
ESTATE PLANNING 

Protecting & Preserving Wealth 
Into The Next Millennium 

THIS ARTICLE DISCUSSES THE CONCEPT that all sig­
nificant gifts or bequests should be made in trust be­

Editor's Note: This is 
the first in a two-part 
series on protecting 
and preserving family 
wealth. 

M
ost estate plan­
ners recogmze 
that there are 

two tax systems, one 
for the informed and another for 
the uninformed. The same rule is 
true for those who use d·editor 
protection strategies as compared 
to those who do not. The tax, as­
set protection and divorce protec­
tion benefits that can be derived 
through a well-conceived family 
wealth plan as compared to an 
unplanned arrangement are sub­
stantial. With proper planning, a 
structure can be created for the 
benefit of one's descendants that 
can insulate the family wealth 
from creditors and erode the im­
pact of the transfer taxes on vast 
wealth, and then can be enjoyed 
and controlled by the family into 
perpetuity. 

Unleveling The 
Playing Field 

Under both the transfer tax sys­
tem and property laws in the Unit­
ed States, properly structured in­
herited wealth is a far more valu­
able commodity than wealth 
earned and saved. Al­
though it is generally true 
that neither our transfer tax 
system nor our property law 
system distinguishes be­
tween wealth a transferee 

cause more benefits can be given to 
beneficiaries if property is conveyed 
in trust than if wealth is received by 
gift or bequest outright. It examines 
how the principal beneficiaries can 
have the equivalent of outright own­
ership of the trust assets, including 
undisturbed control, while still en­
joying tax and creditor benefits not 
available with outright ownership. 

transfer tax savings) the 
trust should be wholly 
exempt from the gener­
ation-skipping transfer 
tax (GST tax). This will 
perpetually avoid the 
imposition of transfer 
taxes for successive 
generations. 

taxpayer owns and retransmits 
and wealth that is earned and sub­
sequently transferred, proper 
planning can dramatically alter 
these general rules. The vehicle to 
achieve and maintain this differen­
tial is an irrevocable trust, particu­
larly a dynastic trust. In the typi­
cal family setting1 the trust is creat­
ed by a senior family member for 
the benefit of his or her descen­
dants (and perhaps also for the 
spouse of the creator). In its most 
flexible form, the permissible dis­
tributees would also encompass 
spouses of descendants! including · 
the surviving spouse of a de­
ceased descendant (who was liv­
ing with the descendant at the 
time of his or her death or was 
unable to do so for health rea­
sons)1 as well as trusts under 
which the potential individual re­
cipients are beneficiaries) whether 
set up by a trustee under the in­
stant trust or by a third party 2 In 
order to achieve the maximum 
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This article has1 as a 
basic premise, the philosophy that 
any gift or inheritance should be 
made in trust unless the size of 
the transfer does not justify the 
expense of setting up a trust. The 
transfer of a gift or inheritance in 
a trust can confer more benefits 
upon a beneficiary than the bene­
ficiary would have if the property 
had been conveyed outright. 
Rather than provide an exhaustive 
analysis of the myriad uses of 
trusts, the article generally ad­
dresses the concept that trusts 
should be the vehicles of choice 
for all dispositions to individuals) 
and in most instances should form 
the centerpiece of the estate plan. 
For mature, competent family 
members who would receive the 
property outright were it not for 
the benefits that can be derived 
through the receipt of property in 
a trust, a trust would be designed 
to give the primary beneficiary the 
functional equivalent of outright 
ownership, including undisturbed 

control over the property. 
Indeed, many candidates for 
this type of planning would 
be unwilling to create such 
a structure unless the trust 
benefits are coupled with 
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the ability of the primary benefi­
ciary or beneficiaries to obtain 
conu-ol over the trust property vir­
tually tantamount to outright own­
ership. A portion of this article 
will focus on such a trust which 
we will refer to as a "beneficiary 
controlled U"ust." 

This ability to improve a gift or 
inheritance by arranging that the 
transfer be made in trust, particu­
larly a flexible beneficiary con­
trolled trust, is too often dismissed 
without a careful and skilled analy­
sis of the enhanced benefits ob­
tainable through the u-ust vehicle. 
Notwithstanding the dual tax and 
asset protection benefits that U"usts 
can provide, many planners and 
their clients eschew the opportuni­
ty to take full advantage of trusts in 
the estate planning process.3 

To the knowledgeable, experi­
enced estate planner, it is evident 
that most clients, and many of their 
advisors, are not fully aware of 
how trusts work, nor are they 
aware that if drafted skillfully, 
trusts are not the inflexible vehicles 
that restrict the beneficiary's enjoy­
ment of the property that many 
perceive. To the contra1y, in the 
hands of a proficient draftsman, 
trusts are extremely flexible 
arrangements that can help the 
family cope with various problems, 
both anticipated and unanticipated, 
that have occurred or may occur in 
the future. Customized design of 
the trust can in almost every in­
stance achieve the client's goals, 
even where it is desired that virtu­
ally all major decisions be lodged 
in the hands of the trust beneficia­
ries. Sophisticated drafting in this 
instance includes incorporating 
provisions that are often counterin­
tuitive to most estate planning 
practitioners. This approach often 
involves, among other things, 
negating the prudent person rule. 
Traditional trust language usually 
precludes the types of invesu-nents 
that a beneficiary controlled trust 
encourages. For example, a non­
controlling interest in a closely­
held business is often a recom­
mended asset for funding a benefi­
ciary controlled trust, particularly 
where the installment sale to a de­
fective trust technique is employed. 

