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What is a Dynasty Trust

• Definition:  A “dynasty trust” is a trust designed to avoid or minimize 
transfer taxes being applied to family wealth with each transfer to 
subsequent generations.  - Wikipedia

• For Purposes of Our Discussion:  A “dynasty trust” is a trust designed 
to last for more than one generation of a family, including into 
perpetuity, and is exempt from generation-skipping transfer tax.
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Relevancy of Topic

• Dynasty Trusts Add Value as Part of 2014 Practice & Beyond: 
American Taxpayer Relief Act of 2012 has altered the planning 
landscape

− Increased exemption amounts ($10.68 million for a married 
couple) are increasing the size of estates that are free of estate 
tax

− Plus, indexing for inflation

− Portability makes drafting both more complicated and less 
interesting to clients

− Future of estate tax

− Future of trusts

• Rule Against Perpetuities: Many state statutes have been modified
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Relevancy of Topic (continued)

• Client Perception of Dynasty Trusts:

− Structure of Dynasty Trusts

 To G3

 To all generations

− How Does a Client Perceive the Difference?

− What is the Value to the Client of a GST Exempt Trust?
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Relevancy of Topic (continued)

• Message to Clients for the Value Add of Dynasty Trust:

− Creditor protection for G2

− Spousal protection for G2

− Intelligent use of money for G2

− All of the above also applies to G3, plus

 Ensure funding of education and medical expenses

 Protect investments

 Create flexibility

 Prevent lethargy
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History of Dynasty Trusts

• Rule Against Perpetuities (“RAP”):*

− For most of U.S. history, the traditional common law rule against 
perpetuities (“RAP”) applied to invalidate (ab initio) contingent future 
interests in property that would fail to vest with a specified time period, 
eventually stated as the lives in being at the creation of the interest, plus 
21 years.

• State Modifications of RAP:*

− Beginning in the late 1940s, states began reacting to the harshness of the 
common law rule by enacting “wait-and-see” perpetuities rules.

− In the 1980s, NCCUSL adopted the “wait-and-see” approach in drafting a 
Uniform Statutory Rule Against Perpetuities (“USRAP”), replacing 
“measuring lives” with a fixed 90-year perpetuities period. 

− USRAP was immediately criticized by commentators as representing a de 
facto repeal of the RAP.  

* These sections on RAP are borrowed from 
“Exercising Powers over Perpetual Trusts, 
by Carol A. Harrington & Adam K. Sherman 
(Sept. 28, 2011) with permission.
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History of Dynasty Trusts (continued)

• State Modifications of RAP (continued):*

− In 1986, only three states (Idaho, South Dakota and Wisconsin) had 
abolished a vesting RAP and adopted a rule stately solely in terms of 
prohibiting the suspension of alienation of property.

− Prior to the enactment of the current GST tax, perpetual trust jurisdictions 
attracted little outside business.  After the introduction of the current GST tax, 
South Dakota and Wisconsin banks both ramped up their efforts to market 
themselves as perpetual trust jurisdictions.  The former, due to the absence 
of a state income tax, was particularly successful in attracting trust business.

− In 1995, concerned that it was losing trust business to South Dakota and 
Wisconsin, Delaware repealed its rule against perpetuities (with respect to 
interests to personal property).  

− Concerned that they would in turn lose trust business to Delaware, a large 
number of states followed suit and repealed or modified their perpetuities law: 
(including but limited to: Alaska, Florida, Illinois, Colorado, Wyoming, New 
Jersey, New Hampshire, Missouri, Ohio, Rhode Island, Utah, Tennessee).

− Modifications to the RAP in the various states has led to the rise of perpetual 
trusts.
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History of Dynasty Trusts (continued)

• Increased Transfer Tax Exemptions & 2012 Historic Year for Dynasty Trusts:

− Maximization of Transfer Tax Exemptions:  Dynasty Trusts push gift and GST 
tax exemptions to the max by sheltering the exempted amount (including 
appreciation and earnings on that amount) beyond gift, estate and GST taxes 
for the duration of the trust.

 The higher the exemption amounts, the more tax savings.

 The longer the trust duration, the more tax savings.

 Add grantor trust status, the more tax savings within the trust.

− Higher Exemption Amounts and Lower Tax Rates in 2012:  Higher exemption 
amounts (per individual, $5 million of estate and gift tax exemption and $5 
million of GST tax exemption) and lower rates (35% for estate, gift and GST 
taxes) were set to expire at the end of 2012 and there was uncertainty as to 
whether those generous terms were going to continue in future years.

 Uncertainty resulted in a record-breaking number of dynasty trusts created in 
2012.

 Many of the dynasty trusts created in 2012 were set up in a rush.

− Lessons Learned:  We are seeing how trusts established in the past have been 
playing out over the years and can learn from hindsight.
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Pros – Arguments For

• Freedom of Disposition

• Outright vs. In Trust

• Tax Savings

• Protect Family
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Cons – Arguments Against

• Public Policy Concerns

• Consolidation of Wealth and Aristocracy

• Loss of Revenue to the Government

• Expense of Trust Administration

• Complexity

• Don’t Know the Beneficiaries

• Control vs. Flexibility
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Planning Considerations

• For New Trusts – Proper Structuring of Long-Term Trusts:

− Irrevocable, long-term trusts are difficult in a fast-paced and evolving 
world

− Build in Flexibility:

 Focus on Change of Situs Provision

 Focus on Change in Law Governing Administration Provision

 Consider Granting Powers of Appointment

 Consider Naming Third-Party Trust Protectors who can amend 
documents (be mindful of §§ 2036 and 2038 issues)

 Consider Using Directed Trusts - Division of Traditional Trustee 
Responsibilities

 Consider Express Decanting Authority Provision
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Planning Considerations (continued)

• For Existing Trusts – Tools for “Fixing” Irrevocable Trusts:

− Construction

− Reformation

− Trust Division

− Trust Merger

− Non-Judicial Settlement Agreements (Virtual Representation 
Agreements)

− Decanting
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Planning Considerations (continued)

• Transfer Tax Considerations*

− GST Issues with Changing Trusts:

 For the exercise of nongeneral powers over GST-grandfathered trusts, Treasury Regulations 
address when an exercise will result in a constructive addition for GST tax purposes:   

o Treas. Reg. § 26.2601-1(b)(1)(v)(B)(2) states that the exercise of a limited power of 
appointment over a grandfathered GST exempt trust will not be considered an addition if 
such exercise does not postpone the vesting, absolute ownership or power of 
alienation of an interest in property beyond any life in being plus 21 years, or 90 
years (so long as not stated as the greater of those two periods).

o Treas. Reg. § 26.2601-1(b)(4)(i)(A) states that the distribution of trust principal from a 
grandfathered GST exempt trust to a new trust or retention in further trust, pursuant to a 
power granted in the governing instrument or under state law, will not cause a loss in 
exempt status if such distribution does not extend the vesting, absolute ownership, 
or power of alienation of an interest in property beyond any life in being plus 21 
years, or 90 years (so long as not stated as the greater of those two periods). 

 Although there is no guidance on this issue, the IRS has taken the position that it would treat 
GST exempt trusts (trusts to which GST exemption has been allocated) no more harshly 
than grandfathered trusts (See, e.g., PLRs 200841027 (May 30, 2008), 200822008 (Feb. 6, 
2008)).

 If the above rules were to apply to the exercise of powers over GST exempt perpetual trusts, 
they would apply to all exercises (including fiduciary powers), not merely those which involve 
the creation of a second power.   

* This section on Transfer Tax Considerations is 
borrowed from “Exercising Powers over Perpetual 
Trusts, by Carol A. Harrington & Adam K. Sherman 
(Sept. 28, 2011) with permission.
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Planning Considerations (continued)

• Transfer Tax Considerations (continued)

− Origins of “The Delaware Tax Trap”:

 In 1942, the estate tax base was expanded to include certain powers of appointment.  At that 
time, the common law rule in most states provided that the exercise of a nongeneral power 
of appointment or testamentary general power of appointment would not change the 
perpetuities period applicable to the property subject to the power, which period related back 
to the instrument creating the original power.

 Delaware, however, had (and still has) a unique rule that departed from the common law rule 
and a provided that a new perpetuities period would start on the exercise of a nongeneral
power of appointment.

 In 1951, Congress enacted the predecessor to the current Delaware tax trap to target this 
Delaware rule because: “In the absence of some special provision in the statute, property 
could be handed down from generation to generation without ever being subject to estate 
tax.” H.R. Rep. No. 327, 82d Cong., 1st Sess. 6-7.

 Although not targeted by Congress, the common law rule in most states also provided that 
the creation of a presently exercisable general power of appointment (“PEG”) would begin a 
new perpetuities period, on the view that the ability of the power holder to appoint property to 
himself/herself at any time is equivalent to ownership.  Because tax law also treats a PEG as 
equivalent to ownership, one might conclude that the creation of a PEG would not trigger the 
Delaware tax trap.   
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Planning Considerations (continued)

• Transfer Tax Considerations (continued)

− IRC Section 2041(a)(3) Delaware Tax Trap

IRC § 2041(a)(3) provides that the value of a taxpayer’s gross estate includes the value of all 
property:

“To the extent of any property with respect to which the decedent—

(A) by will, or

(B)   by a disposition which is of such nature that if it were a transfer of property owned by 
the decedent such property would be includible in the decedent's gross estate under section 
2035, 2036, or 2037, 

exercises a power of appointment created after October 21, 1942, by creating another power of
appointment which under the applicable local law can be validly exercised so as to postpone
the vesting of any estate or interest in such property, or suspend the absolute ownership or
power of alienation of such property, for a period ascertainable without regard to the date of
the creation of the first power.”

