receive 
distributions of income and corpus. 

2. Various types of trusts used in estate planning qualify as grantor trusts and 
therefore are permissible S corporation Shareholders: 

a. A Grantor Retained Annuity Trust (“GRAT”); 

b. A Grantor Retained Income Trust (“GRIT”), which still can be 
created by a person with no descendants; or 

c. An irrevocable grantor trust. 

3. Certain trusts in which a person other than the grantor has a power to vest 
the income or corpus in himself also may constitute a qualifying grantor 
trust, provided that the entire corpus is treated as owned by the beneficiary 
(Treas. Reg. § 1.1361-1(k)(1), Example 2(iii)). 

a. A beneficiary with a general inter vivos power to appoint all of the 
trust principal to himself or to withdraw it for himself is treated as 
the grantor for income tax purposes under § 678(a), and therefore a 
qualifying grantor-type trust for S corporation purposes. 

b. The power must exist as to all of the principal, not just the 
S corporation stock. 

c. A trust with a Crummey power of withdrawal in one beneficiary 
could qualify, if the power extends to all trust principal (see Letter 
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Ruling 9140047 (July 2, 1991)).  If the power might not extend 
over all contributions to the trust, it might still qualify as a QSST 
or ESBT. 

4. If the trust ceases to be a grantor-type trust upon the deemed owner’s 
death, his estate is thereafter treated as the shareholder for purposes of 
Section 1361 if the trust continues in existence.  As stated earlier, the trust 
will continue to qualify to hold the stock for at least two years after the 
deemed owner’s death. 

D. Electing Small Business Trusts.  An ESBT may have multiple beneficiaries and 
may accumulate income for future distribution.  The ESBT, and not the 
beneficiaries of the ESBT, will be taxed on the trust’s share of the S corporation’s 
income. 

1. Definition of ESBT. 

a. All of the beneficiaries of the trust must be individuals, estates, or 
(after December 31, 1997) charitable organizations. 

b. The trust must not be a QSST or a trust exempt from taxation.  
(This requirement disqualifies charitable remainder trusts.) 

c. No beneficiary may have acquired an interest in the ESBT by 
purchase.  Only interests that are the result of gift, inheritance, or 
other nonpurchase transactions are permitted. 

d. The trustee of the trust must elect ESBT treatment.  IRS Notice 97-
12 (1997-1 C.B. 385) and Treas. Reg. § 1.1361-1(m)(2) list the 
information that is required to be included in an ESBT election. 

2. Qualified Beneficiaries 

a. For purposes of determining whether a trust can qualify as an 
ESBT, any beneficiary with a present, remainder or reversionary 
interest in the trust is considered. 

b. However, an object of a power of appointment is not considered a 
beneficiary of an ESBT until the holder of the power of 
appointment exercises the power in favor of that object (Treas. 
Reg. § 1.1361-1(m)(1)(ii)). 

c. A trust may have one or more successor trusts that are 
beneficiaries.  For example, a trust may require that its property be 
added to another trust on termination.  Or, property distributed to a 
minor may be added to a trust for the minor pursuant to a facility 
of payment clause.  The existence of the trust as a beneficiary will 
not disqualify the original trust as an ESBT. 
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(1) The regulations provide that a “distributee trust” (other than 
a charitable trust) will not itself be treated as a beneficiary 
of an ESBT. 

(2) Instead, the IRS will look through the distributee trust and 
treat any person who has a beneficial interest in it as a 
beneficiary of the ESBT (Treas. Reg. § 1.1361-
1(m)(1)(ii)(B)). 

(3) Thus, a trust that provides for the discretionary distribution 
of principal and interest to A for life, then for the division 
of the trust corpus into separate, existing trusts for A’s 
children, will meet the requirements for an ESBT because 
A’s children will be treated as beneficiaries, not the 
separate trusts for A’s children. 

d. Notice 97-49 states that a person whose contingent interest in the 
trust is so remote as to be negligible is not a beneficiary of an 
ESBT for purposes of Section 1361(e)(1)(A)(i). 

3. Interest Acquired by Purchase 

a. A person is treated as acquiring an interest by purchase in a trust if 
any portion of the basis in the acquired trust interest is determined 
under Section 1012 of the Code (Treas. Reg. § 1.1361-
1(m)(1)(iii)). 

b. An interest in a trust acquired in a part sale/part gift transaction 
would be treated as an interest acquired by purchase. 

4. Potential Current Beneficiary 

a. A “potential current beneficiary” of an ESBT is any person who is 
entitled to, or at the discretion of any person may receive, a current 
distribution from the principal or income of the trust (I.R.C. 
§ 1361(e)(2); Treas. Reg. § 1.1361(m)(4)). 

b. The definition is important because each potential current 
beneficiary is treated as a shareholder of an S corporation for 
purposes of determining whether the S corporation meets the 
requirement of having no more than 100 shareholders. 

c. The test regarding the 100 shareholder limit is distinct from the test 
whether the trust qualifies as an ESBT.  A person may be 
considered a beneficiary for purposes of the ESBT rules but not a 
potential current beneficiary of the ESBT for purposes of the 100 
shareholder limit. 
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d. The distinctions are particularly important with respect to powers 
of appointment.  Although a person who may receive trust property 
pursuant to a lifetime power of appointment is not a beneficiary 
under the ESBT qualification rules until the power is exercised, 
such person is treated as a potential current beneficiary, even 
though the power has not been exercised. 

(1) This rule applies only to a lifetime power.  Persons who 
may receive property only pursuant to a testamentary 
power of appointment will not be treated as potential 
current beneficiaries until the power is exercised. 