A surprisingly large number of 

wealthy estate owners and per­
sons who are otherwise astute in 
business and finance do not rec­
ognize the wealth planning op­
portunities available to them, nor 
do they realize the potential 
diminution of family assets that 
can be unnecessarily and irretriev­
ably lost through exposure to both 
the wealth transfer system and the 
failure to use creditor protection 
strategies. Properly structured, an 
irrevocable trust can avoid this ex­
posure4 To maximize the goal of 
keeping wealth within the family 
unit, the trust should be a dynastic 
trust, designed, funded and man­
aged in a manner that will enable 
the trust to grow rapidly and 
avoid transfer taxes for several 
generations, preferably into perpe­
tuity. This philosophy should be 
followed provided it is consistent 
with the objective of providing 
comfortably for the trust beneficia­
ries. Under this tax avoidance 
strategy, the trustee would be en­
couraged to acquire assets for the 
"use" of the beneficiaries rather 
than funding the individuals' per­
sonal acquisition of assets.S 

The trust would be designed in 
such a way that distributions are 
permissible, but operationally it is 
anticipated that they would not be 
made in the absence of a com­
pelling reason to make them. By 
retaining property in trust, the as­
sets will not be subject to creditors 
of the trust beneficiaries or dimin­
ishment in a divorce. The trust 
corpus can form a "family bank" 
or "asset pool" for the use of the 
descendants (and, if desired, the 
spouse) of the creator. As a re­
sult, the beneficiaries will have the 
use and enjoyment of the property 
without transfer tax problems or 
creditor exposure. The beneficia­
ries individually (or by utilization 
of trust assets in trusts not protect­
ed by the GST tax exemption) will 
be expected to absorb most family 
expenditures such as food, 
schooling and vacations. Addi­
tionally, the exempt funds will 
generally not be expended on 
consumable assets, such as cloth­
ing, automobiles, etc., since use of 
protected funds in this manner 
would be wasteful. 

In addition to providing tax sav-

ings and creditor and divorce pro­
tection, ttusts are extremely useful 
and under-utilized for non-tax 
purposes as well. It has been stat­
ed that, "[i]t is indeed a rare client 
who should not at least seriously 
consider the -use of a trust for 
some circumstances, even if only 
to cover contingencies that ought 
to be anticipated."6 

Satisfying The Goals Of 
Estate Planning 

In examining the desires and 
goals for most families, there are 
six primary ingredients that should 
be incorporated into their family 
wealth plans: (1) control, (2) tax 
savings, (3) asset protection, (4) 
taking advantage of leveraging 
techniques and exploiting the val­
uation process to maximize the 
foregoing, (5) flexibility and (6) 
providing for liquidity at death. 

1. Control. For family planning 
and psychological purposes, the 
senior family members typically 
desire to retain control during 
their lifetimes. Upon the death of 
the senior family members, most 
clients wish to shift control into 
the hands of the members of the 
oldest surviving generation and, 
all other things being equal, en­
able the oldest surviving genera­
tion to be the favored class with 
respect to enjoying the use and 
benefits of the transferred proper­
ty (i.e., children are generally fa­
vored over grandchildren). 

The goal of preserving control in 
the hands of senior family members 
while shifting the tax consequences 
from those individuals is usually 
easily obtainable. For example, 
managerial control can be secured 
by trusteeship arrangements where­
by the primary beneficiary is the 
ttustee and, if co-trustees are em­
ployed, the primary beneficiary has 
control over the selection of such 
other trustees. Control over the 
disposition of the property may be 
given to a person through a broad 
special power of appoinu-nent with­
out adverse tax consequences. 
These powers and controls would 
inure to the successor primary ben­
eficiary (typically at the demise of 
the predecessor primary beneficia­
ry), subject to adjustment by an ex­
ercise of a power of appoinu-nent if 



the prior primary beneficiaty wish­
es to alter this arrangement. The 
powerholder need not even be a 
beneficiary. Moreover, neither the 
fiduclaty's creditors nor the power­
holder's creditors can disturb these 
principles. 

