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The information contained in this outline is for educational and instructional use only. No war-
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not intended or written by the author to be used and it cannot be used by any taxpayer for the
purpose of avoiding penalties that may be imposed on the taxpayer. Before using any tax advice
contained in this outline, a taxpayer should seek advice based on the taxpayer’s particular circum-

stances from an independent tax advisor.

I. INTRODUCTION — BECAUSE MONEY
DOESN'T COME WITH INSTRUCTIONS

In 1758, prior to the birth of our nation, Benjamin
Franklin printed a short treatise entitled The Way
to Wealth. One of the first, if not the first Ameri-
can book on personal finance, The Way to Wealth
is the source of such famous aphorisms as “early to
bed, and early to rise, makes a man healthy, wealthy
and wise.” Franklin translated his work into a book
of picture riddles for children entitled The Art of
Making Money Plenty, believing that it was never
too early to begin learning the concepts of financial
management.

The fact that our founding fathers struggled with
the challenges associated with transitioning wealth
to the next generation, with which difficulties we
still find ourselves wrangling today, is not necessar-
ily a comforting realization. Unfortunately, there is
no one answer or simple way to educate the next
generation or one magic transfer technique that fits
all occasions.

We still live in a world where the failure of wealth
transfer gives rise to clichés such as “shirtsleeves
to shirtsleeves in three generations.” The first gen-
eration creates the wealth. The second generation,
often having experienced the struggles of their
parents to earn and save, and generally under the
watchful eye of the first generation, preserves the
wealth. The third generation, having grown up

knowing wealth and typically not having witnessed
the obstacles overcome to create it, knows no bet-
ter and dissipates the family wealth. The fourth
generation is then left to start from scratch—from
shirtsleeves to shirtsleeves. This dilemma is not just
an American problem, however, as many cultures
around the world have parallel metaphors.

The concept reflected by the shirtsleeves meta-
phor is not purely financial, however. John Adams
is attributed widely with having said “I must study
politics and war that my sons may have liberty to
study mathematics and philosophy. My sons ought
to study mathematics and philosophy, geography,
natural history, naval architecture, navigation, com-
merce and agriculture in order to give their children
aright to study painting, poetry, music, architecture,
statuary, tapestry, and porcelain.” With the change
in financial fortune over the generations often
comes a shifting of values, and Adams eloquently
captured that sentiment.

There are numerous studies regarding family wealth
transition that all reach the same conclusion: the
senior generations, particularly the Baby Boomers,
do not put enough thought and effort into planning
for transition of wealth to succeeding generations.
The reasons that individuals with wealth to pass on
to their descendants fail to plan is unclear. Perhaps
it is a discomfort with facing their own mortality, or
perhaps they are frozen by paralysis of analysis when
faced with difficult family dynamics? Regardless of
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the reasons behind the inaction, the result generally
is not positive, either emotionally or financially.

In order to successfully tackle stumbling blocks that
prevent successful wealth transfer, it is useful to
understand the societal forces affecting and legal
issues restricting transition of family assets and val-
ues. Most of the drafting techniques considered
and issues discussed are relevant to estate plan-
ning in the 21st century, regardless of the testator’s
net worth. Furthermore, the educational methods
noted to help transmit values along with wealth are
adaptable to varying net worth situations.

Il. HISTORICAL DEVELOPMENT OF
THE RIGHT TO BEQUEATH

A. Constitutional History

1. As a general rule, the laws dictating the rules for
intergenerational wealth transfer are controlled
by the states.

a. Federal law does interact with state law in
this arena, though, most often with respect
to taxation of estates and trusts and distribu-
tion of trust income.

b. There is significant variation from state to
state, it is important to understand the appli-
cable law of the governing jurisdiction, some
of which is set forth by statute, but much of
which stems from common law.

¢. In certain significant instances, however, the
federal courts have set forth some important
rules that provide a framework for testamen-
tary disposition.

2. Historically, the laws of all civilized states recog-
nized the absolute right of citizens to earnings,
the enjoyment of property, and the disposition
of property by will.’

a. This right to pass property, both real and per-
sonal, has been part of the Anglo-American
system since feudal times.

b. Under King Henry II's reign, a man’s goods
were to be divided into three equal parts:
one part to his heirs or lineal descendants, a

second part to his wife, and the third part dis-
posed of at the decedent’s pleasure.?