* Note: the gift tax companion provision is found in IRC § 2514(d).
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Planning Considerations (continued)

• Transfer Tax Considerations (continued)

− IRC Section 2041(a)(3) Delaware Tax Trap

IRC § 2041(a)(3) provides that the value of a taxpayer’s gross estate includes the value of all 
property:

“To the extent of any property with respect to which the decedent—

(A) by will, or

(B)   by a disposition which is of such nature that if it were a transfer of property owned by 
the decedent such property would be includible in the decedent's gross estate under section 
2035, 2036, or 2037, 

exercises a power of appointment created after October 21, 1942, by creating another power of
appointment which under the applicable local law can be validly exercised so as to postpone
the vesting of any estate or interest in such property, or suspend the absolute ownership or
power of alienation of such property, for a period ascertainable without regard to the date of
the creation of the first power.”

* Note: the gift tax companion provision is found in IRC § 2514(d).
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Planning Considerations (continued)

• Transfer Tax Considerations (continued)

− Treas. Reg. § 20.2041-3(e)(1)(ii)

“(e) Successive powers.

(1) Property subject to a power of appointment created after October 21, 1942, which is 
not a general power, is includible in the gross estate of the holder of the power under 
section 2041(a)(3) if the power is exercised, and if both of the following conditions 
are met:

…(ii) If the power is exercised by creating another power of appointment which, 
under the terms of the instruments creating and exercising the first power and 
under applicable local law, can be validly exercised so as to (a) postpone the 
vesting of any estate or interest in the property for a period ascertainable 
without regard to the date of the creation of the first power, or (b) (if the 
applicable rule against perpetuities is stated in terms of suspension of 
ownership or of the power of alienation, rather than of vesting) suspend 
the absolute ownership or the power of alienation of the property for a period 
ascertainable without regard to the date of the creation of the first power.”
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Planning Considerations (continued)

• Transfer Tax Considerations (continued)

− How the Trap Is Sprung

1. A power is exercised to create a new power of appointment; and

2. Under applicable local law, the new power of appointment can be validly exercised to do one of the 
following for a period ascertainable without regard to the date of the creation of the first power:

 Postpone the vesting of any estate or interest in property; or

 Suspend the absolute ownership or power of alienation of property. 

OR

3. (Although the legislative history is clear that that the trap was not targeting such powers, arguably if) 
a power is exercised to create a new, presently exercisable general power of appointment (“PEG”).*

* Some have suggested that this potential application presents an option for deliberately springing 
the trap and triggering estate tax in lieu of GST tax (and a practical alternative to a shifting GPA 
or trustee power to grant a GPA), although given the history and purpose of the Delaware tax 
trap, one should exercise caution before relying on this application of the law. 
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Planning Considerations (continued)

• Transfer Tax Considerations (continued)

− Murphy Estate v. Commissioner, 71 T.C. 671 (1979)

 Facts:

o Wisconsin law has no perpetuities vesting rule, but provides that (a) the power of alienation may 
not be suspended for a period longer than lives in being plus 30 years and (b) the power of 
alienation is not suspended for any period if a trustee has a power of sale.

o Taxpayer exercised a limited testamentary power of appointment over a trust established by her 
father in favor of her surviving husband, by creating a trust that gave her husband a limited 
testamentary power of appointment over the trust corpus.    

 IRS Position:  Trap sprung if any of the three conditions of title violated: (1) postponement of 
vesting, (2) suspension of power of alienation or (3) suspension of absolute ownership.  Because 
Wisconsin had no vesting perpetuities rule, taxpayer’s exercise should subject the property to 
estate tax.  

 Tax Court Holding: 

o DE tax trap not sprung where second power cannot be exercised to suspend the vesting or 
alienation of property under the applicable state perpetuities rule   i.e., it is the local rule that is 
relevant and Congress did not intend to impose a federal perpetuities rule.

o Because Wisconsin law provided that the power of alienation (the applicable, local perpetuities 
rule) is not suspended for any period if a trustee has a power of sale over trust assets, the DE tax 
trap was inapplicable to the power exercise at issue.

 Key Conclusion:  Trap not sprung as long as state law imposes some perpetuities rule (vesting or 
suspension of alienation) measured for a fixed period beginning on the creation of the first power.
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Planning Considerations (continued)

• Federal Income Tax Considerations

− Consider Loss of Step-Up in Basis for Assets Funding Dynasty Trust

− Distinguish Between During Life and At Death

 During Life – Grantor vs. Non-Grantor Trust

o Flexibility enhanced by grantor trust status as to G1

o Can always turn off grantor trust status – Consider:

− Annual checklist on December 1 to ask client about leaving grantor trust status on 
or off as of January 1 of succeeding year

− Sales to grantor trusts – know the rules if death occurs during grantor trust both 
before and after note is paid

 At Death

o Is the GST Exempt Family Trust a grantor trust as to the surviving spouse?  Can it 
be?

o If not, what is the intersection among investments, retention, income tax and, now 
because of the 3.8% Net Investment Income Tax, the trustee?



21

Planning Considerations (continued)

• Federal Income Tax Considerations (continued)

− Flexibility:

 For non-Marital Trusts (e.g., GST Family Trust), consider no mandatory 
distributions of income - allow income to be taxed at either trust or beneficiary 
level.

 Be careful with fixed income and dividend stocks (amount and nature),  
Trapped at beneficiary level via carry-out.

− Capital Gains:

 Use IRC § 643 and Illinois law to allow distributions to beneficiaries as 
needed

 Consider another December 1 docketing.

 Include language in the trust instrument to permit

− 3.8% Net Investment Income Tax:

 Consider adding flexibility in documents to add trustees

 With Aragona case, consider child active in business as co-trustee



22

Planning Considerations (continued)

• Federal Income Tax Considerations (continued)

− 3.8% Net Investment Income Tax:

 Consider adding flexibility in documents to add trustees

 With Aragona case, consider child active in business as co-trustee

− Estimated Tax:

 Careful with the rules on testamentary trusts and estimated tax 
requirements from Day One
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Planning Considerations (continued)

• Avoiding the “Trust Fund Babies” Phenomenon

− Premise:  Throwing money to future generations does not make them happy

− Provide “Purpose” in Trust Documents:

 Educational Needs

 Medical Needs

 Stipend

 Residential

 Business

 Special Events

 Charitable

 Retirement Age

 Disabilities

See attached article, “Creating Value 
Where Values Desired – Creative 
Structuring of Trusts for Adult 
Children,” by Louis S. Harrison and 
Adam R. Katz, presented to the 
Southern Arizona Estate Planning 
Council (September 22, 2010), 
included here with permission.
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The Future of Dynasty Trusts

• 2015 Greenbook Proposal - Limit GST Exempt Trusts:  Issued in March 2014; proposal to limit GST 
Exempt Trusts first introduced in 2012

− Current Law:  Once GST exemption is allocated to a trust to result in an inclusion ratio of 0, the trust is 
exempt from GST taxes while the trust remains in existence.

However, additions to the trust may make the trust at least partly subject to tax, and the exempt status 
of the trust can be lost if another person becomes the transferor of the trust when the trust property is 
subject to gift or estate tax unless the new transferor allocates GST exemption.  (The position of the 
IRS is that it will not issue a favorable private letter ruling on a modification to a trust to which GST 
exemption has been allocated unless the modification meets one of the safe harbors in the regulations 
for grandfathered exempt trusts.)

− Administration’s Greenbook Proposal:  Terminate a trust’s GST exemption 90 years after its creation.

In general, the 90-year period for pour-over trusts and trusts created under a decanting authority is 
deemed to have the same creation date as the initial trust.

− Administration’s Rationale:  The administration believes that Congress never intended trusts to escape 
the GST tax indefinitely. At the time of enactment of the GST tax, only three states permitted perpetual 
trusts. Most states then required that trusts end no later than 21 years after the death of one or more 
individuals living when the trust was created. Now, more than half of the states allow perpetual trusts 
or have replaced their rules against perpetuities with time limits between 150 years and 1,000 years.

− Effective Date:  This proposal would apply to trusts created after enactment, and to the portion of a 
pre-existing trust attributable to additions to such a trust made after that date of enactment.
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Questions & Answers

Thank you.
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Carol A. Harrington, Head of Private Client Group
McDermott Will & Emery LLP
Carol A. Harrington is a partner in the law firm of McDermott Will & Emery LLP, resident in the Firm's Chicago 
office, where she heads the Firm's Private Client Practice Group. She advises clients on a variety of matters, 
including estate, gift and generation-skipping tax issues, closely-held businesses and succession planning, 
family office structures and issues, private trust companies, private foundations, trust and estate 
administration, and contested trust and tax matters.