2. Tax Savings. Reducing, 
avoiding and deferring the imposi­
tion of taxes, including income, 
gift, estate and GST taxes, is an in­
tegral part of family wealth plan­
ning. Some estate planning tech­
niques can be beneficial to all tax­
es. For example, a gift of a part­
nership interest can shift both in­
come and wealth. On the other 
hand, certain transactions may be 
beneficial under one tax but coun­
terproductive under another tax. 
For instance, a gift of low basis as­
sets will reduce the transfer tax 
burden but only at the income tax 
cost of not receiving a basis step­
up at death. The latter circum, 
stance often involves a delicate 
balancing of the tax conse­
quences, time-value-of-money fac­
tors (particularly where multi-gen­
erational trusts are involved), and 
the attitudes of the parties, to 
achieve optimum tax savings con­
sistent with overall family goals. 

As a general rule, most clients 
are motivated to create trusts by 
the significant transfer tax savings 
that can be achieved. This con­
cept was often illustrated prior to 
the increase in unified credit (now 
known as the "applicable credit 
amount" under the Taxpayer Re­
lief Act of 1997) by the example 
where husband and wife each had 
an estate worth $600,000. Under 
this example, the use of a bypass 
trust, rather than an outright dis­
position to the su1viving spouse, 
would save $235,000 in federal es­
tate taxes, assuming no apprecia­
tion or depreciation. The stag­
gered increases in the unified 
credit (or applicable credit 
amount) will result in an increase 
in the amount that can be shel­
tered from tax by the use of a by­
pass trust. In 2006, when the ap­
plicable credit is fully phased in, 
$2 million will be able to be shel­
tered from tax, resulting in a sav­
ings of $345,800 by using a trust. 

Since federal unified transfer tax 
brackets start at 37 percent for the 

first dollar taxed and reach 55 per­
cent (and 60 percent if the five 
percent surcharge is applicable) 
and the GST tax is imposed at the 
highest estate tax bracket (current­
ly 55 percent) for each generation 
skipped for all non-exempt trans­
fers, the stakes are high. The abil­
ity to significantly erode the impo­
sition of these somewhat punitive 
taxes by engaging in sophisticated 
estate planning maneuvers in con­
junction with the trust vehicle is 
substantial. Thus, from a family 
wealth planning standpoint, advi­
sors generally focus on avoiding 
the transfer tax system. The most 
effective technique to accomplish 
that result is a dynastic trust. 

Prior to the imposition of the 
GST tax, Prof. A. James Casner, in 
illustrating the vast potential of gen­
eration-skipping trusts to circum­
vent the transfer tax system, stated 
to the House Ways and Means 
Committee, "[i]n fact, we haven't 
got an estate tax, what we have, 
you pay an estate tax if you want 
to; if you don't want to, you don't 
have to. "7 These sentiments were 
echoed by Prof. George Cooper, 
who opined that, "[t]he perpetual 
generation-skipping trust may have 
been the ultimate estate planning 
scheme for those who had the fore­
sight to establish one:·S 

Under Chapter 13 of the Inter­
nal Revenue Code (IRC) of 1986, 
each taxpayer may create a trust 
exempt from the GST tax with $1 
million or, if married, $2 million. 
The visceral reaction to this rela­
tively modest exemption in plan­
ning for large estates is that the 
statute puts the kibosh on the ef­
fectiveness of this arrangement as 
a means of accumulating massive 
wealth that would avoid the impo­
sition of the transfer tax system. 
The contrary result will accrue for 
those families who aggressively 
engage in sophisticated wealth 
shifting strategies. Indeed, the ef­
fectiveness of the GST tax provi­
sions can be negated using many 
of the techniques discussed here­
in and, over time, knowledgeable 
estate planners can finesse the 
current tax laws, thus significantly 
mitigating the intent of the statute. 

Although trusts can also save in­
come taxes, these savings have 

been substantially reduced during 
the last several years by the com­
pression of the personal income tax 
brackets, the enactment of the kid­
die tax, the present unfavorable 
ttust income tax brackets and other 
legislative changes. However, most 
practitioners are unwilling to as­
sume that the current income tax 
laws will remain unchanged. The 
use of a discretionary trust will en­
able the trustee to react favorably to 
~ny changes in the income tax 
structure. Furthermore, in many in­
stances, by forum shopping and se­
lecting a state without an income 
tax, net income tax savings can be 
achieved despite the unfavorable 
rate schedule of trust accumulations. 

3. Asset Protection Plan11ing. 
Although it has always been a 
worthwhile consideration, asset 
protection and liability planning is 
becoming a more integral part of 
the business and estate planning 
processes. Indeed, because of the 
general litigious nature of our soci­
ety, coupled with the increasing 
success plaintiffs are enjoying and 
the proliferation of divorces, credi­
tor .protection is often the motivat­
ing factor and, from some clients' 
perspectives, an essential element 
in the planning process. Although 
there is a general dislike of paying 
taxes, paying to the federal fisc is 
generally more palatable for most 
people than paying a judgment 
creditor or a divorce settlement. 