3. The Supreme Court in 1896 stated that it knew
of “no legal principle to prevent the legislature
from taking away or limiting the right of testa-
mentary disposition, or imposing such condi-
tions upon its exercise as it may deem conducive
to public good.”

a. One hundred vyears later, however, the
Supreme Court, in Hodel v. Irving, seemed to
find that a constitutional right to bequeath
property did exist.*

i. Hodel involved seizure of tribal lands
from estates of individual owners by Con-
gressional Act.

ii. Inthe early 1980s, members of the Oglala
Sioux tribe brought suit seeking a declar-
atory judgment to hold the section of
the Indian Land Consolidation Act (Act)
unconstitutional on the grounds that
it authorized seizure without the just
compensation required by the Fifth
Amendment.”

(1) The Act stated, “No undivided frac-
tional interest in any tract or trust or
restricted land within a tribe’s reserva-
tion or otherwise subjected to a tribe’s
jurisdiction shall descedent [sic] by
intestacy or devise but shall escheat
to that tribe if such interest represents
2 per centum or less of the total acre-
age in such tract and has earned to its
owner less than $100 in the preceding
year before it is due to escheat.”

(2) Theissue before the court was whether
it was constitutional to prohibit pass-
ing de minimus amounts of Oglala
Sioux Tribe land by intestate succession
or devise and to instead force escheat
to the tribe.”

b. The Supreme Court noted that the right to
“pass on property” has been a part of the
legal system since feudal times and that the
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attempted regulation amounted to the abro-
gation of the right to pass property.?

(1) “Moreover, [the] statute effectively
abolishe[d] both devise and descent of
these property interests...”

(2) In affirming the Eighth Circuit’s deci-
sion in Irving v. Clark the Supreme Court
confirmed a constitutional right to pass
property by devise and descent that is
integral to today’s successful transfer of
intergenerational wealth.

B. The Influence of Society

preserve the privilege of the white
women of South Africa.

ii. Natal University College petitioned the
court to have the trust modified to delete
the terms “European,” “British,” and
“Dutch South African” deleted.

(1) The college relied on a provision of
law that allows trust modification if, in
the opinion of the court, the provision
creates consequences the settlor could
not anticipate and hinders the purpose
of the trust, prejudices the interests of
the beneficiaries, or runs contrary to

1. The rules governing a testator’s ability to place public interest.

conditions on a gift at death are continually
evolving.

(2) The court determined that to allow
funds to be allocated to a specific pop-
ulation in a discriminatory manner was

a. The law reacts to societal adjustments. ) o
against public interest and granted the

b. Laws of different nations (and States) react at

a different pace according to what the occu-
pants of the political subdivision consider
acceptable values.

For example, consider the 2009 case involv-
ing Natal University College.””

i. In the mid-1930s the testator, Sir Charles
George Smith, drafted a will that left one-
third of his estate in trust to fund the uni-
versity education of European girls born
of British South African or Dutch South
African parents.

(1) At the time his will was drafted, his
intent was to assist poor white women
who were financially disadvantaged
and unlikely to attend college or
university.

(2) Sir Charles would not have focused on
African women because at that time
very few Africans, in general, attended
college, let alone African women.

(3) Unfortunately, Sir Charles could not
foresee that today his bequest would
not be seen as progressive, but rather
as discriminatory and intended to

petition of the college.

I1l. A SURVEY OF CASE LAW REGARDING

RESTRICTIVE BEQUESTS AND TRUST PROVISIONS

1.

A. Posthumous Meddling or Valid Conditions?

Testators have tried to control from the grave
since the beginning of time under the very basic
rationale that it is their money and they should
be able to dispose of it as they choose. For the
most part, the U.S. courts have agreed with this
principle.

In 1917, the lowa Supreme Court was asked to
determine whether a testator’s provision vested
his son with a fee simple absolute or with a
defeasible fee."

a. The testator bequeathed one-half of his
estate to his son on the condition that at the
time of the son’s death he was survived by
living issue.”” Upon the son'’s death, the son’s
wife challenged the condition and argued
that the condition only applied should the
son die during the life of the testator.”

b. Rejecting the objection to the condition,
the court stated: “[The testator] had the
undoubted right to attach such condition to
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his gift, and it would be difficult to indeed to
express such intent in clearer or more explicit
terms. The meaning being plain and the
intent being lawful, there is no room left for
controversy. It is not for the court to question
or consider the absolute justice of the condi-
tion; its only function is to ascertain the testa-
tor’s intent and give it effect.”™

will imposed conditions designed to dis-
courage marriage in contravention of
public policy.

iii. The court found that the provision did
not impose conditions designed to dis-
courage marriage, even though the con-
dition provides for a sale when all of the
children live elsewhere, married or single.

3. Courts will hold conditions in total restraint of
marriage to be against public policy.”

The court looked to the testatrix’s intent
and determined her intent was to provide

a. A partial restraint that limits, for example, all of her children with a secure place to

a class of persons or the period of time in
which marriage must occur, is more likely to
be upheld.”