(2) A broad, lifetime, special power of appointment, pursuant 
to which property can be appointed among unlimited 
appointees (other than the holder of the power, his or her 
estate, and the creditors of either) will result in an unlimited 
number of potential current beneficiaries, each of which 
will be treated as S corporation shareholders.  Since this 
will clearly cause the 100-shareholder limit to be exceeded, 
any ESBT holding S corporation stock and granting a 
lifetime broad special power of appointment will cause the 
immediate termination of the S election. 

e. During any period that there is no potential current beneficiary of 
an ESBT, the trust shall be treated as the shareholder for purposes 
of the 100 shareholder test (Treas. Reg. § 1.1361-1(m)(4)(vii)). 

f. If current distributions can be made to a distributee trust, and the 
trust does not qualify to be a shareholder of an S corporation, then 
the distributee trust will be considered to be a potential current 
beneficiary, and therefore a shareholder.  In that case, the 
corporation’s S election would terminate. 

(1) For this purpose, a distributee trust is deemed to qualify to 
be a shareholder if it would be eligible to make a QSST or 
ESBT election if it held S corporation stock. 

(2) If the distributee trust does qualify to be a shareholder of an 
S corporation, then the potential current beneficiaries of the 
distributing ESBT will include the potential current 
beneficiaries of the distributee trust. 

(3) However, if the distributee trust is a former grantor trust 
prior to the owner’s death, or is a trust receiving a 
distribution of S corporation stock from a decedent’s estate, 
the estate of the decedent is treated as the only potential 
current beneficiary. 
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g. In no case will the same person be counted twice for purposes of 
determining the 100 shareholder limit.  Thus, a person who is a 
current potential beneficiary of an ESBT and who also owns stock 
in the S corporation directly is counted as one shareholder. 

E. Qualified Subchapter S Trusts. 

1. To qualify as a QSST, a trust must meet four basic requirements (I.R.C. 
§ 1361(d)(3)). 

a. The trust may have only one current income beneficiary, who must 
be a citizen or resident of the United States. 

b. All of the trust income (not just that generated by S corporation 
stock) as defined in Treasury Regulation § 1.643(b)-1 (i.e., trust 
accounting income), must be distributed currently to that 
beneficiary. 

c. Any corpus distributed during the current income beneficiary’s life 
must be distributed to that beneficiary. 

d. Each income interest in the trust must terminate upon whichever 
event occurs earlier, the death of the current income beneficiary or 
the termination of the trust. 

2. Since only one income beneficiary is permitted, and the income 
beneficiary must receive any corpus distributions, a provision under which 
income or principal may be distributed among a class of beneficiaries is 
prohibited.  Note, however, that the QSST may provide for successive 
income beneficiaries, after the death of the initial beneficiary (but each 
present interest segment of the trust must meet the same exclusive life 
interest rules in order to remain a QSST). 

3. The requirement that all income must be distributed focuses on trust 
accounting income, not taxable income.  Trust accounting income will be 
defined by local law.   

a. In this regard, the regulations indicate that the trust instrument 
need not mandate that all income be distributed currently so long 
as the trust in fact distributes all of its income annually (Treas. 
Reg. § 1.1361-1(k)(1) Example 4).   

b. The 65-day rule of Section 663(b) will apply to a QSST, so that the 
trustee may elect to treat any amount of income that is properly 
paid to a beneficiary within the first 65 days following the end of 
the taxable year as if properly paid on the last day of that taxable 
year (Treas. Reg. § 1.1361-1(j)(1)(i)). 
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4. The trust also must be drafted to preclude the possibility that it will not 
meet the qualification requirements.  Thus, for example, the trust may not 
provide that corpus can be invaded or distributed upon termination in 
favor of someone other than the current income beneficiary, if the trust 
does not hold S corporation stock (Treas. Reg. § 1.1361-1(j)(1)(iii)).  
Separate shares in a single trust may qualify if they would be treated as 
separate shares under Section 663(c) (Treas. Reg. § 1.1361-1(j)(3)). 

5. If the trust ceases to qualify because of the death of the income beneficiary 
and there is no successor, the estate of the deceased beneficiary is treated 
as the shareholder, and the two-year rule that applies to grantor-type trusts 
at the death of the deemed owner will apply (Treas. Reg. § 1.1361-
1(j)(7)(ii)).   

6. If there is a successor income beneficiary, that beneficiary is bound by the 
election of the predecessor unless he or she affirmatively refuses to 
consent (I.R.C. § 1361(d)(2)(B)(ii)).  However, this rule does not apply to 
the income beneficiary of a trust created at the death of the income 
beneficiary that receives a pour-over distribution of S corporation stock 
from the qualified trust.  Such a trust is treated as a new, different trust 
that must separately elect.  (Treas. Reg. § 1.1361-1(j)(9)(i)).  The 
affirmative refusal to consent must be filed within 2 months and 15 days 
after the date on which the successor income beneficiary became the 
income beneficiary, and is effective as of the latter date. 

7. A number of different types of trusts may meet the requirements for a 
valid QSST.  These include: 

a. A general power of appointment or testamentary QTIP marital 
deduction trust; 

b. A unified credit shelter trust, so long as there is only one current 
income beneficiary, such as the surviving spouse, and income is 
distributed at least annually (however, the trust may not contain a 
provision permitting principal to be invaded for anyone other than 
the income beneficiary); 

c. A minor’s annual exclusion trust meeting the requirements of 
Section 2503(c), so long as all of the trust income is distributed at 
least annually; 

d. A trust which provides that all income be distributed annually to a 
single beneficiary until the trust no longer holds S corporation 
stock, after which the income can be accumulated or, alternatively, 
the trust will be terminated (note, however, that the trust cannot be 
terminated in favor of a beneficiary other than the designated 
income beneficiary) (see Revenue Ruling 89-55, 1989-1 C.B. 268); 
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e. A trust which provides that the income will be paid to three living 
beneficiaries in equal shares (each share would be treated as a 
separate trust; see Letter Ruling 8737038 (June 15, 1987)); and 

f. A variety of trusts in which the trustee can pay or accumulate 
income, so long as there is only one income beneficiary, and the 
trustee in fact pays out all of the income each year. 