As a national authority on the federal generation-skipping tax, Carol has advised attorneys, tax professionals, 
executors, trustees and others nationwide on this issue. She is a co-author of a tax treatise, Generation-
Skipping Transfer Tax (Harrington, Kwon & Zaritsky) and has published many articles on the federal 
generation-skipping tax. Carol is a frequent speaker for professional groups.

In 2011, Carol was named as one of the three most influential lawyers by The National Law Journal for trusts 
and estates.  She was named as the 2010 Chicago Trusts & Estates Lawyer of the Year by Naifeh, Smith, 
The Best Lawyers in America, and was named an Illinois Super Lawyer in the estate planning & probate area 
by Law & Politics. Carol has been ranked each year in the top-tier for wealth management by Chambers USA.

Carol is the past chair of the Generation-Skipping Tax: Regulations and Legislation Committee for the 
American Bar Association's Real Property, Probate and Trust Law, former member of its governing body, and 
a co-supervisor of the Tax Regulations and Legislation Committees. Carol is a fellow of the American College 
of Trust and Estate Counsel, currently serving on the Estate and Gift Tax Committee, where she was a 
member of its Board of Regents (from 1999-2005). Carol is a member of the Advisory Committee for the 
Heckerling (Miami) Institute of Estate Planning. Carol is a former trustee of the ACTEC Foundation.

Carol is a member of the American Bar Association, the Illinois State Bar Association, the Chicago Bar 
Association (past chair of Division I of the Trust Law Committee) and the Chicago Estate Planning Council.

Education:

• University of Illinois College of Law, J.D., magna cum laude, Order of the Coif, 1977

• University of Illinois at Urbana-Champaign, B.S., summa cum laude with University Honors (Bronze 
Table), 1974
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Louis S. Harrison, Principal
Harrison Held, LLP

Louis S. Harrison is a principal in the law firm of Harrison Held, LLP. Lou's 
practice focuses on sophisticated tax, corporate and estate planning. His 
emphasis is on solutions to complex problems, including creative structures to 
inter family disputes and litigation, consideration of trust structures to provide 
creditor and spousal protection, post-mortem tax planning, income tax 
planning, charitable dispositions, and gifting strategies. Lou represents a 
significant number of closely held businesses and business owners, as well as 
executives of numerous public companies. A frequent speaker and writer on 
tax and estate planning, Lou has spoken before numerous groups nationwide. 

Mr. Harrison has a J.D. from Duke University School of Law with honors, a 
B.A. in math from Colgate University magna cum laude, and an M.B.A. in 
finance from University of Chicago, with honors. He has been an adjunct 
Professor of Law at Northwestern University, Kent College of Law, and DePaul 
College of Law. He is a Regent in The American College of Trust and Estate 
Counsel (and former Illinois state chair), among numerous other honors and 
achievements.
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Benetta P. Jenson, Managing Director
J.P. Morgan Private Bank

A Chicago-based Wealth Advisor, Benetta P. Jenson assists clients with the development of 
comprehensive, generational wealth transfer planning strategies. She was previously a 
partner in the Private Client Department of the law firm of McDermott Will & Emery in 
Chicago.

Benetta frequently speaks and writes nationally on trust and estate planning topics.  She is a 
member of the Estate and Gift Tax, International Tax Planning (former Vice-Chair), 
Continuing Legal Education, and Community Outreach Committees of the Real Property, 
Trust & Estate Law Section of the American Bar Association.  She is also a member of the 
Illinois State Bar Association, the Federal Taxation and Trust Law (former Chair) Committees 
of the Chicago Bar Association, and the Chicago Estate Planning Council. In addition, 
Benetta is a founding officer and former Chair of the Chicago branch of the international 
organization, Society of Trust and Estate Practitioners (known as STEP), and formerly 
served as an officer of the Executive Board of STEP USA.  She also is a member of 
committees working on proposed Illinois trust legislation.

She also serves as faculty for various courses at the Illinois Institute for Continuing Legal 
Education (IICLE) and is an Adjunct Professor at Northwestern University’s law school L.L.M. 
tax program, co-teaching “International Estate Planning.”

Benetta currently is a Governing Member of the Chicago Symphony Orchestra and serves 
on its Planned Giving Advisory Council. She also serves on the Young Professional Advisory 
Council of the Chicago Community Trust and is also active with family private foundations.

Benetta earned her J.D. from Loyola University Chicago School of Law and her Bachelor of 
Business Administration degree from the University of Wisconsin at Madison.
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Louis S. Harrison is a principal in the law firm of Harrison & Held, LLP, and was the former 
head of the estate planning group at the Chicago law firm of Lord, Bissell & Brook.  Lou has a 
J.D. from Duke University School of Law with high honors, a B.A. in math from Colgate 
University magna cum laude, and an M.B.A. in finance from University of Chicago, with 
honors.  He has been an adjunct Professor of Law at Northwestern University, Kent College of 
Law, and DePaul College of Law, and a fellow in The American College of Trust and Estate 
Counsel (and former Illinois state chair).   His focus is on the behavioral aspects of implementing 
estate planning and planning techniques, and the quantitative aspects of advanced tax strategies. 
 
 
 
Adam Katz is an associate at the law firm of Harrison & Held, LLP.  Adam has a J.D. from 
Washington University in Saint Louis School of Law and a B.A. in psychology from Duke 
University.  He practices primarily in the areas of state & federal taxation, corporate transactions, 
and trust and estate planning.  Adam represents businesses in a wide variety of industries 
including several non-profit organizations.  He is licensed to practice law in Florida and Illinois.   
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Introduction 

Typical trust structuring in the 1950s through 1980s for adult children focused on 
spendthrift trusts, as needed, special needs trusts, as needed, and staggered withdrawal rights for 
most adult children.1   

 
Going somewhat unnoticed, the creative expansion of these boundaries in the last 20 

years has been well perceived by clients, and operationally effective when administered.  
 
This creative expansion focuses on the need for testamentary trusts for adult children to 

be protected from spousal claims, protected from other creditor claims, and not always 
accessible. In this world today, clients understand the theme that “too much money can pollute,” 
and are receptive to trusts that prevent that from happening. The structuring of these types of 
trusts, receptivity of clients to these ideas, and results in administration, will all be explored 
during this presentation. 

 
I. Creditor Protection Trusts for Adult Children 
 

A. The Genesis of an Appreciated Strategy.   

An interesting development is the distribution of funds to adult, well-to-do children, or, to 
state it another way, the distribution to adult children who are not spendthrifts.  In those 
instances, there may be no reason to hold funds in trust, at least not for the traditional reason to 
protect children against their own self indulgences.  However, creditors, including a child’s 
spouse, lurk in many dark and not so dark corners of the world.   

B. Drafting Creditor "Shield" Trusts.   

Consider discussing with the client the use of trusts for the children, with the children as 
their own trustee, to provide a creditor protection shield for funds left in the trust not needed for 
the child’s consumption, as the child determines from time to time.  Note the use of the word 
“shield,” versus “insulation.”  These trusts are intended to balance flexibility to the child in terms 
of access to the principal, with some protection against creditors, although not a complete 
insulation.  

During the presentation, we will discuss the client receptivity to this kind of trust and 
how important these concepts are in the context of estate planning for each and every one of your 
clients. 

C. How to Structure. 

For planning purposes, assume the client and planner has determined that a flexible 
creditor protection trust for adult children is desired. Therefore, the question becomes how close 
to the edge can the trust be pushed. For example, can the child be trustee? If so, must the 
standard be a narrow one related to health, support or maintenance? Or should the standard be 
                                                 

1 For example, 1/3 at age 25, 1/3 at age 30, and 1/3 at age 35. 
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expanded to “best interests?”2  Each shift in adding more control to the beneficiary – as trustee, 
and then pursuant to an unascertainable standard—creates some decrease in creditor protection.  
How much will depend on evolving state law in this regard. And yet, this is the kind of decision 
that a client cannot be expected to make in an informed way. The practitioner, based on state law 
and knowledge of the client’s family, has to recommend the format that should be used.  

Drafting Example:  (The Adult Creditor Shield Trust) 

Child’s Separate Trust 

Any trust property allocated for a child of mine subject to the Child’s 
Separate Trust withholding provisions shall be added to or used to fund the 
principal of a Child’s Separate Trust for the child.  The trustee shall administer 
each Child’s Separate Trust as follows: 

Section 1.01 Discretionary Payments of Income and Principal.  During 
the child’s lifetime, the trustee may pay to the child so much of the income and 
principal as the trustee from time to time considers necessary for the health, 
education, support, maintenance in reasonable comfort, welfare, or best interests 
of the child.  Any income not so paid in each tax year shall be added to principal 
at the end of each tax year. 

Section 1.02 Power of Appointment at Death.  On the death of the child, 
the trustee shall distribute the principal to any one or more persons or 
organizations (including the child’s estate) as the child appoints by Will, 
specifically referring to this power of appointment. 