In most instances, restriction of a benefi-
ciary’s marriage to persons of a designated
faith generally is regarded as reasonable.”

Further, courts will look to the testator’s
intent to determine whether a provision is a
restraint of marriage.

i. A New York testatrix included a provision
in her will that precluded the sale of tes-
tatrix’s residence until such time as all of
the testatrix’s children were married or

1.

reside while unmarried; thus, the court
concluded, the provisions did not impose
a condition calculated to discourage mar-
riage or to induce divorce, but rather to
provide for the support and maintenance
of the testatrix’s children. "

B. Religious Conditions on Marriage

A Massachusetts testator included a provision
in his will that disincentivized his children from
marrying outside the Jewish faith.?® Should his
children marry outside of the faith, all gifts would
be revoked.

a. His son married a woman who, at the time of
left the residence and lived elsewhere, their civil ceremony, was Roman Catholic.?!
at which time the residence would be Within months after the civil ceremony, the
divided equally among the testatrix’s wife converted to Judaism and then partici-
children.® pated in a rabbinical ceremony of marriage.?

ii. The residence consisted of a store front b. The court said that because the wife was not

on the bottom level, an apartment on the
second level, and an apartment on the
third level. The testatrix executed the will
in 1983 when all four of her children were
not married. After one of her son’s divorce
in 1993, he lived with the testatrix in the
apartment on the second level and con-
tinued to live in said apartment even after
the testatrix’s death. Another one of testa-
trix’s children lived with her family in the
apartment on the third level and moved
out shortly after the testatrix’s passing.
Due to the provision in the will, the resi-
dence could not be sold. Two of testatrix’s
children sued, alleging that the testratrix’s

in any sense Jewish or Hebrew at the time of
marriage, the son could not take under his
father’s will.2 The court noted that the prin-
cipal question in the case was not whether
the testator used good judgment in includ-
ing the provision in his will, but whether the
testator was prevented from doing so by any
rule of law.

Similarly, an Oregon court rejected the conten-
tion that a provision was against public policy
because it prohibited a beneficiary from embrac-
ing the Roman Catholic faith or marrying a man
of the Roman Catholic faith until she attained a
certain age.**
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3.

a. The court noted that it was the prevailing
rule that conditions in partial restraint of mar-
riage were upheld if they did not unreasona-
bly restrain a beneficiary’s choice in spouse.®

b. In upholding the restriction, the court noted
that the condition was temporary and there
was a substantial pool of non Roman Catholic
potential spouses.

In Clayton'’s Estate, testator sought to encourage
his son’s marriage to a Protestant and discourage
his marriage to a Roman Catholic.?® Should the
son marry a Roman Catholic, he would receive
income for life from a trust.”” Should he marry a
Protestant, he would receive income for life, and
upon his death his surviving issue would take the
principal of the trust.?®

a. Testator's son was married to a Catholic
woman with whom he had children, and
argued that the condition was religious
discrimination.?

b. The court found the son’s argument flawed
because it may have affected his choice of
wife, but did not restrict his religious free-
dom. Although the court recognized the
“bigotry and prejudice” of the conditions, the
conditions were upheld as valid as a matter
of law.*

One of the more extreme provisions upheld was
one that required the beneficiary to marry a Jew-
ish girl born of two Jewish parents within seven
years after testator’s death or the gift would go
over to the State of Israel.”’

a. The Ohio court held the provision was con-
stitutional, valid, and not contrary to public

policy.

b. In its decision to confirm this stringent condi-
tion, the court stated: Whether this judgment
was wise is not for this court to determine. But
it is the duty of this court to honor the testator’s
intention within the limitations of law and of
public policy. The prerogative granted to a tes-
tator by the laws of this state to dispose of his
estate according to his conscience is entitled to
as much judicial protection and enforcement

as the prerogative of a beneficiary to receive an
inheritance.??

5. Similarly, the lllinois Supreme Court reversed the

lower court’s decision and refused to invalidate
a clause that provided that any such descendant
who married outside the Jewish faith or whose
non-Jewish spouse did not convert to Judaism
within one year of marriage would be “deemed
deceased for all purposes.” The lllinois Supreme
Court found that such a restriction clause does
not violate public policy. The decedents “were
free to distribute their bounty as they saw fit and
to favor grandchildren of whose life choices they
approved over other grandchildren who made
choice of which they disapproved, so long as
they did not convey a vested interest that was
subject to divestment by a condition subsequent
that tended to unreasonably restrict marriage or
encourage divorce.*

Although more rare than cases like those cited
above, there are cases where the courts draw a
line when conditions are so narrow (whether by
terms or circumstances) as to be unreasonable.