In addition to the u·aditional es­
tate planning techniques used to 
pass wealth to the desired persons 
with a minimum of taxes and 
costs, the skilled advisor will coun­
sel his or her clients with respect 
to structuring the family wealth in 
a manner that will render it unde­
sirable, unattractive and unreach­
able by creditors, including spous­
es, in the context of divorce. 

The planner might consider ask­
ing the client - "What have you 
done to protect your children's 
and other descendants' inheri­
tances from divorce, creditors or 
bankruptcy?" With more mar­
riages in the United States ending 
in divorce than by death, and with 
the increased attention being giv­
en to asset protection strategies, 
this quety is often a material moti­
vating factor in having the client 



immediately move forward with 
the estate planning process. 

An irrevocable trust, set up by 
someone other than the beneficia­
ry, provides the ultimate in credi­
tor protection. As the asset pro­
tection maxim goes - "If you 
don't own it, nobody can take it 
away from you."9 Historically, the 
general rule has been that the cre­
ator of the trust can dictate who 
may receive the beneficial enjoy­
ment of the property and the ex­
tent and circumstances under 
which this enjoyment may be ob­
tained. As a result, unless trust 
property is distributed to a benefi­
ciary, it will be protected from the 
beneficiaty's creditors. Creditors 
have made some inroads into that 
general rule in cases holding that 
where the beneficiary had certain 
controls, such as extending the 
term of the trustlO or the ability to 
change trustees, the creditor pro­
tection may be lost.ll If this trend 
continues, we can expect protec­
tive legislation to be enacted and 
forum shopping to come within 
the aegis of planning in contem­
plation of such legislation. In an­
ticipation of variances in state 
laws with respect to the rights of 
creditors to access a trust despite 
a formidable spendthrift provision, 
the trust draftsman should incor­
porate a jurisdiction skipping 
clause in the trust indenture en­
abling the trust to be moved to a 
more favorable venue. 

4. Valuation and Leveraging. 
The combination of dynastic trusts 
with valuation discounts and 
leveraging techniques creates the 
cornerstone of the advanced es­
tate plan. The ability to manipu­
late value to achieve tax savings 
within the family unit presents 
unique opportunities for the tax 
practitioner to exploit the transfer 
tax system. Such a course of ac­
tion has been referred to as an 
"estate planner's dream.d2 

5. Flexibility. An essential in­
gredient in formulating an estate 
plan is to provide flexibility to 
meet changing family needs and 
changing laws, particularly tax 
laws. The need for a flexible plan 
increases in scope where the fo­
cus of the estate plan is multi-gen­
erational in design. A trust pro-

vides far greater flexibility than an 
estate plan under which property 
is transferred outright. For in­
stance, the ability to distribute in­
come directly to a beneficiary in a 
low income tax bracket is far 
more flexible and tax efficient 
than having a high bracket indi­
vidual receive income, pay taxes 
and then make a taxable gift. 

6. Providitlg for Liquidity at 
Death. Just like the fact that none 
of us relishes the idea of growing 
old, we all realize that it sure beats 
the alternative. Nobody enjoys 
buying life insurance, but in most 
instances it is far superior to the al­
ternative (e.g., illiquid estate, bene­
ficiaries who need economic assis­
tance, etc.). Life insurance has tra­
ditionally been acquired for (i) es­
tate creation and (ii) estate preser­
vation. However, with new prod­
ucts, such as variable life, and new 
planning techniques, life insurance 
also may be arranged to provide 
lifetime benefits, such as tax-de­
ferred growth. With the prolifera­
tion of large life insurance policies 
and the inCreased attention given 
by the Service to Crummey powers 
of withdrawal, planners must be 
more creative with regard to the 
funding mechanisms that will 
achieve transfer tax-free status for 
the proceeds of these large policies. 

Setting The Table 
During the embryonic portion 

of the estate planning process, a 
procedure that we generally ex­
plore with clients is to set forth 
the ideal estate planning structure 
that the client might want if it 
were obtainable. With the clients' 
participation, we list the rights that 
the clients want in their property. 

The conclusion generally 
reached is that most of us, and 
most of our clients, want to own 
our wealth whereby we: 

(i) will have access to the in­
come from our property until our 
death; 

(ii) will have our assets avail­
able for our use and enjoyment 
until our death; 

(iii) will be able to decide who 
will receive our property at our 
death (or during our lifetime if we 

were to give it away), and in what 
form they will receive it; 

(iv) will be able to manage and 
control our property until our 
death; 

(v) will have our property pro­
tected from creditors, including 
our spouses in case of divorce; 
ar.d 

(vi) will save taxes. 