IX. Intersection of Estate Planning & Business Succession Planning 

A. Defined Value Clauses 

1. Lifetime transfers using defined value and value allocation clauses are 
becoming increasingly popular in the wake of cases such as McCord v. 
Commissioner, 120 T.C. 13 (2003), rev’d, 461 F.3d 614; Estate of Petter 
v. Commissioner, 98 T.C.M. (CCH) 534 (2009); Hendrix v. 
Commissioner, 101 T.C.M. (CCH) 1642 (2011); Estate of Christiansen v. 
Commissioner, 586 F.3d 1061 (8th Cir. 2009); and Wandry v. 
Commissioner, 103 T.C.M. (CCH) 1472 (2012), in which transfers were 
accomplished in a manner that established a dollar defined type of 
transfer, even though the number of shares or units transferred was not 
actually determinable at that time.    

2. These clauses generally rely on values “as finally determined” for gift or 
estate tax purposes. 

3. The road to the value “as finally determined” can be a long one.  In the 
interim, there will be distributions, voting, and tax returns filed based on a 
good faith determination of value.  What if those allocations turn out to be 
wrong?9 

a. How are past distributions allocated among shareholders?  Is it 
appropriate to charge interest?  If so, at what rate?  It will 
presumably not be deductible to the party who had use of the 
funds, but will likely be income to the party who should have 
received them. 

b. The ability to amend tax returns may be limited.  For example, the 
state of limitations on an income tax return in case of a substantial 
understatement of income is 6 years.  Refunds, on the other hand, 
are generally time barred after 3 years.  See Section 6501 and 
Section 6402. 

                                                 
9 For an excellent discussion of these issues, see Stephen Liss, “Valuation Clauses -- 

Panacea or Pandora’s Box?” Trusts & Estates 22 (Apr. 2011).   
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B. Buy-Sell Agreements and the Risk of Inclusion and Deduction Mismatches 

1. At minimum, a buy-sell agreement should establish certainty as to exactly 
what will happen to a party’s shares or equity interests at death, and 
should provide a clear means to determine the valuation of those interests 
and a funding mechanism for any buy-out to occur.  While there is no 
single correct way to structure a buy-sell, as that is dependent upon the 
economic deal struck by the parties, what is certain is that the results under 
the buy-sell agreement should not be random.  It is very often the case that 
a buy-sell agreement is negotiated and valuation and funding mechanisms 
(e.g., life insurance) are set, based upon the circumstances and values 
existing at that time, and then the parties file away the agreement and 
move on with their business activities.  As time goes by, however, and 
circumstances change, the value of the company may increase (or 
decrease) substantially, and the buy-out funding requirements or other 
circumstances may change.  Unless the buy-sell agreement is properly 
kept up-to-date, in the event of the death of a partner, dramatic 
unanticipated results can occur.  The most perfectly crafted and 
coordinated buy-sell agreement today, may, as circumstances and values 
change, become outdated and consequently problematic five or ten years 
from today. 

2. Business owners -- including trustees -- frequently fail to plan for business 
succession or fail to review their existing succession provisions following 
changes in tax laws, changes to their estate plans, or changes in the 
valuation or dynamics of the business or personal circumstances that can 
have a significant impact on the business succession plan.  For this reason, 
it may be advisable to include provisions in a buy-sell agreement requiring 
shareholders to revisit and reapprove the terms of the agreement 
periodically or following specified events to ensure that the agreement 
continues to serve the best interests of the business and its owners.  In 
addition, it may be good practice to create a system (e.g., a tickler system 
or as part of the agenda of periodic meetings) incorporating the review of 
existing buy-sell agreements to make sure that the on-going maintenance 
actually takes place. 

3. Issues often arise in connection with the funding of a buy-out of a 
deceased partner’s or stockholder’s interest in a closely held entity.  For 
instance, in the context of a “cross purchase” buy-sell agreement, in which 
each partner agrees to purchase the interest of the other partner in the 
event of death, it is critical that the funding mechanism be well thought 
out, coordinated and maintained.  It is not uncommon for an entity to 
acquire life insurance on the lives of key persons in order to provide some 
source of funds to satisfy the buy-out obligation in the event of death 
(whether it is lump sum or in installments).  Usually, this insurance is 
acquired in connection with the signing of the buy-sell agreement and the 
amount of coverage may be based upon the buy-out price (that the partners 
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agree to at that time) or perhaps based upon some “ballpark” estimate of 
what the fair market value of the interests could be in the future.  
However, without subsequently revisiting the agreement periodically, the 
insurance coverage may become insufficient, perhaps significantly so, to 
satisfy the buy-out if the company appreciates in value.   

4. Another “mis-match” problem can arise in the context of an estate 
administration where the purchase price established under a buy-sell 
agreement with respect to a decedent’s interest in an entity is disregarded 
for estate tax purposes under Section 2703, or pre-Section 2703 law.  If 
Section 2703 applies, it is presumed that the purchase price established in 
the buy-sell agreement will be disregarded for purposes of determining the 
value of the decedent’s interest in the entity for estate tax valuation 
purposes, unless the estate can overcome the statutory burden of proof of 
establishing that the agreement:  (1) was entered into for a bona fide 
business purpose, (2) was not a device to transfer value for less than 
adequate and full consideration to the natural objects of the decedent’s 
bounty, and (3) had provisions comparable to third party transactions.   

C. Division of a Controlling Block. 

1. In making distributions, executors and trustees must be conscious of the 
impact that division of a controlling block of stock, or even distributions 
of minority interests, may have on charitable and marital deductions and in 
the estates of the beneficiaries. 

2. When a controlling block of stock, such as one that may be included in a 
decedent’s gross estate, is “broken up” to fund smaller gifts, value can 
vanish as a result of the discount for lack of control. 