a. One early example of a provision that was
voided for this reason occurred in the
mid-nineteenth century when a testator
included a provision that required his daugh-
ter to remain a member of the Friends Soci-
ety (Quakers).>> After the death of the testa-
tor, the beneficiary married outside of the
Society of Friends which ended her member-
ship in the organization.

b. A Virginia court held that it could not avoid
the conclusion that the condition imposed by
the bequest was an undue and unreasonable
restraint on marriage and ought to be disre-
garded.*® At the time the beneficiary was of
marrying age, there were approximately five
marriageable males in the Friends Society,
which the court found imposed too signifi-
cant a marital restraint.*”

C. Conditions Inducing Divorce

Although some early courts had no problem
with conditions that induced divorce (since it was
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a legal act), the general rule today is that restric-
tions found to induce or encourage divorce will
be held invalid as against public policy.

a. Today, courts tend to investigate the intent of
the testator.

b. If a testator actually intended to induce
divorce, the condition will be held void. If the
testator’s intention was economic, perhaps
an effort to protect A from her husband’s
extravagant spending, then the condition
will be upheld.3®

In Winterland v. Winterland, the testator included
a clause in his will that directed his son’s share
to be put in trust until his son’s wife died or was
separated from him for at least two years.*

a. The son’s family brought suit and alleged the
clause promoted divorce and was contrary to
good morals and public policy.*

i. The court reasoned that in situations
where a divorce was already pending, the
condition did not induce divorce and was
therefore valid.*!

ii. Where no separation had occurred, a
provision dependent upon separation or
divorce was null and void.*

b. In this case, testator was attempting to
encourage divorce, and the condition was
held void.®

In Estate of Gerbing, the testator included a pro-
vision in her will that instructed the executor to
deliver the principal of a trust to her son if his
wife was deceased or they had been divorced for
two years.*

a. The son filed a petition with the court and
alleged this provision was against public pol-
icy because it was an inducement to obtain a
divorce.®

b. The estate argued the testator’s intent was to
provide for her son's well-being.*® The court
disagreed that the testator's motive was
really that innocent and held the condition
void.¥

1.

1.

D. Restraints on Remarriage

Generally speaking, a condition against the
remarriage of a surviving spouse is valid.*®

In Appleby v. Appleby’s Estate, a husband and
wife signed an antenuptial contract which pro-
vided that if the wife predeceased the husband,
her estate passed to a specified charity upon
remarriage of her surviving spouse.* This pro-
vision was also included in the wife’s will, and
upon her death the husband brought suit.>°

a. The surviving spouse challenged the ante-
nuptial agreement and the will on the
grounds that it was a restraint of marriage.”’

b. The court held that the general rule of con-
tracts in restraint of marriage did not apply
to second marriages.* Typically the contract
was held void if it was for first-time marriages,
but in second marriages there was no public
policy argument to prevent a wife from with-
holding her estate to avoid supporting the
second wife.>

In Lewis v. Johnson, the children of the decedent
agreed to give their one-half of the estate to the
widow in consideration for the widow’s promise
that if she remarried she would return the chil-
dren’s one-half of the estate.>

a. The children filed suit when the widow
remarried because she did not return their
one-half of the estate.”

b. The widow alleged the agreement was void
because it was against public policy as a
restraint on marriage.>®

¢. In upholding a long line of cases supporting
restraints against second marriages, the court
affirmed the validity of the agreement.”’
The court found that it was reasonable to
require repayment of the children’s one-half
of the estate upon the end of her status as a
widow.?8

E. Conditions Restraining Religious Practice

Courts generally uphold religious restraints on
bequests that require the beneficiary to follow or
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3.

reject a certain religion. In fact, one study noted
that from 1925 through the publication date in
1999, no state appellate court invalidated a testa-
mentary religious restraint.>®

In re Kempf’s Will raises four strong arguments
for the constitutionality of religious restraints in
the context of the law of trusts and estates.*°

a. First, a restraint on religion in a donative
transfer document presents no problem of
establishment of any single form of religion.®'

b. Second, donative transfers are the acts of
an individual, and constitutional guarantees
of religious freedom are limitations on the
power of government, not upon the right of
an individual.®?

c. Third, since the beneficiary can reject the gift,
the restraint is not coercive nor does it deny
religious freedom. 53

d. Finally, the right of the testator to dispose of
his property as he sees fit outweighs the reli-
gious restraint on the beneficiary.**

The Restatement (Second) of Property: Donative
Transfers also ratifies the validity of religious con-
ditions in disposition of estates.®® The rationale
behind allowing such conditions is that society is
not concerned with the religious beliefs of indi-
viduals. Court decisions and the Restatement
affirm the attempted religious promotion of the
testator when the inducement takes the form of
a religious restraint and is attached to a gift.s

In one of the very early American cases on this
issue, a testator left trust income to his brother
on the condition that within 12 months of testa-
tor’s death, the brother must leave the Roman
Catholic priesthood (should he be a priest at the
time of death), disaffiliate from any and every
order or society connected with the Roman
Catholic Church, and refrain from forming any
connection with the Church.®’

a. At the time of the testator's death, the
brother was not a priest in the Roman Catho-
lic Church, however, within several months

5.