It would be reasonable to as­
sume that the foregoing contains all 
of the rights in property that any­
one would desire. However, such 
a structure would indeed be a 
"pipe dream"l3 if set up for oneself. 
The first four elements of the sttuc­
ture are inherent in outright owner­
ship. On the other hand, it is well 
recognized that an individual can­
not design and fund a vehicle for 
himself that would enable him to 
access, enjoy and manage his assets 
and also obtain the desired creclitor 
protection and tax relief. If the 
client were to create such a trust for 
himself, it would be a grantor trust 
for both income and estate tax pur­
poses and the existence of the trust 
would be ignored by the Setvice. 

From an asset protection per­
. spective, under the laws of most 
states, creditors of the grantor can 
reach the maximum amount the 
ttustee can pay from the trust, even 
though the ttustee, in the exercise 
of his discretion, does not want to 
pay anything to the grantor/benefi­
ciary, and even though the 
grantor/beneficiary is unable to 
compel such a distribution himself. 
As a result, creditor protection 
would not be achieved. 

Notwithstanding the foregoing, 
as will be seen later, a tlust can be 
set up by a third patty that is classi­
fied a grantor trust as to the benefi­
ciaty, thus enabling the beneficiary 
to move assets into the trust 
through transactions with the trust. 
In such instance the beneficiary will 
be able to control, use and enjoy 
trust assets that were formerly the 
beneficiaty's assets, without expos­
ing the formerly owned assets to ei­
ther transfer tax or the beneficiary's 
creditors. 



The Pipe Dream Becomes 
A Reality 

If anyone other than the trust 
beneficiaty were to set up an irrev­
ocable trust, the trust could be 
structured to provide the benefi­
ciary with all six elements of the 
otherwise proscribed estate plan 
discussed in the preceding section. 
Accordingly, the estate advisor 
must plan with the property prior 
to its transfer to the beneficiary in 
order to provide the beneficiary 
with tax and creditor protection 
benefits, a result that the recipient 
cannot obtain for himself. 

Extending And Leveraging 
The Benefits 

If one accepts the thesis of this 
article, that placing property in a 
well-structured trust will enhance 
the wealth transfer and result in 
greater tax and non-tax benefits 
being obtained than owning the 
property outright, then the natural 
extension of such philosophy is 
that in designing and implement­
ing the trust, the following four 
objectives also should be sought: 

(i) Extend the duration of the 
trust for as long as possible. In 
many cases this can be accom­
plished through forum shopping 
by selecting a trustee or co-trustee 
in a jurisdiction that does not have 
a rule against perpetuities; 

(ii) select a jurisdiction that will 
not impose state income taxes on 
the trust earnings; 

(iii) take advantage of funding 
techniques that leverage the $1 
million GST tax exemption; and 

(iv) deflect the income tax lia­
bility away from the trust so that 
the trust can grow tax-free. This 
can be accomplished by causing 
the grantor or trust beneficiary to 
be taxed on trust income. 

Further, although the trust de­
sign should permit discretionary 
distributions, operationally the 
trust should be managed so that 
distributions are not made unless 
there are compelling reasons to 
do so, such as the incurrence of 

severe adverse income taxes. Dis­
tribution and investment philoso­
phy should be guided by the fact 
that any distributions from the 
trust will stunt the growth of the 
trust and move assets from a tax 
and asset protected environment 
into an area that is exposed to the 
beneficiary's transfer taxes and 
creditors. 

The Beneficiary 
Controlled Trust 

Concept14 
It has been our experience that 

high on many clients' wish lists 
would be to leave their property 
to their loved ones outright, pro­
vided that at the time of the gift or 
bequest the desired recipient is 
capable of managing the property 
wisely. For these clients, trusts, 
possibly combined with various 
estate planning maneuvers to in­
crease the size and growth of GST 
tax exempt trusts, are generally 
recommended in place of straight­
forward, outright transfers1 5 As to 
those clients who want to pass on 
their wealth so that the preferred 
beneficiaries (typically members 
of the oldest then living genera­
tion) obtain the enjoyment of the 
property in a manner as close to 
outright ownership as possible, 
with possible trade-offs in order to 
increase flexibility, tax and credi­
tor benefits, a beneficiary con­
trolled trust should be considered. 

The beneficiary controlled trust 
is designed to provide the primary 
beneficiary with all of the rights, 
benefits and control over the trust 
property that he would have had 
if he owned it outright, in addition 
to tax, creditor and divorce pro­
tection benefits that are not ob­
tainable with outright ownership. 
The ability to derive more benefits 
in a trust than one would obtain 
with outright ownership without 
giving up control leads one to 
wonder why trusts are not the ve­
hicle of choice in virtually every 
estate plan and why beneficiary 
controlled trusts are not used in­
stead of outright transfers in al­
most evety instance in which the 
transferor otherwise would be in­
clined to gift or bequeath the 
property outright. 