3. The IRS has issued rulings on at least two occasions that resulted in a 
marital deduction mis-match where a “phantom asset” was included in the 
gross estate and was not eligible for the marital deduction.  

a. In PLR 9050004, the IRS ruled that where the decedent owned 
100% of a corporation of which 49% passed to a marital trust for 
his spouse, the estate was only entitled to a deduction for a 
discounted minority interest to reflect lack of control of such 
interest, despite the fact that the stock was valued without discount 
for gross estate purposes. 

b. In PLR 9403005, the decedent held common and preferred stock 
that together constituted a controlling block.  The preferred stock, 
representing a minority interest, passed into a marital deduction 
trust.  The IRS ruled that the decedent’s estate was only eligible for 
the marital deduction for the discounted value of the minority 
interest.  The common stock that passed to a credit shelter trust 
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was also a minority interest.  The IRS ruled that the decedent’s 
gross estate included a premium reflecting the controlling block, 
however, such control did not exist with respect to the stock 
passing to the marital deduction trust so that a lesser marital 
deduction was applicable. 

4. In DiSanto v. Commissioner, TC Memo 1999-421 (Dec. 27, 1999), the 
Court held that for marital deduction purposes, a discount applied to 
minority interest in company shares passing to surviving spouse after she 
disclaimed certain shares.  However, decedent’s gross estate was valued 
based upon a control premium. 

5. This can cut both ways.  Consider the Estate of Chenoweth v. 
Commissioner, 88 T.C. 1577 (1987), in which the decedent owned 100% 
of a closely held entity.  At death, he left a 51% controlling interest to his 
wife and a minority interest to his daughter.  A marital deduction was 
permitted in excess of 51% of the enterprise value in decedent’s estate, on 
account that the interest passing to wife was allowed a control premium.  
Note:  This is consistent with the concept that the daughter’s minority 
block would be allowed a valuation discount. 

6. This is consistent with Bonner and its progeny.  77 AFTR 2d 96-2369 (5th 
Cir. 1996).  In that case, it was determined that the IRS could not 
aggregate values of interest held in a QTIP trust of which the decedent 
was a beneficiary (includable in the estate under Section 2044) with 
interests held directly by the decedent. 

7. From a planning perspective, note that several of these cases turn on the 
funding formula used.  These issues arise when the funding formula 
chosen requires revaluation on funding - i.e., pecuniary bequests with date 
of distribution funding, fairly representative pecuniary bequests (based on 
Rev. Proc. 64-19), or “pick and choose” fractional formulas.  In true 
fractional formulas where the only relevant value is the date of death 
value, there is little opportunity for a mis-match. 

8. Funding errors can lead to the same result.  For example, in Revenue 
Ruling 84-105, 1984-2CB 197, the trust for the surviving spouse was 
underfunded.  The surviving spouse did not contest the underfunding.  The 
marital deduction was allowed for the amount that should have funded the 
trust, not the amount that actually funded the trust.  Instead, the surviving 
spouse was determined to have made a taxable gift in the amount of the 
underfunding. 

D. Discounts and the Charitable Deduction 
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1. Consider the impact of Bonner on the charitable deduction.  While the 
result of Bonner is a taxpayer win in the marital deduction arena, the 
opposite is true with respect to charitable deductions.  

2. One example of an analogous situation is Bergquist v. Commissioner, 131 
T.C. 8 (2008).  In that case, a group of medical professionals consolidated 
into a single practice group.  Those doctors, collectively, donated their 
stock in the practice to charity and claimed a charitable deduction.  The 
Service applied, and the court upheld, a minority valuation discount with 
respect to each individual’s charitable deduction. 

3. Perhaps the best known example of this charitable deduction mis-match is 
that of Ahmanson Foundation v. U.S., 48 AFTR 2d 81-6317 (9th Cir. 
1981).  The facts of Ahmanson are somewhat complex.  During life, 
decedent owned a controlling block of stock in a corporation.  At death, 
this stock passed to a new company.  In exchange for the stock, the new 
company issued 1 voting share and 99 non-voting shares.  The trustee 
retained the voting share.  The non-voting shares passed to charity. 

a. The Service included the value of the controlling block in the gross 
estate.  Ahmanson Foundation (the charity) argued that the value 
of the 99 non-voting shares must have the same value in the gross 
estate as they do for the charitable deduction.  The court stated that 
there was, “certainly, an initial plausibility to the suggestion that 
fairness dictates that the same method of valuation be used in 
computing the gross estate and the charitable deduction. This 
initial plausibility, however, does not survive a close second look. 
The statute does not ordain equal valuation as between an item in 
the gross estate and the same item under the charitable deduction. 
Instead, it states that the value of the charitable deduction “shall 
not exceed the value of the transferred property required to be 
included in the gross estate.”  26 U.S.C. § 2055(d).  

b. The court went on to say that, the purpose of the charitable 
deduction being to encourage gifts to charity, it seemed doubtful 
that Congress would grant a charitable deduction where the 
testamentary plan diminished the value of the property passing to 
charity.  “By severing the voting power of the stock from its 
economic entitlement, and giving only the economic entitlement to 
charity, Ahmanson reduced the value of the stock to the charity.” 

c. Note that this is a better result for the taxpayer than the 
government’s original argument.  The government initially 
asserted the position that the value of the 99 nonvoting shares 
passing to charity should not be allowed a charitable deduction at 
all because new company was merely a shell corporation at 
decedent’s death. 
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X. Case Studies and Illustrations 

A. Osborn v. Griffin, 50 F. Supp. 3d 772 (E.D. Ky. 2014); Osborn v. Griffin, Nos. 
2011-89 & 2013-32, 2016 WL 1092672 (E.D. Ky. Mar. 21, 2016) (appeal 
pending) 

1. The Osborn case involves “a family fight of significant and unfortunate 
proportions” that “has turned siblings and generations against each other.” 

2. Griffin Industries was a rendering company that was founded in 1943.  It 
became a multi-million-dollar business with operations in multiple states.  
Its founder, John L. Griffin (“Father”), and his wife Rosellen (“Mother”) 
had 12 children. 

3. Between 1964 and 1978, Father and Mother purchased several properties 
that were titled in Father’s name but used by Griffin Industries.  In 1974, 
Father purchased property in Cold Spring, Kentucky that was thereafter 
used as the company’s headquarters. 

4. In 1981, Griffin Industries purchased a company called Craig Protein.  
Father held about a quarter of the stock of Craig Protein and Griffin 
Industries held the balance. 