6.

of testator’s death, the brother joined the
Roman Catholic priesthood.s®

b. The court held that there was no room to
question the right of the testator to attach
certain conditions to receipt of his property.*®
And, no matter the prejudices or thoughts
of the testator, the law recognizes the right
of the testator to attach conditions to his
property.”®

In a 1906 case, a testatrix left her son a $1500
gift to be paid in fifteen annual payments on
the condition that he attend regular church ser-
vices at the local church “when not sick in bed,
or prevented by accident or other unavoidable
occurrence.””

a. The son argued the condition was contrary to
the constitutional provision that guaranteed
every man religious freedom.’”?

b. The court held the condition, noting that
the son had the right to reject or accept the
gift without restriction upon his will or coer-
cion of his conscience.”® Citing to Magee
v. O'Neill’*, the court stated: The power of
disposition is general. The power to give
includes the right to withhold or to fix the
terms of the gift, no matter how whimsical or
capricious they may be, only provided they
do not in any way violate the law.”

The Delaware courts tackled this issue in 1943 in
the Fitzmaurice case.

a. The testatrix included a condition that gave
a beneficiary $10,000 if she lived up to and
observed the teachings and faith of the
Roman Catholic Church.”

b. At trial, the beneficiary contended that a reli-
gious condition induced fraud and hypocrisy,
and tended to replace real religious beliefs
with a pretend belief”” The beneficiary
asserted that inducement of a pretend reli-
gious belief was against the moral well-be-
ing of the state of Delaware and an invalid
restriction on her religious freedom.”® The
court replied that an inducement to adopt
a particular religious belief was not a denial
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7.

3.

of religious freedom; the condition was valid
and binding.”

In most jurisdictions, an attorney validly may
include a gift conditioned on faith within testa-
tor’s estate plan.

a. To be safe, however, where the provision is
one that might bring a challenge, it is advisa-
ble to provide for an alternative disposition in
the event the condition is found to be invalid.

b. It is also important to include a gift over
should the condition not be satisfied.?

F. Effect of Invalidity of a Condition

As noted above, conditions on gifts generally
are permissible as long as they are not illegal or
against public policy.

When a gift is found invalid, how that invalidity
is handled depends on whether it is a condition
precedent or a condition subsequent. Given that
the case law reflects that most courts cannot tell
or explain the difference, it is a good idea to pro-
tect the integrity of a plan by including as much
supporting guidance as possible.

a. The courts often seem to focus on the gran-
tor’s intent behind the provision at issue, so
it may be advisable to include a statement
of grantor intent when including a condition
that falls within the sensitive areas.

b. For example, if the grantor of a trust provides
that her daughter’s income distribution will
double if the daughter is not married, there
is a possibility this provision could be voided
as against public policy. If the trust contains
a statement that the grantor does not desire
that her daughter should divorce, but rather,
the grantor wants the daughter to have
increased income in the event of divorce
because the daughter is a stay-at-home
mother whose income will decrease if she is
divorced, that purpose statement might off-
set the policy arguments.

When a strict condition is imposed on receipt
of property, it is important to discuss with the

1.

testator what should happen if the condition is
held void.

a. Should the gift fail, or should the property
pass to the beneficiary with no conditions?

b. For example: If the preceding provision is deter-
mined to be unenforceable by a court of law, |
direct that the property passing to the trust for
my daughter under Article V of this trust agree-
ment shall instead be distributed to ABC Charity.
Had | been aware that the preceding provision
would not be allowed under the law, | would
not have made any provision for my daughter
under Article V.

c. Although there probably is no way to be
completely certain whether such language
will be honored, under the rules set forth in
case law and in the Restatement of Trusts®', it
seems that such language is worthwhile. As
belt and suspenders, inclusion of a no con-
test clause should be considered.

IV. DEFINING VALUES AND
TRANSMITTING WEALTH

A. Understanding and Negotiating
the Generation Gap

When drafting an estate plan, it is important to
look not only at the personalities of our clients,
but also at the traits of those who will be inherit-
ing from the clients.

a. While it is true that an estate planning attor-
ney ultimately must do what the client wants,
it is an important part of the attorney’s job to
help the client understand where there may
be problems with the estate plan.

b. Failing to consider how the beneficiaries
might react to the estate plan or interact with
the fiduciaries under the plan potentially
leaves a gaping hole in the plan that will later
be filled with conflict and litigation.