Section 1.03 Distribution on Termination.  On the death of the child, the 
trustee shall distribute the Child’s Separate Trust not otherwise effectively 
appointed as follows: 

(a) Any Descendant Living.  If the child has any descendant 
then living, to the child’s then living descendants, per stirpes; or, 

(b) No Descendant Living.  If the child has no descendant then 
living but I have any descendant then living, to the trustee to allocate in 
shares of equal value for my then living children, subject to the Child’s 
Separate Trust withholding provisions hereof; provided that if a child of 
mine is not then living but a descendant of the child is then living, the 
trustee shall distribute the share that would have been allocated for the 
child, if living, per stirpes to the child’s then living descendants.  

                                                 
2 “Best interests” is a scary standard for trusts controlled by beneficiaries for tax purposes, but 

perhaps not for creditor protection purposes. 
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D. Cutting Back the Creditor Protection Trust to a Creditor “Annoyance” Trust 

Further, be sure to coordinate the trustee provision so that a child at a certain age can get 
control over this creditor protection trust, in the child’s capacity as a fiduciary. 

Drafting Example:  Child as Trustee of Creditor Annoyance Trust 

Section 1.04 Trustee of Child’s Separate Trust.  Notwithstanding any other 
provision, upon attaining age thirty (30), each child of mine shall have the following 
powers with respect to the Child’s Separate Trust established for the child’s benefit 
under this instrument: 

(i) Sole Trustee.  The child shall have the right to appoint 
himself or herself as trustee. 

(ii) Remove and Appoint.  The child may remove any trustee at any 
time by a signed instrument, but only if, on or before the effective date of 
removal, a successor trustee has been appointed by that child or at least 
one trustee will continue to act after the removal.  

E. How Protective from Tort Creditors are these Trusts?   
 

1. Common law. 
 

Common law dictates the following. A self settled trust is entitled to no creditor 
protection.3   That is, one cannot create a revocable trust, be the trustee and beneficiary, and then 
argue that the funds are free from that beneficiary’s creditors because the trustee has “discretion” 
whether to make distributions.  

 
Alternatively, a discretionary trust created by a third party (“third party settled trusts”), 

such as a parent for the child, is generally entitled to creditor protection as to that (child) 
beneficiary. 

 
And typically, when the beneficiary is also the trustee, but subject to limited standards as 

to distribution (such as health and education) that beneficiary’s interest is also protected from the 
beneficiary’s creditors. 

 
The uncertainties develop in that the laws and judicial results are constantly evolving in 

each of the 50 states, sometimes to the protection of the beneficiary and sometimes against, as 
they apply to third party settled trusts. For example, a jurisdiction may permit a third party 
settled trust to have the beneficiary as trustee, allow distribution discretion tied to a health, 

                                                 
3 In the last 10 years, this common law rule has been eroded with the advent of state laws, such as in 

Delaware and Alaska, that allow self settled trusts to have a certain degree of creditor protection. 
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support, welfare or best interests standard, and still prevent that trust from being attachable by 
the beneficiaries creditors.4  

2. The Answer Depends on State Law.    
 

Consider both Arizona and Illinois law. Illinois law used to be clear that as to a third 
party trust, the beneficiary could be trustee, have discretion to distribute to the beneficiary 
pursuant to an ascertainable standard,5  and have that trust free of creditor claims.6 Illinois law 
was ambiguous with regard to whether a broad standard, “best interests,” with the beneficiary as 
trustee, protected the beneficiary from creditors.   

 
Demonstrating how state law in this area is rapidly evolving, recently even the limited 

standard was called into question. In the case of McCoy v. McCoy (274 B.R. 751) (2002), the 
surviving spouse was the beneficiary of a family trust created by the predeceased spouse. The 
family trust provided, in part: 

 
The trustee may in its discretion pay to my spouse, or for his benefit, so 

much or all of the principal of the Family Trust as the trustee from time to time 
determines to be required or desirable for his health, maintenance and support. 
The Trustee need not consider the interests of any other beneficiary in making 
distributions to my spouse or for his benefit.  

Under Illinois law, the above standard is an ascertainable standard and would have been 
thought to be free of creditor demands that the trustee make a distribution so that the creditor 
could satisfy its judgment.  The court confused the concept of a discretionary trust with that of a 
spendthrift trust, albeit its error in nomenclature may not be relevant. That is, the court 
determined that the standard -- to whether the discretionary right to principal meant just that -- 
was whether: 

 
“[T]he beneficiary does not have unregulated dominion and control over 

or right to distribution from trust for the trust to qualify as a valid spendthrift 
trust.” 

 
The court held that even with an ascertainable standard, the use of the word “desirable” 

indicated that “the settlor intended Debtor to have complete dominion and control over the 
corpus lawsuit.”  Though the language would be interpreted by most planners as ascertainable, 
the court held that the standard was not ascertainable. Therefore, the court concluded that a 
creditor in bankruptcy could obtain the interest in the trust of the beneficiary, and that interest 
                                                 

4 By attachable, we mean that a creditor can force the trustee to exercise discretion to make a distribution. 
Once a distribution is made, a creditor can certainly obtain the funds from that distribution. 

5  By analogy to Code section 2041, one related to “health, support, maintenance, and education.” 

6 If the Trust had only used the terms “[as] required [for] health, maintenance and support”, such a standard 
limiting discretion would likely be acceptable under Illinois law. Rock Island Bank & Trust Co. v. Rhoads, 353 Ill. 
131, 187 N.E. 139, 144 (1933) (intimating that a discretionary provision would have placed sufficient restriction on 
the beneficiary if it had used “comfort” alone to limit the beneficiary's access). 
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was the entire trust.7  Our intellectual read: wow.  Does the holding really mean that under 
Illinois law, even a standard relating to health, support or maintenance could be subject to a 
beneficiary creditors on a third party settled trust? Could the result have been eliminated by the 
use of the word, “necessary,” versus “desirable?” 

Further, Illinois now has a statute that is protective of these trusts. It provides:  

“No court, except as otherwise provided in this Section, shall order the satisfaction of a 
judgment out of any property held in trust for the judgment debtor if such trust has, in 
good faith, been created by, or the fund so held in trust has proceeded from, a person 
other than the judgment debtor.”  Section 735 ILCS 5/2-1403. 

In contrast, Arizona statutory law expressly protects trust beneficiaries from their creditors, 
especially if  the trustee is limited by an ascertainable standard in making distributions.  
Moreover, the statutes protect beneficiaries from their creditors even if a beneficiary is also a 
trustee.  Therefore, an Arizona trust beneficiary in his capacity as trustee should be able to make 
purely discretionary distributions to himself and still be protected from creditors’ efforts to 
compel a distribution or otherwise reach the beneficial interest.  The statutes provide: 
 

“…[A] trustee has no liability to any creditor of a beneficiary for 
any distributions made to or for the benefit of the beneficiary to the 
extent a beneficiary's interest is protected by a spendthrift 
provision or is a discretionary trust interest referred to in § 14-
10504.”  Arizona Revised Statutes Section 14-10501(B). 
 
“A creditor of a beneficiary, whether or not the beneficiary is also 
a trustee or cotrustee, may not reach the beneficiary's beneficial 
interest or otherwise compel a distribution if either the trustee's 
discretion to make distributions for the trustee's own benefit is 
purely discretionary or is limited by an ascertainable standard, 
including a standard relating to the beneficiary's health, education, 
support or maintenance or similar language within the meaning of 
section 2041(b)(1)(a) of the internal revenue code.”  Arizona 
Revised Statutes Section 14-10504(E). 

 
F. Does it Matter that State Law is Shifting?  

 
Regardless of the judicial or statutory result, it does not matter too much for the planner. 

The planner cannot draft for evolving laws in this area. Rather, we merely have to understand the 
laws in place at this time, and create the argument that the beneficiary’s interest is free of 

                                                 
7 Because the Debtor “in bankruptcy has the unfettered ability to possess and own [it],” the trust property is 

“therefore not protected by the exclusionary language of Section 541(c)(2). In re Rolfe, 34 B.R. at 161. Accordingly, 
the Trust property belongs to the bankruptcy estate and the Trustee will be granted Summary Judgment on Count IV 
of his Complaint on Count I of the Interveners' Cross Complaint, and on Debtor's Cross Motion for Summary 
Judgment on those Counts.” 
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creditors. Further, we should not be shy about the beneficiary resigning as trustee, even after 
these creditor issues arise.8  

 
This is a win-tie structure. If the trust is effective for tort purposes, the beneficiary is 

benefited; if not, the beneficiary is in the same position as if no trust existed. The key here is that 
the practitioner not over-represent what these trusts do and don’t do. 
 

G. Manning Up—Consider Insurance.9 
 

For a child’s separate trust created under estate planning documents, consider the 
purchase of special assets that themselves have a degree of creditor insulation. In this regard, the 
purchase of insurance, especially one designed and analyzed to create positive financial results, 
should be considered. 
 
II.  The Generation Skipping Trust: Don’t Forget the Creditor Aspects of These 
 
 When setting up these trusts, two rules to follow: (1) Draft them in the most 
straightforward manner possible, the “continuous loop” discussed below; and (2) Don’t forget to 
highlight the creditor features discussed above. These creditor protections are just as relevant 
with the GST (generation skipping transfer) trusts as they are with the CST (child’s separate 
trusts). 
 