5. Mother’s estate plan called for her interest in Griffin Industries to pass to 
Father if he survived her, otherwise to her trust.  The trust required equal 
division of her assets among her children. 

6. Father’s estate plan changed over time.  As of 1981, it provided that if 
Mother predeceased him, the stock of Griffin Industries would be divided 
equally among his children.  In 1982, Father’s lawyers prepared memos 
indicating that the four children then working in the business (all sons) 
were receiving much more income from Griffin Industries than the seven 
then-living children who were not, and that Father wanted to “‘adjust this 
result’ by making additional gifts of company stock to the non-working 
children.”  The memos also noted that if Mother predeceased Father, the 
non-working children would end up with more shares than the working 
children. 

7. Father had a massive stroke in 1983.  He was hospitalized for months and 
“was never again able to care for himself, drive, or walk without 
assistance.” 

8. Mother developed Parkinson’s disease and died in 1985.  Shortly after her 
death, two of her sons (Dennis and Griffy) obtained removal of Father as 
Mother’s executor and themselves became her executors.  Later in the 
same month, they obtained Father’s power of attorney. 
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9. Without Father’s participation, Dennis and Griffy implemented a multi-
step plan to give themselves and their brothers control of Griffin Industries 
by transferring all of Father and Mother’s stock to the six sons.  They held 
two family meetings (which Father did not attend) but did not make full 
disclosure of their parents’ estate plans, advise their sisters to obtain legal 
counsel, or disclose their planned involvement in the transactions. 

10. Dennis and Griffy consummated the transactions, leaving themselves and 
their brothers owning the vast majority of the company’s stock, worth 
many millions of dollars.  Their sisters received less than $300,000 each in 
cash. 

11. One of the daughters, Betsy, inquired about the settlement of Mother’s 
estate.  Unsatisfied with the response, she attempted unsuccessfully to 
reopen the probate estate and then sued Dennis, Griffy, their counsel, the 
trustee of Mother’s trust, and Griffin Industries.  With Betsy’s lawsuit 
pending, Father was evaluated by a psychologist, who concluded that he 
had an IQ of 67 and a mental age of eight years.  Shortly thereafter, Father 
executed amendments to his estate plan and an affidavit ratifying the sale 
of stock to the sons. 

12. Betsy’s lawsuit was settled in December 1993.  Some Griffin Industries 
stock was transferred to her and her children, and she was paid $104,000 
in cash plus an additional $200,000 toward her legal fees. 

13. A month later, an attorney with the firm that represented Griffin Industries 
opined that Dennis and Griffy (who were named as Father’s executors) 
could not sell Father’s stock in Craig Protein to Griffin Industries because 
that would be self-dealing. 

14. Father passed away in April 1995.  After his death, Dennis and Griffy 
arranged for Father’s stock in Craig Protein and the real properties in 
Father’s estate to be sold to their brothers or entities controlled by their 
brothers.  The sisters were not told about these transactions or given a 
chance to participate. 

15. In 2010, Griffin Industries merged with Darling International.  During due 
diligence, Darling learned that Griffin Industries’ headquarters in Cold 
Springs was titled in the name of Father as trustee, which potentially 
meant that the property would pass to the sisters.  The sisters were told 
that they needed to sign a deed to clear up the title issue.  Around the same 
time, one of the sisters received by mistake a list of shareholders, which 
revealed that Betsy owned more shares of Griffin Industries than the other 
sisters.  Betsy then learned that Griffy had gone into probate court and had 
conveyed the Cold Spring property to Griffin Industries for $1.00. 
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16. Betsy brought suit, initially focusing on the transfer of the Cold Spring 
property but ultimately including the other real estate transfers and the 
Craig Protein transaction.  Three of her sisters sued as well. 

17. Both sides moved for summary judgment.  The court: 

a. Entered summary judgment in favor of the defendants with respect 
to the Cold Spring property because the company paid for the 
property and was effectively its equitable owner all along. 

b. Entered summary judgment in favor of the sisters with respect to 
the remaining real estate and Craig Protein, holding that Dennis 
and Griffy breached their fiduciary duties. 

c. With respect to the claims concerning the sale of stock from 
Mother’s estate, (1) held that Dennis and Griffy had breached their 
fiduciary duties as a matter of law by securing the stock for 
themselves and their brothers rather than distributing it equally as 
Mother’s estate plan provided, (2) refused to enter judgment for 
the defendants based on laches and acquiescence because there 
were factual disputes about the sufficiency of disclosure and (3) 
refused to enter judgment against the three other sisters on res 
judicata grounds based on Betsy’s prior lawsuit because Betsy did 
not tell her sisters about her settlement and its terms were adverse 
to them. 

18. The case proceeded to trial, resulting in a lengthy set of findings of fact 
and conclusions of law.  The court summarized the situation as one in 
which the Griffins’ sons apparently believed they were entitled to control 
the family enterprises and reap the majority of the benefits from doing so 
while the daughters (in the sons’ view) “had no business playing any role 
in the company’s management, no business owning any property that was 
important to the company, and certainly no business in owning company 
stock that would allow them a voice in corporate decisions.”  However, 
“this belief was not in keeping with their parents’ testamentary 
intentions.”  Although the sons were able to conceal their actions for many 
years -- which was made easier because the sisters still received large 
sums of money from their parents’ estates -- ultimately the sisters learned 
enough of the truth that they would no longer “toe the line.” 

19. The trial court: 

a. Found that Father and Mother intended to treat their children 
equally. 

b. Found that Father’s condition after his stroke meant that he did not 
have full knowledge of the material facts, so any ratification of his 
sons’ conduct was invalid. 
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c. Rejected defenses based on laches, the statute of limitations, and 
acquiescence because Dennis and Griffy had an obligation as 
fiduciaries to disclose material facts but failed to do so. 

d. Ruled that Dennis and Griffy were responsible not only for their 
own gains but for profits that flowed to third parties, such as their 
brothers. 

e. Awarded Betsy $11,607,420 and each of her three sisters 
$178,755,841, which included prejudgment interest. 

f. Declined to award punitive damages or charge the defendants for 
the plaintiffs’ legal fees. 