The beneficiary controlled trust 

concept is fairly simple. It is a 
trust where the primary beneficia­
ry either is the sole trustee or has 
the ability to fire any co-trustee 
and select a successor co-trustee. 
Typically, control of the trustee­
ship is coupled with a power of 
appointment that can have the ef­
fect of eliminating any potential 
interference by remote beneficia­
ries. Because the primary benefi­
ciary/trustee possesses the ability 
to eliminate all participation in the 
enjoyment of the trust assets by 
secondary and remote beneficia­
ries, the latter will not be inclined 
to bring a lawsuit because their 
rights could be eliminated.16 

The use of a beneficiary con­
trolled trust accomplishes or en­
hances all six of the desired com­
ponents of the estate plan. From 
a beneficiary's perspective, the 
beneficiary can be given more 
benefits in a trust than he could 
obtain with outright ownership. 
For the client who would transfer 
property to the objects of his 
bounty outright, it is difficult to 
reconcile not making the transfer 
to a trust that the primary benefi­
ciary controls, since the primary 
beneficiary can control the trust 
virtually without limitation and in­
terference from any secondary 
beneficiaries and still receive the 
tax and creditor benefits of the 
trust vehicle. As discussed below, 
a trust designed with control in 
the hands of the primary benefi­
ciary (and secondary beneficiaries 
who become primaty beneficiaries 
upon the demise of the pi"imary 
beneficiary), coupled with a spe­
cial power of appointment that 
would enable the primary benefi­
ciary to cut out a complaining sec­
ondary beneficiary, should be free 
of interference and thus is the sin­
gularly most important component 
of the estate plan. 

Obviously, not all clients share 
the foregoing philosophy, and 
sometimes circumstances preclude 
or suggest that all power not be 
lodged in a beneficiary. For such 
clients, the estate plan should be 
designed to take into account and 
reflect the specific variations and 
desires of the client to accomplish 
his or her objectives. Illustrations of 
circumstances where the client 



would not select a beneficiary con­
trolled trust would include situa­
tions where the beneficiary is either 
legally (a minor) or practically (e.g., 
inexperienced, disabled, lacking 
judgmental skills, etc.) incapable or 
unable to assume managerial re­
sponsibility; where the client wants 
to limit the beneficiary's enjoyment 
of the property, enabling others to 
enjoy and share in the wealth; or 
where the client wants to limit the 
beneficiary's power of disposition 
over the property. In such in­
stances, a ttust, although not a ben­
eficiary controlled trust, should be 
considered, even for transfers in 
which tax considerations are not a 
substantial factor.l7 

Designing The Beneficiary 
Controlled Trust 

Once it has been decided that a 
trust should be used, the design of 
the trust to achieve and maximize 
the desired results becomes impor­
tant. In its simplest sttucture, the 
trust could be designed whereby 
the beneficiary would be the sole 
trustee and have the right to any 
or all of the income, plus access to 
principal limited to health, educa­
tion, support and maintenance, 
plus a broad special power of ap­
pointment during life and/or at 
death to anyone other than the 
beneficiaty, his creditors, his estate 
or the creditors of his estate. 
However, in most instances this 
trust variation is not recommended 
because greater flexibility, tax ben­
efits and creditor protection can be 
obtained using a disc·retionary 
beneficiary controlled trust with 
multiple trustees. By using friend­
ly, independent trustees (or special 
trustees who could act under ap­
propriate circumstances), certain 
powers can be woven into the 
trust agreement that could not ex­
ist if there were no independent 
trustees. This is so because pow­
ers that are rather innocuous in the 
hands of an independent trustee 
would cause tax and creditor 
problems if lodged in the hands of 
a beneficiary/trustee. The primary 
factors that should be considered 
in designing the beneficiaty con­
trolled trust are: 

1. Income. Most trust scriveners 
draft trusts that pay out all of the 

income. This course of action 
moves the income from a tax and 
asset protected arena to one 
which is exposed. Distributions 
from the trust restrict the growth 
of the protected trust and are 
counterproductive from both a tax 
and creditor protection perspec­
tive. For transfer tax purposes, dis­
tributions will increase the benefi­
ciaty's estate. In addition, the re­
tention of income in the trust will 
help the trust beneficiaries in ac­
complishing their own estate plan­
ning goals. If income is retained in 
the trust, the trust will grow creat­
ing a large accessible fund for the 
primary beneficiary of the trust. 
Based upon the security of the ex­
panded trust fund, the primary 
beneficiary can establish an ag­
gressive gifting posture and de­
fund his own estate more rapidly 
and to a greater extent. In fact, as 
a result of the assets being beyond 
the reach of creditors, the trust of­
fers greater comfort and security 
than outright ownership affords. 

From a creditor protection per­
spective, a trust that provides for a 
mandatory payout of the income 
may give creditors the ability to 
access the right to receive the in­
come. Therefore, although trust 
corpus is shielded from creditors, 
some of the asset protection bene­
fits inherent in the trust vehicle 
will be lost. In such instance, de­
pending on state law, a court 
could either direct a sale of such 
right to income or direct that the 
income be paid to the creditor un­
til the debt is dischargedl8 By 
eliminating a beneficiary's en­
forceable rights, his creditor's 
rights are also eliminated. 