A. What GST Means for the Drafter.   

The goal is to create trusts for the benefit of children, grandchildren, and further 
descendants for as long as permitted under the local Rule Against Perpetuities. 

From a practical concern, the trusts are structured a certain way. At the client’s death, if 
GST planning is used, the client’s available GST exemption amount is allocated for the 
descendants per stirpes to be held in GST Separate Trusts. Thus, if all of the children are then 
living, a GST Separate Trust will be established for each child, who will be the primary 
beneficiary of his or her trust.  

Assets of the GST Separate Trusts are exempt from GST tax as long as they remain in 
trust. They will not be subject to estate or gift tax until distributed to a beneficiary and then given 
away during life or included in the beneficiary’s estate. 

1. Who are the Beneficiaries? 

                                                 
8 A resignation does not mean there is a fraud on creditors. Given that the whole area on 

trustee/beneficiary/discretionary principal distributions is uncertain, taking an action that makes the result more 
certain is not a fraud on creditors. Resigning as trustee is in a whole different genre than a troubled beneficiary 
transferring assets from the beneficiary to the beneficiary’s spouse. 

9 This section has nothing to do with “manning up,” but we do find humor in this trite phrase that has crept into 
the everyday lexicon, “you know,” “like,” “I mean.” The computer, television, and other technology is truly turning 
us into idiots. 
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The GST Separate Trusts permit discretionary distributions of income and 
principal to the primary beneficiary (typically, G2) and the primary beneficiary’s 
descendants (G3 and beyond).  

2. Typical Terms. 

The GST Separate Trusts are designed to hold the share of any descendant, 
whether the descendant is a child, grandchild, or more remote descendant. Thus, if a child 
predeceased the client leaving two surviving children, upon the client’s death the child’s 
share of the assets allocated to the GST Separate Trusts would be held in separate GST 
Separate Trusts for the child’s two children. 

3. How Long will It Go. 

A GST Separate Trust provides the primary beneficiary with significant control to 
determine the distribution of the GST Separate Trust’s assets at the primary beneficiary’s 
death. The primary beneficiary is given a broad special power of appointment. Thus, the 
primary beneficiary could exercise this power of appointment to direct the distribution of 
the assets to any one or more persons or organizations (other than the primary 
beneficiary, the primary beneficiary’s estate, the creditors of the primary beneficiary, or 
the creditors of the primary beneficiary’s estate) and cause the termination of the GST 
Separate Trust. Alternatively, the primary beneficiary could exercise the power of 
appointment to direct that the GST Separate Trust’s assets pass to different GST trusts for 
future generations (thus providing the primary beneficiary with the opportunity to 
essentially rewrite the terms of the GST trusts at death). As a third alternative, the 
primary beneficiary could fail to exercise the power of appointment, in which case the 
assets of the primary beneficiary’s GST Separate Trust would be allocated at the primary 
beneficiary’s death for his or her descendants per stirpes, to be held in GST Separate 
Trusts on similar terms. 

 B. Structuring. 

The GST trust is established in most instances with the goal of preserving assets from 
estate tax from generation to generation, and also adding an element of creditor protection. On 
the other hand, most clients do not desire to divest the younger generation from control. 
Therefore, in most instances, the GST trust will be drafted in the most flexible way for the 
children (for instance, and thereafter future generations) to manage and control and obtain use of 
the assets, without running afoul of the federal tax laws on inclusion in the gross estate.  

 C. Creditor Protection.  

Whereas the discretionary trust with the beneficiary as trustee has creditor protection as 
noted above, but with certain concerns, the GST trust with the beneficiary as trustee should have 
even more creditor protection. To be free of estate and gift taxes,10 the standard must be a 
narrow, ascertainable one related to “health, support, maintenance or education.” Further, the 
                                                 

10 If the beneficiary is also acting as trustee. 
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grantor’s intent is that these trusts continue in perpetuity and be used only if truly needed. 
Therefore, even under the reasoning of the bad Illinois case, McCoy, infra, a creditor should not 
be able to obtain principal within the trust. In McCoy, the court focused on the intent of the 
grantor and whether the grantor gave the beneficiary unlimited control. A GST trust by definition 
indicates an intent by the grantor not to give the beneficiary unlimited control. 

D. Coordination with State Law. 

The GST Separate Trusts (or the GST Single Fund Trust) can continue in existence in 
perpetuity depending on relevant state law.  As long as the assets are held in the GST Separate 
Trusts, no estate taxes will be imposed as each generation dies and no GST taxes will be imposed 
(assuming that GST exemption was properly allocated to the trusts).  Accordingly, drafting has 
to be coordinated with the state specific non-perpetuities provision. 

E. Drafting Example:  Drafting the Best Provision GST Trust   

As important, because each trust is intended to continue from generation to generation, 
the question is how to draft, efficiently, the correct generation skipping trust for each generation. 
For example, when a G2 trust terminates and is distributable to a G3, to be held under the same 
terms, how is the loop drafted without having to draft a new trust for G3, and then again G4? 

Solution:  Note the reference in the first paragraph to, "Any trust property allocated for a 
descendant of mine subject to the GST Separate Trust," and then, in the termination,"[o]n 
the death of the primary beneficiary, the trustee shall, subject to the GST Separate Trust 
withholding provisions, allocate…." 

Article 4 
GST Separate Trusts 

Any trust property allocated for a descendant of mine subject to the GST 
Separate Trust withholding provisions shall be added to or used to fund 
the principal of a GST Separate Trust for the descendant (the “primary 
beneficiary”). The trustee shall administer each GST Separate Trust as 
follows: 

 4.1 Discretionary Payment of Income and Principal. The 
trustee may pay as much of the income and principal to any one or more 
of the primary beneficiary and the primary beneficiary’s descendants as 
the trustee from time to time considers necessary for the health, 
maintenance in reasonable comfort, or education of each of them. I 
recommend that the trustee make no payment of income or principal to a 
child of mine if any part of the Child’s Separate Trust for that child is 
reasonably available for those purposes. The trustee may make the 
payments in equal or unequal shares, taking into account the present and 
prospective needs of those persons. Any income not so paid in each year 
shall be added to principal at the end of each year. 

 4.2 Power of Appointment at Death. On the death of the 
primary beneficiary, the trustee shall distribute the GST Separate Trust to 
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any one or more persons and organizations (other than the primary 
beneficiary, the primary beneficiary’s estate, the creditors of the primary 
beneficiary, or the creditors of the primary beneficiary’s estate) as the 
primary beneficiary appoints by will, specifically referring to this power 
of appointment. 

 4.3 Allocation on Termination. On the death of the primary 
beneficiary, the trustee shall, subject to the GST Separate Trust 
withholding provisions, allocate the GST Separate Trust not effectively 
appointed as follows: 

 (a) Any Descendant Living. If the primary beneficiary 
has a descendant then living, per stirpes for the primary 
beneficiary’s then living descendants; or 

 (b) No Descendant Living. If the primary beneficiary 
has no descendant then living but I have a descendant then living, 
per stirpes for the then living descendants of the primary 
beneficiary’s nearest lineal ancestor who was a descendant of 
mine and who has a descendant then living, or if no such 
descendant is then living, per stirpes for my then living 
descendants. 

Add a waiver of the RAP, if permitted by state law. 

No Rule Against Perpetuities.  I intend that each trust 
established under this instrument shall be a Qualified Perpetual 
Trust under State law and shall not be subject to the Rule Against 
Perpetuities. The power of the trustee to sell, lease, or mortgage 
assets shall be construed as enabling the trustee to sell, lease, or 
mortgage trust property for any period beyond the Rule Against 
Perpetuities. If assets that would not qualify as part of a Qualified 
Perpetual Trust would otherwise be added to any trust established 
under this instrument, the trustee shall segregate those assets and 
administer them as a separate trust identical to the one to which 
the assets would have been added, except that, despite any other 
provision, 21 years after the death of the last to die of all of the 
beneficiaries living at my death, each such separate trust then held 
under this instrument shall be distributed to the income 
beneficiaries in the proportions in which they are entitled to share 
the income or, if their interests are indefinite, to the income 
beneficiaries in equal shares. 

III. Incentive Trusts 
 
 So much discussion has been had the last 20 years on whether trusts can be set up to 
stimulate the Right11 kind of behavior and punish bad behavior. 12  And on this front, we are not 
                                                 

11 We may have to resort to the Republic discussed by Plato to determine what is “Right.” 
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sure if trusts truly can achieve these lofty objectives. But trusts for adult, well behaved and 
focused children, can be set up in a way that will protect and often enhance their lives. 
 
 A. The Premise and the Representative Bias. 
 
 The “Representative Bias” is a behavioral finance concept that provides that people judge 
the probability or frequency of a hypothesis by considering how much the hypothesis resembles 
available data as opposed to using real calculations. The representativeness heuristic leads to a 
bias toward the belief that causes and effects will resemble one another (examples include both 
the belief that "emotionally relevant events ought to have emotionally relevant causes”).  
Therefore, based on the representative bias, planners tend to think that too much money for adult 
children is a bad thing because they have seen bad results in a couple of situations. Being a bias 
usually means that making generalizations from this bias is in error. The question then for us to 
ponder: “Is too much money to adult children almost always a bad thing, or just a bias that 
applies occasionally?” 
 