B. The Rollins Litigation -- Rollins v. Rollins, 741 S.E.2d 251 (Ga. Ct. App. 2013); 
Rollins v. Rollins, 755 S.E.2d 727 (Ga. 2014); Rollins v. Rollins, 766 S.E.2d 162 
(Ga. Ct. App. 2014); Rollins v. Rollins, 780 S.E.2d 328 (Ga. 2015); Rollins v. 
Rollins, 790 S.E.2d 157 (Ga. Ct. App. 2016)10 

1. The Rollins litigation involves the family that owns the Orkin pest control 
business. 

2. In 1968, O. Wayne Rollins created the Rollins Children’s Trust (RCT 
Trust) for the benefit of his nine grandchildren and his great-
grandchildren.  He named his sons, Gary and Randall, as trustees along 
with his friend Henry Tippie.  The trust terms provided for the distribution 
of part of the trust principal to the grandchildren at ages 25 and 30, with 
the remainder distributed after their deaths to Mr. Rollins’s great-
grandchildren.  The trust was funded with stock in Rollins, Inc. 

3. In the 1970s and 1980s, Mr. Rollins created several family entities to hold 
the trust assets, primarily for the purpose of reducing taxes. 

4. In 1986, again to limit tax liability, Mr. Rollins established separate 
Subchapter S Trusts for each of his nine grandchildren, with his son Gary 
as trustee of the trusts for his children and Randall as trustee of the trusts 
for his children.  These trusts were initially funded with one of the entities 
created by Mr. Rollins, and the trusts later purchased additional shares of 
the same entity from other family entities created by Mr. Rollins. 

                                                 
10 The description of the Rollins litigation is adapted with permission from “The Past 

Year’s Most Significant, Curious, or Downright Fascinating Fiduciary Cases,” which was 
prepared by Dana G. Fitzsimons, Jr. (with contributions from Stephen R. Akers, Mary Beth 
Anderson, David C. Blickenstaff, and Meghan G. Hubbard) and presented by Mr. Fitzsimons at 
the 50th Annual Philip E. Heckerling Institute on Estate Planning in January 2016.  The authors 
thank Mr. Fitzsimons for this contribution. 
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5. In 1988, Mr. Rollins created another family entity held within the S trusts, 
again to minimize tax liability.  The S trusts required annual distribution 
of trust income, and required outright distribution of the trust assets when 
the beneficiary reached age 45. 

6. Gary’s four children sued the trustees for breaches of fiduciary duty for 
allegedly changing the business entities held in the trusts to shift power to 
themselves, making trust assets illiquid and nontransferable, and 
implementing a non-pro rata distribution system that they alleged was 
contrary to the trust terms.  Among other things, the beneficiaries claimed 
breaches of trust arising out of the following alleged actions by the 
trustees taken at the entity level: 

a. Amending the partnership agreement for one of the family entities 
to take management power from the partners and placing it 
exclusively with themselves as managing partners; 

b. Six months after the beneficiaries sued the trustees, distributing $9 
million out of the partnership to the S Trusts for those other 
beneficiaries that did not join in the suit; and 

c. Imposing, at the entity level, a “code of conduct” establishing 
conditions on distributions to the trust beneficiaries, which 
considered (1) attendance and meaningful participation at family 
business meetings, (2) engaging in “serious pursuits that are 
meaningful, respectable, and worthwhile in the opinion of the 
trustees,” (3) investment performance, and (4) contributions to the 
family, and (5) the beneficiaries’ personal conduct, none of which 
was required by the trust terms. 

7. The trial court ruled that the trustees had breached their duties by not 
providing an accounting of the trusts themselves, but otherwise rejected 
the beneficiaries’ claims.  The trial court held that the trustees were not 
required to account for the entities held in the trusts because the interests 
were minority interests, and that trustee fiduciary duties did not attach to 
actions taken at the entity level.  The beneficiaries appealed. 

8. The Georgia Court of Appeals reversed the trial court and held that trustee 
fiduciary duties applied to the trustee’s entity-level actions on the grounds 
that:  (1) trustees may not shed their fiduciary duties in their management 
of, and distributions from, entities held in their control within a trust; (2) 
fiduciary duties may adhere to a non-trustee whose control of entities 
within a trust is such that his actions may be attributed to the trustee itself; 
(3) the trustees acquired legal authority to manage the family businesses 
by virtue of their trusteeships; (4) even when they do not hold minority 
interests, the trustees exercise control of the entities; (5) once a trust 
relationship is established between a beneficiary and a trustee managing a 
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corporation for a trustee, the fiduciary standard of care applies to his 
conduct regarding the affairs of the corporation; (6) where trustees elect 
themselves as officers and directors, they actually operate the business as 
representatives of the trust; and (7) therefore the trustees may be held to 
the fiduciary standards of care as to their actions related to the family 
entities which they control and which are held in the trusts, and could be 
required to account for entity-level actions. 

9. In light of its holding concerning the scope of the trustees’ duties at the 
entity level, the appellate court remanded the case for further proceedings 
to determine whether the trustees had breached. 

10. The Georgia Supreme Court reversed. 

a. With respect to accountings, the Court of Appeals failed to 
consider the impact of and give deference to the trial court’s 
equitable discretion to require or excuse an accounting for a trust, 
and therefore the court vacated the decision and remanded the case 
to the Court of Appeals to “place the sound discretion of the trial 
court on the scales.” 

b. As for the trustees’ duties, the Supreme Court held that “where, 
under the terms of a trust, the trustee is put in control of a 
corporate entity in which the trust owns a minority interest, the 
trustee should be held to a corporate level fiduciary standard when 
it comes to his or her corporate duties and actions.”  (That 
“corporate level fiduciary standard” is more lenient than the duties 
imposed on a trustee:  under the business judgment rule, courts 
defer substantially to the decisions of corporate officers and 
directors.) 

c. Trustee duties did not attach to entity-level activities in this case 
because: (1) by making one son the sole trustee of the Subchapter 
S Trusts, but giving that son shared control over the businesses 
with his brother (who was not co-trustee of those trusts), and 
because Mr. Rollins was an experienced businessman who 
understood the roles he gave his sons, Mr. Rollins clearly must 
have intended that the trustees would not be held to higher 
fiduciary standards when carrying out their corporate duties; (2) 
the intent of the settlor controls the construction of a trust; and (3) 
the trust holds only minority interests in the entities, and it is 
generally best to allow corporate directors to act in the interests of 
all shareholders, and not just the trust beneficiaries, and be held to 
a entity-level fiduciary standard when acting as directors. 