Alternatively, for maximum 
creditor protection, a discretionary 
trust should be used. 19 The use of 
a discretionary trust, where distrib­
utions are subject to the absolute 
discretion of an independent 
trustee, has been described as 
" ... the ultimate in creditor and di­
vorce claims protection - even in 
a state that restricts so called 
'spendthrift trusts' - since the 
beneficiary himself has no enforce­
able rights against the tnrst."20 

Many clients will not accept any­
one other than the intended benefi­
ciaries as a fiduciary, notv.rithstand-

ing the benefits and flexibility that 
a non-beneficiary fiduciary can of­
fer, even if the "stranger" is their 
best friend. In such instance, since 
there is no proscription in the es­
tate tax laws that prevents a benefi­
ciary controlled trust from being 
designed as a discretionary trust, 
that route should be selected rather 
than the alternatives of selecting an 
outright disposition or a trust that 
distributes all the income. Such a 
trust could authorize the beneficia­
ry/trustee to distribute income and 
principal to himself based on the 
ascertainable standards of health, 
education, support and mainte­
nance without taking into account 
his other assets. The use of the as­
certainable standard would prevent 
estate tax inclusion as a general 
power of appointment under IRC 
Sec. 2041. If this option is selected, 
the draftsman should also include a 
clause prohibiting the beneficiary/ 
trustee from making distributions 
that would discharge his legal 
obligations. The trust also should 
include special powers of appoint­
ment for maximum flexibility. An 
inter vivos power would enable the 
beneficiary/trustee/powerholder to 
make distributions to secondary 
beneficiaries by exercise of the 
power, thus avoiding gifts of his or 
her interests in the t1ust. 

The income tax consequences 
of the foregoing arrangement are 
uncertain. They are governed by 
IRC Sec. 6?8(a), which provides 
that a non-grantor beneficiary will 
" ... be treated as the owner ... of a 
trust with respect to that such per­
son has a power exercisable sole­
ly by himself to vest the corpus or 
the income therefrom in him­
self, ... " or has previously released 
the power and retained a power 
which, under the principles of the 
re~t of the grantor trust rules, 
would subject the grantor to treat­
ment as the owner thereof. For in­
ter vivos discretionary trusts, 
where the trustee/beneficiary is a 
person described in IRC Sec. 
672(c) (a trustee who would nor­
mally cause the grantor to be 
taxed), if distributions are limited 
by an ascertainable standard, the 
grantor will not be taxed solely 
because the trustee/beneficiary 
has the power to allocate income 



Exhibit A 

Economics 
2. cruse" concept. The 

Assumptions: $1 million; Trust lasts 120 years and 
earns 8%; 55% Transfer tax every 30 years 

basic philosophy of this ar­
ticle is that a transfer of 
property in trust improves 
the value of the property 
to the trust beneficiaries. 
The corollary of that thesis 
is that distributions from 
the trust, in the absence of 
a compelling reason to 
make distributions, such as 
onerous income tax conse­
quences, should be avoid­
ed. The consequence of 
making distributions would 
be to move wealth from a 
tax and creditor protected 

o No Trust- $420,436,792 o Dynastic Trust- $10,252,992,943 
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to himself (and others).21 
The effect of IRC Sec. 678(a) on 

a discretionary trust, that is not oth­
erwise taxed to its creator, under 
which a trustee has the power to 
make distributions to himself sub­
ject to an ascertainable standard is 
uncertain as between the trust and 
the beneficiary. However, the pre­
vailing view appears to be that " ... a 
trustee/beneficiary will not be 
taxed under Sec. 678 if distribution 
is made pursuant to an ascertain­
able standard ... (because) (t)he leg­
islative history of that section indi­
cates that it was not intended to 
apply unless the trustee has an un­
restricted right to make distribu­
tions to himself or herself.''22 Alter­
natively, there is support for the 
positions that either the trust bene­
ficiary would be treated as the 
owner23 or that the beneficiary 
would not be taxed " ... except to 
the extent that income could have 
been distributed under that stan­
dard (relating to health, education, 
support and maintenance)."24 

To avoid uncertainty as to the 
income tax consequences, and to 
increase flexibility and creditor 
protection, it is generally advisable 
to use a co-trustee25 if that option 
is acceptable to the client. Use of 
an independent co-trustee is gen­
erally acceptable when one real­
izes that the grantor may have 
broad removal and replacement 
power as long as the replacement 
trustee is not a "related or subor­
dinate party" as defined in IRC 
Sec. 672(c),26 or, alternatively, 
such power may be lodged in tbe 
hands of the beneficiary .27 

environment into one that 
is exposed. Because of the dynas­
tic nature of the trust, the adverse 
effect of such leakage would be 
greatly magnified. See Exhibit A 
which illustrates the dramatic dif­
ference leakage of one percent 
makes in compounding income 
over 120 years. (This exhibit is in 
Parts 1 and 2 of this document). 