 This is a crucial question, and the answer to it will dictate how you view the 
recommendations in this section.  
 
 After 30 years of practice, my answer: It is almost always a bad thing. But we need to be 
careful about how we define “too much money.” It’s relative. If adult children are in their 30s 
and making $300k a year, then an additional $1m a year is too much; an additional $600k is too 
much; an additional $400k may be too much.  
 

If adults are making $100k, then an additional $200k may be too much.  
 
 We all want to engender self confidence, effort, happiness, and the ability to generate 
friends in our kids. We want to avoid for them exhibitions of entitlement, lethargy, self 
indulgence, and mean spiritedness. Can money really influence kids as between these two 
extremes?  
 
 You bet. Easily. 
 
 So a well healed family will not want to dump unlimited access to substantial funds to 
their children, no matter how impressive the child is. Giving a child who makes $300,000  access 
to an additional $1,000,000  annually can do nothing but allow that child to immediately 
terminate his or her employment, a bad result for sure. 
 

B. Restrictive Trusts.  

                                                                                                                                                             
12 Recently, the American College of Trust and Estate Counsel (ACTEC) devoted a seminar to 

incentive type clauses aimed at stimulating proper behavior and punishing bad behavior. The punishment 
side of the equation does not seem too valuable to us because we do not live in Plato’s Republic, and bad 
behavior one day could be good behavior another, and vice versa. For example, cigarette smoking 20 
years ago was fine; today it is abhorred. Same sex marriages 20 years ago were not in favor; today they 
are more accepted. Accordingly, these bad behavior clauses are not discussed here. 



Creating Value Where Value is Client Desired—Creative Structuring of Trusts for Adult Children 
Southern Arizona Estate Planning Council, September 22, 2010 HH#167556 

SAEPC-13

  
We have used, therefore, incentive (more properly described as “restrictive”) trusts to 

ensure that children’s lifestyles are enhanced but not replaced by the resources in a trust. For 
example, assume a client has $30,000,000 in assets, and only one child, aged 35, a physician.  
Assume the client is a surviving spouse and aged 70. If the client were to pass away, should the 
$15,000,000 after tax (assumes a 50 % estate tax regime) go into a creditor protection trust with 
unlimited access to daughter physician? This may be too much money, too soon. 13 And the 
daughter’s spending habits may be too dramatically affected; e.g., instead of a new car, is she 
buying multiple new cars/toys? Instead of paying off the mortgage, is she buying a house two 
times as large as her current one; or a second or third house?  Will either of these purchases 
really improve the quality of her life? 

 
The objective of a restrictive trust is to enhance the quality of the child’s life, not redefine 

what it could be.  Distributions remain in the discretion of the trustee, subject to broad discretion. 
This discretion is then further circumscribed by specific boundaries. These include the following, 
further explored in section D below: 

 
1. A trigger to determine when an annual consumption amount can be 

distributed. For example, there are enough funds for an annual allowance 
to be made, provided the child is somewhat productive. Somewhat? 
Working, volunteering, parenting, schooling. Excluded would be 
“currently spending time in jail,” or “sitting on one’s butt all day,” or 
“doing nothing.” The negative is not defined; only what is required to 
allow the trustee to make a distribution for the allowance. 

2. The amount of the allowance. 

3. Unlimited access to health care coverage. 

4. Allowances to an extent for a personal residence or to start businesses. 

5. Distributions for special achievements. 

6. Distributions for raising children. 

7. Unlimited access to educational funds.  

8. Charitable matching gifts. 

 
 C. How Received? 
 
 For those situations in which substantial wealth is being passed, we will typically 
recommend restrictive trusts, and have been doing so for the past 10 years. The 
recommendations are always well received by clients, and almost always implemented. In 
practice, when administered (we have administered a few), they have turned out consistent with 

                                                 
13 The daughter may give up medicine. If she were smart, she would, given the creditor issue 

associated with medicine. 



Creating Value Where Value is Client Desired—Creative Structuring of Trusts for Adult Children 
Southern Arizona Estate Planning Council, September 22, 2010 HH#167556 

SAEPC-14

the clients’ intent and administratively doable, although the administration does require focus. In 
short, these should be considered as part of your practice offerings. 
 

D. Sample Terms 
 

They vary from client to client. A prototype that has been well received is described by 
the following. 
 

“Article I: 
GST Separate Trusts 

Any trust property allocated for a descendant of mine subject to the GST Separate Trust 
withholding provisions shall be added to or used to fund the principal of a GST Separate Trust 
for the descendant (the “primary beneficiary”) and the primary beneficiary’s descendants.  For 
so long as the primary beneficiary is a child of mine, and for so long as any other trust created 
by my spouse or me is then in existence for such child upon terms substantially similar to those 
described in the following paragraphs, the trustee shall calculate all distribution caps provided 
under this Article which are stated in terms of dollar amounts as if the GST Separate Trust 
principal had been combined with all such other trusts, it being my intent to aggregate for each 
child of mine all of his or her said trusts so that the trustee shall apply any distribution caps 
which are stated in terms of dollar amounts across all trust funds available to a given child.  The 
trustee shall administer each GST Separate Trust as follows: 

1. Discretionary Payments to Primary Beneficiary.  The trustee may pay as much of 
the income and principal of the GST Separate Trust to the primary beneficiary as the trustee 
from time to time considers necessary for the health, education, maintenance in reasonable 
comfort, welfare, or best interests of the primary beneficiary, in amounts not exceeding, in the 
aggregate, the “Annual Budget” (as hereinafter defined) during a given calendar year.  The 
“Annual Budget” shall equal the lesser of: 

a. Five percent (5%) of the value of the GST Separate Trust principal, valued 
as of the first business day of the calendar year (or, for any short taxable year, as of the 
first day of that taxable year); and 

b. Until the primary beneficiary attains age 45, the sum of the following 
amounts, and after the primary beneficiary attains age 45, two times the sum of the 
following amounts: 

(i) The sum of (x) Two Hundred Thousand Dollars ($200,000) 
and (y) the percentage increase, if any, in the cost of living from January 1 
of the year in which I executed this instrument until January 1 of the given 
calendar year, multiplied by $200,000.  For this purpose, the increase in 
the cost of living shall be determined pursuant to the Consumer Price 
Index for Urban Wage Earners and Clerical Workers, U.S. City Average, 
All Items, as published by the Bureau of Labor Statistics of the U.S. 
Department of Labor.  If said index ceases to be published, there shall be 
substituted any other index the trustee determines to reflect similar 
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information.  Notwithstanding the foregoing sentences of this 
subparagraph, if the primary beneficiary shall not be either matriculated 
in school, committed as a volunteer, employed, or occupied on a full-time 
basis with parenting responsibilities for one or more children under the 
age of eighteen (18) during the given calendar year, as determined in the 
trustee’s sole discretion, then the sum of Zero Dollars ($0) shall be 
substituted for the sum described in the first sentence of this subparagraph 
for that calendar year; 

(ii) Fifty percent (50%) of the gross, pre-tax earnings of the 
primary beneficiary from the primary beneficiary’s employment and 
investments, as determined in the trustee’s sole discretion; 

(iii) The sum of (x) Twenty-Five Thousand Dollars ($25,000) 
and (y) the percentage increase, if any, in the cost of living from January 1 
of the year in which I executed this instrument until January 1 of the given 
calendar year, multiplied by $25,000, if in the given calendar year the 
primary beneficiary shall earn an associate’s, bachelor’s, master’s, 
professional, or graduate degree; and 

(iv) The sum of (x) Fifty Thousand Dollars ($50,000) and (y) 
the percentage increase, if any, in the cost of living from January 1 of the 
year in which I executed this instrument until January 1 of the given 
calendar year, multiplied by $50,000, if during the given calendar year the 
primary beneficiary engages in any one or more charitable activities 
which occupy in the aggregate five hundred (500) hours or more of the 
primary beneficiary’s time, as determined in the trustee’s sole discretion.  
Charitable activities shall mean activities which are generally accepted as 
contributing to the betterment of humanity and the world, as determined in 
the trustee's sole discretion.  For purposes of this paragraph, the increase 
in the cost of living shall be determined pursuant to the Consumer Price 
Index for Urban Wage Earners and Clerical Workers, U.S. City Average, 
All Items, as published by the Bureau of Labor Statistics of the U.S. 
Department of Labor.  If said index ceases to be published, there shall be 
substituted any other index the trustee determines to reflect similar 
information. 

Any income not so paid in each calendar year shall be added to principal at the end of such year. 