11. On remand from the Supreme Court, the Court of Appeals confirmed its 
reversal of the trial court because: 
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a. The trial court erred in granting summary judgment for the trustees 
on the breach of fiduciary duty claims because: (1) the alleged 
wrongful amendment of the corporate documents was signed by 
Gary and Randall as “trustees”; (2) facts are needed on whether the 
partnership amendment was an act taken as directors (which the 
Supreme Court held are subject to corporate duties) or as trustees; 
(3) there is a factual dispute as to whether Gary and Randall 
exercised good faith in amending the partnership; (4) partners owe 
a duty to disclose material information to each other, and the 
amendment of the partnership documents, allegedly done in secret, 
was likely a material act, and the concealment of that act may give 
rise to a claim requiring a factual record; (5) because of their 
statements and documents indicating they were acting through 
their authority as trustees with respect to the family code of 
conduct, it is necessary to determine as a matter of fact whether 
they acted as trustees, as directors, or as a combination of the two 
with respect to the code. 

b. The trial court granted summary judgment on the accounting issue 
based on its determination that facts were not needed on the 
fiduciary duty claims.  However, because the appellate court was 
remanding to the trial court to develop a full factual record on the 
fiduciary duty claims, the trial court must reconsider its accounting 
decision to determine whether the factual requirements of those 
claims justify a change to its decision on whether the trustees must 
account for entity-level activities. 

12. That led to a second trip to the Georgia Supreme Court, which ruled that 
there was no factual dispute about the roles the trustees were playing and 
therefore the standards by which their actions should be measured.  The 
Supreme Court went through each transaction at issue and decided for 
each, as a matter of law, the capacity in which the trustees were acting. 

13. On remand, the Court of Appeals applied the standards set forth by the 
Supreme Court, finding with respect to each challenged action that there 
was a dispute of fact that could not be resolved through summary 
judgment -- namely, whether the trustees had acted in bad faith. 

14. The Court of Appeals also reversed the trial court’s entry of summary 
judgment in favor of the trustees with respect to the beneficiaries’ request 
for an accounting:  “The trial court denied the accounting request in the 
context of its decision denying the Plaintiffs’ other claims on summary 
judgment.  Given that our instant opinion has determined that some of 
those issues are appropriate for jury resolution, the trial court would need 
to exercise its discretion anew in light of the different circumstances now 
presented, and in light of a jury’s decision on issues placed before them 
for resolution.” 
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15. Finally, the Court of Appeals revisited its prior decision concerning the 
beneficiaries’ requests for removal of the trustees and appointment of a 
receiver:  “Given our determinations in the instant opinion that certain fact 
questions remain for jury resolution, the trial court would need to reassess 
these issues in light of a jury’s determination as to whether or not Gary 
and Randall acted in good faith or breached their fiduciary duties or duties 
of trust.” 

C. O’Brien v. O’Neill, No. 01 C 7830, 2007 WL 684116 (N.D. Ill. Feb. 28, 2007)   

1. Roger O’Brien acted both as trustee of his father’s trust and president of 
Acme-Wiley, Inc., the family company owned by the trust (whose stock 
made up the majority of the trust’s value). 

2. Roger initiated a series of transactions between the trust and the company 
through which the trust’s preferred shares were redeemed, common shares 
of the company were distributed to Roger, and the company was 
recapitalized. 

3. The result was a significant tax savings for the trust (because it could treat 
some income as capital gain), but several beneficiaries challenged Roger’s 
actions, asserting that he stripped the equity out of the company for his 
own benefit. 

4. The court observed that Roger’s conflicted position was anticipated by the 
settlor and noted that he had consulted with counsel and observed 
corporate formalities, all of which argued against a finding of bad faith.  
“Roger did not redeem the preferred shares as a Trustee, he did so as 
President of Acme-Wiley.  That he waited to execute the redemption until 
the Trust could adopt a sound tax strategy shows concern for the Trust, not 
bad faith.” 

D. Frank Aragona Trust v. Commissioner, 142 T.C. No. 9 (2014) 

1. Frank Aragona created the Frank Aragona Trust under Michigan law for 
the benefit of his five children.  The Trust owned rental real estate 
properties and engaged in other real estate activities, including real estate 
development.  The Trust primarily operated its rental real estate activity 
through a wholly owned limited liability company, Holiday Enterprises, 
LLC.  The Trust’s other real estate activities were conducted through 
several separate entities, some wholly owned and some in which the Trust 
owned a majority interest. 

2. Following the settlor’s death, his five children and an independent trustee 
served as co-trustees of the Trust.  Three of the children-trustees worked 
as full-time employees of the LLC, while the remaining two children-
trustees were uninvolved in the trust’s real estate business.  The LLC 
employed several others who worked as leasing agents, maintenance 
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workers, and accountants to aid in operating the rental real estate business.  
Finally, two of the three children who served as both trustees of the Trust 
and employees of the Trust-owned LLC also co-owned minority interests 
in several of the real estate investments. 

3. In 2005 and 2006, taking the position that the Trust participated in the its 
real estate business activity on a “regular, substantial and continuous 
basis,” the trustees claimed losses, treating the rental real estate activity as 
non-passive activity, and carried those losses back to adjust prior tax 
years. The IRS took a contrary position, and in a notice of deficiency, 
treated the Trust’s rental real estate activity as passive activity.  