It is anticipated that the invest­
ment pattern would be designed to 
enable the trust to realize and opti­
mize its goal of avoiding transfer 
taxes and creditor exposure for 
multiple generations. The trustee is 
encouraged to acquire assets that 
are expected to appreciate in value 
for the "use" of the beneficiaries, 
rather than funding the individual's 
personal acquisition of the assets. 
The right to "use" the trust assets 
may be for any purpose and need 
not be limited by an ascertainable 
standard without coming within the 
general power of appointment pro­
scription contained in IRC Sec. 2041 
even though the decision to allow 
the use is in the hands of a person 
acting in the dual capacity of bene­
ficiary and trustee. Rather than be­
ing a power of appointment, use of 
the trust assets would be akin to a 
life estate. 

The trust instrument, particularly 
where a beneficiary controlled trust 
is the vehicle of choice, should 
contain specific language that per­
mits investment in assets such as 
homes, artwork, jewelry, and busi­
ness and investment opportunities 
(whether speculative or not), that 
have significant appreciation po­
tential. This course of action is gen­
erally viewed by purists as being 

the antithesis of traditional trust in­
vestments, but is consistent with 
the philosophy of the beneficiary 
controlled trust in that the trust 
wrapper is employed solely as an 
enhancement providing benefits to 
the trust beneficiary without mean­
ingful restrictions. Since the bene­
ficiary would have unrestricted in­
vestment power had he received 
the assets outside of the trust, it 
would be consistent with coming 
as close to outright ownership as 
possible to permit broad invest­
ment powers inside of the trust. 

The beneficiaries individually (or 
by utilization of assets in ttusts not 
protected by the GST tax exemp­
tion) will be expected to absorb 
most family expenditures such as 
food, schooling and vacations. Ad­
ditionally, trust funds will generally 
not be expended for consumable 
assets since use of protected funds 
in this manner would be wasteful. 
If the trust were to acquire and 
own assets such as the beneficia­
ries' businesses and homes, it 
would indeed be rare that an oth­
etwise functional beneficiary could 
not fund the foregoing family ex­
penditures and consumables with 
property outside of the trust. In 
fact, it is reasonable to conclude 
that if a beneficiary could not so 
provide, the trust alternative would 
be even more desirable as a credi­
tor protection shield. In order to 
further protect the beneficiary, 
rather than making distributions to 
the beneficiary, the trustee should 
make secured loans to the benefi­
ciary so that the trust rather than 
the beneficiary's creditors would 
have priority in case of bankcuptcy. 

3.Special power of appoint­
ment. A broad special power of 
appointment is often given to the 
primary beneficia1y of a ttust, par­
ticularly if it is a Beneficiary Con­
trolled Trust. A power of appoint­
ment is a· desirable ingredient in 
most trusts because it adds flexibil­
ity, and permits the trust to be 
modified in order to deal with 
changes in the law or family cir­
cumstances. Its importance increas­
es when the trust is dynastic be­
cause there is a greater possibility 
of change in family circumstances, 
laws, particularly tax laws, etc. For 
many clients, the power of ap-



pointment is, and should be, an es­
sential ingredient of the plan. They 
may not be inclined to proceed 
with their planning in its absence 
because of a concern of interfer­
ence by a complaining beneficiary. 

The use of a special power of 
appointment enhances the objec­
tive of using a beneficiary con­
trolled trust in that it provides 
added control in the hands of the 
prima.y beneficiaty. For example, 
by giving the trustee broad lati­
tude in investing, including high 
risk/ reward opportunities, it can 
be anticipated that some transac­
tions will fail. If there were no 
trust,. there would be no account­
ability to more remote descen­
dants. By coupling the power of 
appointment with broad discre­
tionary powers in the hands of the 
trustee/beneficiary, the result 
would be that the trustee/benefi­
ciary would have the functional 
equivalent of no accountability 
with respect to the trust. As Pro­
fessor Ed Halbach has often stat­
ed, "[a] power of appointment is 
also a power of disappointment." 

If the creator of the trust desires 
to provide the beneficiary with 
rights that are as close to outright 
ownership as possible, the power­
holder can be given the power to 
appoint the property in favor of 
anyone, in trust or outright, other 
than himself, his estate, his creditors 
or the creditors of his estate28 with­
out causing estate inclusion. A con­
cern often voiced by dynastic ttust 
candidates and some of their advi­
sors is that they don't want to be ir­
revocably locked into a trust 
arrangement forever. A power of 
appointment that can be exercised 
by making outright distributions, 
thus terminating the trust, can easily 
finesse that perceived problem. + 
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