2. Additional Discretionary Payments for Primary Beneficiary.  In addition to the 
payments described in paragraph 4.1, the trustee may pay as much of the income and principal 
of the GST Separate Trust to the primary beneficiary as the trustee considers necessary to: 

a. Enable the primary beneficiary to make a downpayment on the primary 
beneficiary's principal residence in an amount not exceeding the lesser of: 
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(i) Twenty percent (20%) of the value of the residence, valued as of 
the time of downpayment; or 

(ii) Fifty percent (50%) of the value of the GST Separate Trust 
principal, valued as of the time of downpayment. 

b. Provide the primary beneficiary with reasonable capital for a new 
business venture, in aggregate annual amounts not exceeding the lesser of: 

(i) Ten percent (10%) of the value of the GST Separate Trust 
principal, valued as of the first business day of the calendar year (or, for any 
short taxable year, as of the first day of that taxable year); or 

(ii) The excess of: 

(A) The sum of (x) Twenty-Five percent (25%) of the value of 
the GST Separate Trust principal, valued as of the date on which the 
trustee first makes a distribution under this subparagraph (b), and (y) the 
percentage increase, if any, in the cost of living from January 1 of the year 
in which I executed this instrument until January 1 of the given calendar 
year, multiplied by the value described in the foregoing clause (x), over 

(B) The sum of all amounts previously distributed to the 
primary beneficiary for these purposes during all prior calendar years of 
the GST Separate Trust's existence. 

For purposes of this subparagraph, the increase in the cost of living shall be 
determined pursuant to the Consumer Price Index for Urban Wage Earners and 
Clerical Workers, U.S. City Average, All Items, as published by the Bureau of 
Labor Statistics of the U.S. Department of Labor.  If said index ceases to be 
published, there shall be substituted any other index the trustee determines to 
reflect similar information. 

IV. An Alternative Ground, Does it Work?  
 

Occasionally, not often, the client finds caps to be anathema. “My kids are just too 
awesome to be subjected to caps. And I have worked too hard amassing $100,000,000 to 
squander the value of this hard work,” says the client. From the planner’s perspective, we 
understand that the client has defined his or her value, to an extent, by the value of the money 
they have accumulated. For them, the money no longer is valuable in what it can buy, but rather 
by just merely having it. 
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Looked at this way, the client is not focusing on the key variable—what structure is the 
one that will enhance my children’s quality of life. The client is having trouble with the fallacy 
of the following Western philosophy:  “If enough is good, more than enough is better.”14  

Instead of throwing in the “restrictive trust” towel, the practitioner can try an alternative 
to the traditional “health, support, maintenance, or best interests” standard. Here, the trusts can 
authorize substantial distributions, but limited to percentages that are relatively small in terms of 
percentages, but large in terms of amounts to be distributed.  

Consider, for example, the following percentages in the context of a $200,000,000 trust. 

Drafting example: “The trustee may pay as much of the income and principal of the GST 
Separate Trust, in amounts not exceeding, in the aggregate, the "Graduated Cap" in any given 
taxable year, to the primary beneficiary as the trustee considers necessary for the primary 
beneficiary's support, maintenance in reasonable comfort, welfare, or best interests.  Any income 
not so paid in each taxable year shall be added to principal at the end of that taxable year.  For 
purposes of this paragraph, the "Graduated Cap" shall be prorated on a daily basis for a short 
taxable year and shall mean an amount equal to the sum of those certain percentages of the 
principal of the GST Separate Trust (valued on the first business day of the given taxable year) 
which appear in the righthand column of the following table opposite the portions of the value of 
the principal of the GST Separate Trust on the first business day of the given taxable year which 
appear in the lefthand column of the following table: 

                                                 
14 Perhaps the statement is not fallacious? Regardless, the client will not buy into caps because it too 

limits the beneficiary’s access to funds. 
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Portion of the value of the principal of the GST 
Separate Trust on the first business day of the 

given taxable year: 
"Graduated Cap" for that taxable year for 

that portion: 

Amounts less than Fifty Million Dollars 
($50,000,000) plus the "COLA Adjustment" 

Eight percent (8%) 

Amounts greater than or equal to Fifty Million 
Dollars ($50,000,000) plus the "COLA 
Adjustment" but less than One Hundred Million 
Dollars ($100,000,000) plus the "COLA 
Adjustment" 

Six percent (6%) 

Amounts greater than or equal to One Hundred 
Million Dollars ($100,000,000) plus the "COLA 
Adjustment" 

Five percent (5%) 

For purposes of this paragraph, the "COLA Adjustment" for any given dollar amount in any 
given calendar year shall mean the product of said dollar amount multiplied by the sum of (a) 
one percent (1%) multiplied by the number of whole calendar years that have elapsed between 
January 1, 2009 until January 1 of the given calendar year, plus (b) the percentage increase, if 
any, in the cost of living from January 1, 2009 until January 1 of the given calendar year.  The 
percentage increase in the cost of living shall be determined pursuant to the Consumer Price 
Index for Urban Wage Earners and Clerical Workers, U.S. City Average, All Items, as published 
by the Bureau of Labor Statistics of the U.S. Department of Labor.  If said index ceases to be 
published, there shall be substituted any other index the trustee determines to reflect similar 
information 

 
V. Precatory Letters to Accompany Trusts 

 
Another underused evolving technique is the feel good letter, written by the client. Here 

the client expresses his or her goals with regard to the administration of a typical “HEMS” trust 
(one where trustee discretion is limited to health, education, maintenance, or support, or even 
expanded to best interests or welfare). 

Drafting example:  “Statement of Intent to Guide the Trustee of the Trust created Under 
the EMILY JONES REVOCABLE TRUST.15 

The trusts hereunder are intended to be used to assist a beneficiary in their 
accomplishments, not to act as a disincentive to hard work, focus and achievements.  Therefore, 

                                                 
15 Adapted from “Symposium I - A Form Approach to Tax and Non-Tax Aspects of Drafting and Administering 
Trust Distribution Provisions,” by  Bruce Stone and Susan T. House (2008 annual meeting, ACTEC).. 
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it is very important that income not simply be distributed to beneficiaries with no thought to their 
need or the impact of the distribution on quality of their life.  Rather, the Trustees should 
distribute what a beneficiary reasonably needs to enhance the beneficiary’s quality of life or to 
allow the beneficiary to live a comfortable lifestyle that focuses on quality of life as opposed to 
extravagant consumption.  Because I anticipate the trusts continuing for a long period of time, 
the discussion applicable to beneficiaries refers not only to my children, but to their children and 
further descendants. Also, though I am the grantor and funder of the trust, and the individual 
who transferred the equity interests to the trust, the statements about my intent herein reflect the 
values of both me and my husband, in equal regard.  We have both lead lifestyles that reflect the 
values set forth below. 

A. Family Statement 

Without in any way limiting the sole and absolute discretion of the Trustee, the Grantor 
offers the following thoughts about eligibility for benefits from the trusts created hereunder. 
Although these thoughts are only precatory expressions of the Grantor's general intent, it is the 
Grantor's hope that the Trustee and the beneficiaries will find them useful and will take them 
into serious account in administering the trusts created hereunder. 

Self responsibility, self sufficiency, hard work, charitable stewardship, good citizenship, 
dedicated effort and conservative lifestyle values relative to available wealth were the personal 
hallmarks that served the Grantor so well in her successful business career. 

It is the Grantor's hope and trust that each beneficiary will truly measure up to his or her 
family heritage in every respect. 

The Grantor is seriously concerned that the wealth thus created not become a double-
edged sword for future generations. As with many other things in life, too much easy money may 
well be held with less respect and regard than that which is earned by one's own initiative and 
endeavor. Further, it may well discourage one's initiative and incentive to achieve his or her 
own highest capability. 

Money and wealth when used prudently can be of great personal and social benefit in 
life. When invested and used thoughtfully, it can last not only for one lifetime but many, many 
lifetimes. This trust is set up to go from generation to generation.  Accordingly, the Grantor 
challenges each beneficiary of this trust to follow the examples of his or her benefactors by being 
as self-reliant as possible, to not expect this trust to be a substitute for personal endeavor and 
achievement, and to be concerned for the following generations, as the previous generations 
have been concerned for him or her. 

The Trustees and beneficiaries are all reminded that bad investments, lack of 
diversification, inflation, leverage, excessive demands by creditors, excessive claims and awards 
to adversaries who target wealth, onerous taxes, and any other unanticipated calamities will 
always loom as very real and long-term predators and destroyers of wealth. Practiced 
conservatism and self sufficiency are, therefore, the best natural and effective defenses in the 
preservation and perpetuation of the trusts created hereunder for the benefit of the initial 
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beneficiaries and the generations to come. The Grantor hopes that the trusts created hereunder, 
if governed prudently and conservatively, will last for many generations. 

It is from this background and with these beliefs that the Grantor expresses the following 
thoughts as to eligibility for distributions and benefits from the trusts created hereunder. 