4. The primary issues before the Tax Court were: (1) whether the Trust could 
qualify for treatment as a “real estate professional” and deduct rental real 
estate losses, and (2) whether the Trust materially participated in the real 
estate business through the activities of its trustees and/or employees. 

a. The IRS argued that a trust could not qualify for treatment as a real 
estate professional because a trust is incapable of performing 
personal services.  Citing Treas. Reg. § 1.469-9(b)(4) and the 
legislative history surrounding Section 469(c)(7), which only 
describes a real estate professional in the context of an individual 
and a closely-held C Corporation, the IRS submitted that trusts, as 
an entire category of taxpayer, were not eligible for treatment as a 
real estate professional.   

b. The IRS also argued that even if some trusts could perform 
personal services, the Trust did not qualify as a real estate 
professional because the trustees did not materially participate in 
the Trust’s real estate rental businesses.  The Service maintained 
its fiduciary capacity argument, asserting that only the activities of 
the trustees acting in a fiduciary role could be considered for 
purposes of material participation, and the activities of any trustee 
acting as an employee or co-owner, as well as the activities of all 
non-trustee employees, must be disregarded.  

c. The taxpayer ultimately prevailed on both issues, with the Tax 
Court holding that a trust not only could qualify for the real estate 
professional exception, but that the Trust materially participated 
through the actions of its trustees. 

5. With respect to the material participation argument, the Trust, citing 
Mattie K. Carter Trust v. United States, 256 F. Supp. 2d 536 (N.D. Tex. 
2003), argued that the activities of all those acting on behalf of the Trust 
should be considered in determining whether the Trust materially 
participated.  The district court in Carter concluded that material 
participation could be determined by reference to all persons acting on 
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behalf of the trust.  The district court reasoned that measuring the trust’s 
participation solely by reference to the trustee’s actions “finds no support 
within the plain meaning of the statute,” and the district court found it 
unnecessary to delve into the “snippet of legislative history the Service 
supplied” where the statutory language was clear.   

a. The Trust also turned to Michigan law under which a trustee 
cannot disregard his or her fiduciary duties even while 
simultaneously acting in another capacity.  Relying on this 
precedent, the Trust argued that it was impossible for the trustees 
of the Trust to remove their fiduciary “hat,” even while carrying 
out multiple roles relating to the Trust owned businesses. 

b. The Tax Court found “the activities of the trustees—including their 
activities as employees of Holiday Enterprises, LLC—should be 
considered in determining whether the trust materially participated 
in its real-estate operations.”  The Tax Court rejected the IRS’s 
narrow view of what activities comprise material participation in 
the context of a trust. 

B. The material participation test approved in Aragona will not always be beneficial 
to taxpayers.  Consider a trust that clearly is passive with respect to a business 
activity, such that the income from the business is subject to the 3.8% tax.   

1. If the trust distributes its income to four beneficiaries, two of whom do 
materially participate in the business, it appears that those two 
beneficiaries nevertheless must treat the distributed income as passive.  
The characterization is determined at the trust level.   

2. Of course, one advantage of a trust-level rule is that the hypothetical trust 
in the foregoing example could solve its problem by appointing one of the 
active beneficiaries as a trustee. 

XI. Tips and Take-Aways 

A. In administering a family business interest, the governing instrument and 
applicable law are always the fiduciary’s guiding lights, and they trump other 
considerations.  But in general, as a fiduciary you should: 

1. Make carefully considered decisions about the business interest.  That 
might require independent business advice or independent legal advice.  
Consider multiple levels of review, or at least involving someone other 
than the person who is on the “front lines.” 

2. Be independent of insiders or any particular group of stakeholders.  The 
fact that you made the patriarch happy won’t help you when you are sued 
by his children or grandchildren -- in fact, it might make matters worse. 
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3. Don’t blindly follow a co-fiduciary’s or beneficiary’s decision, even if the 
decision is entrusted to that person.  You are still a fiduciary and may have 
an obligation to raise your hand. 

4. Communicate clearly with the beneficiaries about the asset in question, 
the decisions you are making, and your reasoning.11 

5. Get valid consent if you can.  “Valid” means that you have the right 
people signing and you’ve told them the relevant facts.  Err on the side of 
disclosure because you don’t know which facts will turn out to be 
important if things go south. 

6. Consider escape valves.  Would it be helpful to move to a directed trust 
structure?  To decant into a new trust with different terms? 

7. Go to court if you need to.  It costs money, but if you are caught between 
competing factions or considerations, there’s no better protection than a 
court order. 

8. Document your decisions, your reasons for them, and your 
communications about them with those involved in the family business, 
the beneficiaries, any co-fiduciaries, legal counsel, and third parties. 

9. Don’t document what you wouldn’t want to see on the front page of the 
newspaper or as Exhibit A in a lawsuit. 

B. Special Considerations for Lawyers Representing Fiduciaries 

1. Family business interests can pose special risks for lawyers who represent 
fiduciaries. 

2. As with any representation, it is important to be clear with all concerned -- 
clients and non-clients alike -- about the scope of the representation, 
including whom the lawyer is representing.  The need for clarity is 
especially acute in the family business context because there are almost 
always multiple players, some of whom may be playing multiple roles. 

3. The lawyer for the fiduciary should address these issues in the engagement 
letter, remind the client as needed during the course of the representation, 
and alert non-clients (such as beneficiaries) who may not understand the 
lawyer’s role and may believe the lawyer is protecting their interests. 

4. Sometimes it will be necessary for independent counsel to be retained. 

                                                 
11 See Dennis T. Jaffe, “Succeeding Against All Odds:  Lessons Learned From 100-Year 

Family Businesses,” Trusts & Estates at 28 (Aug. 2016) (emphasizing the importance of 
“professionalism, transparency and collaboration” to the long-term success of a family business). 
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5. If the representation involves a virtual representation agreement, a 
receipt/release/refunding agreement, or a settlement agreement resolving 
litigation, consider including language in the agreement specifying whom 
the lawyer represents -- and making clear that other parties understand the 
lawyer does not represent them. 
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