Understanding the beneficiaries of an estate
plan, as well as their relationships with their
parents and grandparents, necessitates a basic
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understanding of the world in which the next
generation is living.

a.

d.

In 2019, the “next generation” likely is a mem-
ber of Generation X (born 1960-1979), Gen-
eration Y (born 1980-1994), or Generation Z
(1995-2010).82

Baby Boomers (1946-1964) have probably
reached a point in their lives where their val-
ues toward money are not going to change
unless the Boomer makes a deliberate deci-
sion to re-make his or her life.

Generation X is a primary focus for current
planners.

i. This group encompasses what is known as
the “MTV generation”, and most grew up
with personal computers in their homes.

ii. Most Gen Xers learned to use the Internet
in high school or during post-graduate
education, and are comfortable with and
willing to embrace new technologies.

iii. In addition to leaps of technology, the
social and political issues of this genera-
tion were defined by a rise in the divorce
rate, an increased rate of mothers in
the workplace, a work force requiring
advanced academic credentials, and the
end of the Cold War.

Members of Generation Y also are a major
focus for planners, both as developing their
own core estate plans and as beneficiaries of
plans of previous generations.

i. This generation is the biggest since the
Baby Boomers, and approximately three
times the size of Generation X.

ii. The fluency with technology that they
have known since birth has altered Gen
Y’s methods of communication and, some
argue, their ability to communicate with-
out their electronic intermediaries.®

(1) Generation Y lives in a world where
front doors are not left unlocked,
homework and school pressures are
ever-increasing, and a college degree

is virtually a requirement to enter the
workforce. Faster electronic commu-
nication is as much a necessity as a
choice.

(2) Like Gen Xers, the members of Gen Y
are likely to take longer to move out of
their parents’ homes. Some commen-
tators suggest this delay may be due to
the continuation of increasing educa-
tion requirements to access work force
opportunities. Other commentators
view it more as a failure to launch.®

e. Generation Z is now entering the picture as

beneficiaries.

i. Like Generation Y, members of Genera-
tion Z grew up during a time where they
have been exposed to digital media likely
from birth. As some commentators have
noted, members of Generation Z are the
“true digital natives.”®

ii. Generation Z is the most diverse and on
track to be the most well-educated gener-
ation yet. With these characteristics, many
Generation Zers tend to be more liberal.
They are most likely (59%) to say gender
options on forms should include options
other than “man” or “woman.” Along the
same vein, the large majority of Genera-
tion Z agree that financial and child care
responsibilities should be shared by both
parents in a two-parent household.?¢

f. Despite the increased access to news and

world events through electronic media and
their facility with electronic media virtually
starting in the crib, recent surveys of employ-
ers find that very few employers feel that
the young people they encounter seeking
employment have the basic skills needed to
enter the workforce.’”

i. Some commentators on modern educa-
tion feel that the schools have focused
so much on self-esteem that they have
allowed the generations now becoming
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adults to pass through their childhood
without learning basic life skills.®

ii. For example, JumpStart Coalition’s 2006
study found that high school seniors as a
group would fail a basic test of financial
literacy.

iii. If it is true that Gen X and Gen Y are less
prepared with life skills, then those look-
ing to prepare them to receive wealth
may have an even more daunting task
ahead of them than their ancestors.

B. Structuring the Plan and the Education

1. Determining the Amount of the Inheritance

a. The amount of the inheritance sets the stage for

the entire planning structure, as it forces the tes-
tator to consider the goals of the wealth transfer.

i. Some testators want to leave every penny to
their heirs.

ii. Other testators want to leave a safety net,
but are concerned about creating trust fund
babies. Warren Buffett, for example, widely
known for his surprising 2006 announcement
that he was leaving the bulk of his wealth to
charity, expressed the opinion that leaving
heirs too much money is akin to “a lifetime
supply of food stamps just because they
came out of the right womb."®

b. Many testators are concerned that the words of

William Vanderbilt, grandson of Cornelius Van-
derbilt, are true. He stated, “Inherited wealth is a
real handicap to happiness. It is as certain a death
to ambition as cocaine is to morality.” On the flip
side, other testators worry about the “legacy of
ill will” that may result from not leaving an inher-
itance to heirs.

A 2006 report by Merrill Lynch and Capgemini
found that 61 percent of high net worth individ-
uals are over the age of 56.°

i. Inthe United States alone, it is estimated that
$41 trillion will be transferred by 2053.

ii. The report also indicated that only two per-
cent of the individuals were completely pre-
pared to transfer wealth, and a staggering
39% were inadequately prepared.