B. Quality Lifestyle 

The Grantor is concerned about the harmful effects of having too much money. For 
example,  distributions  to a beneficiary that enable the beneficiary to lead a lifestyle that is  
conspicuous, extravagant, and flaunting in nature, is contrary to the intent of the trust and the 
values exhibited by the Grantor during her life. That type of extravagant lifestyle does not, the in 
the Grantor’s view, enhance a beneficiary’s quality of life.  Alternatively, distributions that 
increase the quality of life of a beneficiary, regardless of size (but subject to any distribution 
caps set forth in the document), would be consistent with my intent.  For example, if the 
beneficiary were to request up to 1 % of the value of the trust in any given year for a purpose 
that can reasonably enhance the beneficiary’s quality of life, the trustee should follow that 
request with minimal further scrutiny. If the aggregate requests in a given year exceed 1 %, then 
the trustee may still make the distributions for either  the other reasons set forth in this Statement 
or if the trustee, after a reasonably inquiry and due diligence, determines that the distribution 
will increase the beneficiary’s quality of life.  Distributions under the standards set forth in this 
paragraph    should not be in total or substantial substitution for gainful employment, when it 
should otherwise occur. These are general guidelines. In addition, the trustee should be guided 
by the principles set forth in the remaining paragraphs. 

C. Alternative Financial Resources 

The Grantor directs the Trustee to undertake to ascertain with the greatest reasonable 
degree of certainty the source of and the extent of other or alternative income available to, or 
assets owned by, or held for the use of each beneficiary. The Grantor expects, but does not 
direct, that all beneficiaries would willingly cooperate to the fullest extent with the Trustee and 
freely open for full inspection all relevant financial records. The Grantor feels that this would be 
a reasonable request of any beneficiary and, indeed, lack of such free and open cooperation and 
full disclosure might well go beyond the desire for mere privacy, and raise a question of intent. 

D. Tax Effects of Distributions and Benefits 

The Grantor expects the Trustee to consider the tax effects (short or long term) of  any 
potential distribution.  

E. Education 

It is the Grantor's hope that the Trustee consider education costs to include tuition, fees, 
costs of books, supplies and equipment which are normal and usual, transportation costs for 
travel to and from home and school as would be usual and reasonable, and the cost of room and 
board of a reasonable and usual quality. The Grantor believes that funds for spending 
allowance, clothing and an automobile may also be appropriate. Here and elsewhere, it is the 
Grantor's hope, but not her direction, that each beneficiary would be expected to make a 
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dedicated effort to be as self-sufficient and self-reliant as is possible and reasonable.  It is the 
Grantor's hope, but not her directions, that the Trustee will make beneficiaries aware of 
available assistance for education should they need to be advised.  

It is the Grantor's hope that educational costs would include special educational 
assistance for both mentally advanced children as well as for those who require supplemental 
learning assistance. 

 It is the further hope of the Grantor that students supported under the trusts created 
hereunder would be enrolled in a quality program within quality educational institutions and 
that they would receive respectable grades relative to the grades in that institution, and 
demonstrate a solid commitment to study efforts.  It is not anticipated that funds be used to 
continue a child's education when the trustee determines that the child is not serious of 
committing sufficient attention and effort to that educational endeavor at the quality institution.   

F. Health 

It is the Grantor's expectation that assistance for  health care costs would be typically 
granted.   The Grantor would like the trustee and beneficiary to engage in prudent health care 
planning. For example, the Grantor's hope is to avoid exposure to high and long term health and 
medical costs when such charges can be hedged by reasonable insurance payments. The Grantor 
hopes, but does not direct, that the Trustee will pay for reasonable health care and related 
insurance type costs if requested by a beneficiary, and also hopes that the Trustee will to the 
extent reasonably possible attempt to be certain that the beneficiary takes full advantage of all 
available government and/or employer provided coverage. The Grantor envisions that health 
costs would be expansively interpreted and would  include, but would not be limited to, personal 
care and comfort, professional services of doctors, nurses, attendants, therapists, etc., at home 
or elsewhere, costs associated with hospitals, nursing homes, sanitariums and all similar 
facilities, whether temporary, rehabilitative, long term, or permanent, and that health care 
would cover both mental and physical health and well being. 

G. Support 

Assuming that the beneficiary does not satisfy the distribution standards set forth in 
paragraph B regarding Quality of Life, or that the beneficiary’s interest is limited as set forth in 
paragraph B, it is the Grantor's hope, but not her direction, that every primary beneficiary  
should be assured, at a minimum, of benefits under the trusts created hereunder to the elements 
of a modest, quality, upper middle class  lifestyle.   Such assistance can be granted even though 
the need for it was in large measure self-inflicted, but further provided that the beneficiary make 
every reasonable personal effort possible toward self-sufficiency. The Grantor's intent, but not 
her direction, would be to provide a safety-net level of support for even the most undeserving 
beneficiary who is not limited to necessities as set forth in paragraph H. In general, the Grantor 
hopes, but does not direct, that it will be possible for her descendants to all live a lifestyle that is 
at least what is considered to be upper middle class, and that the Trustee will assist all 
beneficiaries to reach and maintain at least such a level of lifestyle. The minimal lifestyle 
provisions granted above are viewed by the Grantor as a reflection of compassion, not reward. 
Consistent with the Grantor's previous conservative provisions, the Grantor's hope would be for 
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the Trustee to be more and progressively beneficial and supportive to those beneficiaries who 
are worthy by reason of such things as, but not limited to: 

(A) Worthiness due to hard times through no fault of their own and on either a 
temporary or permanent basis. 

(B) Worthiness by reason of and to the extent that the beneficiary is a basically good 
person, a good parent, a good spouse, a good child. 

(C) Worthiness by reason of and to the extent of the beneficiary's own demonstrated 
and actual efforts in life to achieve his or her highest potential in life by his or her own efforts, 
diligence, integrity, and industry. The intent and emphasis here are directed to the quality, 
sincerity and extent of the effort and not necessarily so much to the results achieved. 

(D) Financial assistance for eligible beneficiaries either on a short term or continuing 
basis as a result of divorce and the needs of motherhood or fatherhood and young children. 

H. Limitation 

The Grantor recognizes that the provisions in this paragraph do not apply to the 
Grantor’s current children or grandchildren. The Grantor is hopeful that the following 
discussion will not be applicable to any of the Grantor’s descendants. However, just in case, the 
Grantor makes her wishes known as follows.  For a beneficiary who while mentally competent 
leads a life of unrepented crime, self destruction, consistent conduct which violates the rights of 
others, and who in general is deemed by the Trustee to be otherwise unsalvageable for a life of 
basic decency, it is the Grantor's hope, but not her direction, that distributions and benefits 
would be limited to the very basic necessities of life. The Grantor also is aware that such  
individuals mature over time and gravitate to a more productive lifestyle. If the Trustees perceive 
such a change in any of the individuals described above,  it would be in keeping with the 
Grantor's intention that they use the assets of the trust to strongly encourage the beneficiary to 
continue such productive lifestyle. Therefore, it is the Grantor's hope that as to these individuals, 
the Trustee will give consideration to granting distributions and/or benefits to beneficiaries on a 
matching funds basis. It would be the Grantor's desire, but not her direction, for the Trustee to 
use such matching funds to motivate beneficiaries when needed, or to motivate third parties on 
behalf of the beneficiary.   

I. Special Activities and Events 

It is the Grantor's hope, but not her direction, that the Trustee will give serious 
consideration to requests for special activities, situations and occasions such as, but not limited 
to, vacations, short term adult education, weddings, special opportunities to travel, assistance in 
paying for uninsured casualty loss, assistance in paying for an infrequent accumulation of 
acceptable bills, and low interest loans. 

J. Business Ventures 

It is the Grantor's hope, but not her direction, that the Trustees give serious 
consideration to requests from beneficiaries for financial assistance to start a business. The 
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Grantor hopes, but does not direct, that if the Trustees conclude that there is sufficient merit to a 
well thought out and detailed plan, the Trustees may commit trust funds by way of loan, direct 
payment to the beneficiary, stock purchase in the new business, etc., but keeping in mind the 
need to limit the exposure of any other trust assets to the risks of the business.  The Grantor 
believes that any such fund commitment should be limited to no more than 5% of the principal in 
trust for a particular beneficiary. 

It is the Grantor's expectation, but not her direction, if the Trustees decide to assist a 
beneficiary to acquire or start a business, that the Trustees rather than give funds or assets 
directly to the beneficiary for that purpose consider one of two other alternatives. The first 
alternative is to loan funds to the beneficiary, perhaps, on a matching basis. For example, the 
Trustees might agree to loan the beneficiary one dollar (or some other amount) for every dollar 
the beneficiary raises to acquire or start the business. The second alternative is to divide the 
trust estate so that the funds to allow or assist in acquisition or commencement of the business 
are held in a separate trust of which the beneficiary would be the Trustee with sole investment 
authority over the trust. The beneficiary, as Trustee, could invest the trust fund in interests in the 
business which interests would form all or part of the trust estate of the trust. In fact, the 
Trustees might consider combining the two alternatives by, for example, setting aside in a 
separate trust over which the beneficiary would control the investments, one dollar (or some 
other amount) for every dollar the beneficiary raises to acquire or start the business. Then it 
should only financially back beneficiaries with considerable business training and/or proven 
ability to manage businesses like the one he or she wishes to start (or acquire). 

    ____________________________________ 
     Emily Jones 

 

Conclusion 

Add value by helping define and craft trusts that will enhance your clients’ descendants’ 
lives.  Part one to the equation we all know – reduce taxes.  Part two may be perceived as more 
valuable by the family, encourage the children to be productive, non-entitled citizens by proper 
structuring and protection of their trusts. 
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