2. Age and Education Considerations

Charles Collier, in his book Wealth in Families,
recommends four strategies to start children on
a path of financial education: set an example,
provide guidance, allow consequences, and use
mentors.”!

. It is important that parents (or grandparents)

implement a financial education plan and tailor
it to the needs of their children (or grandchil-
dren). An effective financial education will lay the
groundwork for a successful wealth transfer to
future generations.

i. Ideally, parents should mirror the behavior
they want to pass on to their children.

ii. Realistically, however, we cannot force our
adult clients to change their behavior, and it
can be difficult to say, “You are a spendthrift,
so does it really surprise you that your child
is, too?”

iii. Asnoted by author Charles Sykes, “If you can’t
handle dealing with your Resident Assistant
or class schedule, then obviously your par-
ents didn't actually raise you. You didn’t grow
up. Responsible parents prepare their chil-
dren for navigating life on their own.”

3. Protecting the Inheritance

a. The divorce rate has increased significantly over

the last few decades and now almost half of all
marriages end in divorce,®® and testators are
expressing an increasing awareness of and con-
cern regarding the potential loss of a benefi-
ciary’s property due to of divorce.

. In most jurisdictions in the United States, a trust

containing proper spendthrift provisions that
was set up for the divorcing party by a third party
(either through an inter vivos gift or upon death)
will not be marital property subject to division in
the event of a divorce.
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If a beneficiary receives regular distributions,
however, some courts will consider those
distributions as income to the divorcing
party for property settlement and support
purposes.

i. A 2009 survey published by the Family Law

Quarterly notes that the following states do
not distribute premarital property as part of a
divorce settlement: Alabama, Arizona, Arkan-
sas, California, Colorado, Delaware, District
of Columbia, Florida, Georgia, Hawaii, Idaho,
lllinois, Kentucky, Louisiana, Maine, Maryland,
Michigan, Minnesota, Missouri, Nevada, New
Jersey, New Mexico, New York, North Caro-
lina, Ohio, Oklahoma, Pennsylvania, Rhode
Island, South Carolina, Tennessee, Texas,
Utah (property distribution limited to marital
property by case law), West Virginia, and Wis-
consin. 42 FAM. L.Q. 762. http://www.abanet.
org/family/familylaw/flgwinter09_property-
division.pdf.

Transfers in  trust avoid inadvertent

commingling.

c. It is important to consider how “spouse” is
defined in trust documents.

In some instances, a spouse will be included
as a discretionary beneficiary of a trust, and
there are many reasons to do so. For exam-
ple, the grantor may want to care for a
spouse if the beneficiary becomes disabled,
pay health care expenses for the spouse, or
provide for the spouse in the event of death
of the beneficiary.

For example: As used herein, the term “spouse”
shall mean the person to whom the beneficiary
that is a descendant of the Grantor (“Desig-
nated Person”) shall be “legally married” as of
the date such determination is being made,
or the person to whom such Designated Per-
son was legally married at the date of death of
such Designated Person. A person shall not be
considered “legally married” if the person shall
be either divorced or legally separated from
such Designated Person. Any determination of
whether a Designated Person has a spouse shall

be made by the Trustee. Such determination
shall be final and binding upon all persons and
the Trustee shall incur no liability for any good
faith determination. If at any time the person
who initially qualified as a spouse shall be deter-
mined to no longer qualify, whether such per-
son is designated generically or specifically by
name in this Agreement, then, for the purposes
of this Agreement, such person and all descend-
ants of such person who are not descendants of
the Grantor shall be considered to have died as
of the date of such determination.

Although marriage equality is now the law of
the land, a few people have determined that
civil unions are a more fitting legal relation-
ship for them. Additionally, many jurisdic-
tions outside of the United States still do not
allow same sex persons to marry. To include
the possibility of these situations, consider
an alternate definition to include civil unions
and similar relationships: As used herein, the
term “spouse” shall mean the person to whom
the beneficiary that is a descendant of the Gran-
tor (“Designated Person”) shall be “legally mar-
ried” as of the date such determination is being
made, or the person to whom such Designated
Person was legally married at the date of death
of such Designated Person. For purposes of this
instrument, “legally married” shall include (a)
civil unions, domestic partnerships and similar
legal relationships valid under the laws of the
state where made, and (b) a committed same-
sex relationship specifically acknowledged in
writing to the Trustee by the Designated Per-
son when the Designated Person resides in a
jurisdiction where legal marriage, civil unions,
domestic partnerships or similar legal relation-
ships are not permitted for same sex couples. A
person shall not be considered “legally married”
if the person shall be divorced or legally sepa-
rated from such Designated Person. For pur-
poses of this instrument, “divorce” shall include
severance of a civil union, domestic partnership
or similar legal relationship, and, in the case of
a committed same-sex relationship acknowl-
edged in writing by the Designated Person to
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the Trustee, a similar writing to the Trustee by
the Designated Person revoking such status.
Any determination of whether a Designated
Person has a spouse shall be made by the Trus-
tee. Such determination shall be final and bind-
ing upon all persons and the Trustee shall incur
no liability for any good faith determination. If
at any time the person who initially qualified as
a spouse shall be determined to no longer qual-
ify, whether such person is designated generi-
cally or specifically by name in this Agreement,
then, for the purposes of this Agreement, such
person and all descendants of such person who
are not descendants of the Grantor shall be
considered to have died as of the date of such
determination.

Alternate definition to provide cessation of
spousal status upon initiation of divorce pro-
ceedings: As used herein, the term “spouse”
shall mean the person to whom the beneficiary
that is a descendant of the Grantor (“Designated
Person”) shall be “legally married” as of the
date such determination is being made, or the
person to whom such Designated Person was
legally married at the date of death of such Des-
ignated Person. For purposes of this instrument,
“legally married” shall include (a) civil unions,
domestic partnerships and similar legal rela-
tionships valid under the laws of the state where
made, and (b) a committed same-sex relation-
ship specifically acknowledged in writing to the
Trustee by the Designated Person when the Des-
ignated Person resides in a jurisdiction where
legal marriage, civil unions, domestic part-
nerships or similar legal relationships are not
permitted for same sex couples. A Designated
Person shall cease to be considered “legally
married” upon the initiation of legal separation
or divorce proceedings or, if formal proceedings
are not required, then upon the occurrence of
divorce (as defined in the following sentence).
For purposes of this instrument, “divorce” shall
include severance of a civil union, domestic
partnership or similar legal relationship, and, in
the case of a committed same-sex relationship
acknowledged in writing by the Designated

Person to the Trustee, a similar writing to the
Trustee by the Designated Person revoking such
status. Any determination of whether a Des-
ignated Person has a spouse shall be made by
the Trustee. Such determination shall be final
and binding upon all persons and the Trustee
shall incur no liability for any good faith deter-
mination. If at any time the person who initially
qualified as a spouse shall be determined to no
longer qualify, whether such person is desig-
nated generically or specifically by name in this
Agreement, then, for the purposes of this Agree-
ment, such person and all descendants of such
person who are not descendants of the Grantor
shall be considered to have died as of the date
of such determination.

4. Encouraging the Beneficiary to Protect Himself

a. Many testators now are including in their estate

plans a form of so-called incentive provision that
encourages the beneficiaries to have a premari-
tal agreement.

i. Some grantors will take a stronger position
and require their beneficiaries to have a pre-
marital agreement in order to continue to
receive distributions.

ii. Incentive provisions must be used with
thought and skill, however, because they
truly may represent “bad psychology.” If they
are viewed as trying to control the child’s life
choices, incentive provisions may be more
likely to produce rebellion than compliance.

. Example to encourage premarital agreement: If

Betty and her fiancé execute a premarital agree-
ment valid under the laws of Betty’s state of resi-
dence at the time of her marriage, and the agree-
ment addresses the treatment of her separate
property and the division of marital property upon
divorce, then the trustee shall distribute 540,000
to Betty on or before the date the wedding is
solemnized.

Example of a heavy-handed provision regard-
ing premarital agreements: At all times when the
beneficiary is married, distributions of income and
principal may only be made by the Trustee to the
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beneficiary if there is a legally valid and binding
premarital agreement between the beneficiary and
the beneficiary’s spouse that is in writing and in
full force and effect, and that specifically provides
for the following [insert provisions that must be
included in the premarital agreement].

d. Example of a middle road provision: If the bene-
ficiary and her fiancé execute a premarital agree-
ment valid under the laws of the beneficiary’s state
of residence at the time of her marriage, which
agreement addresses the treatment of her separate
property and the division of marital property upon
divorce, then the trustee shall distribute $ 40,000 to
the beneficiary on or before the date the wedding is
solemnized.

V. INCENTIVE TRUSTS — SHOULD
YOU OR SHOULD YOU NOT?

A. Definition and Use

“Incentive trust” is a phrase that broadly has
come to define a trust instrument that places spe-
cific conditions on receipt of property, typically
focused around education, employment or certain
behaviors.

1. They may be structured either to encourage or
discourage particular activities or behaviors.

2. Incentive provisions can be useful if the benefi-
ciary is old enough when the provision is drafted
to make it possible to understand that benefi-
ciary’s driving forces.

a. Advisors, however, must be aware of the mes-
sages incentive provisions send, and should
alert clients accordingly so clients properly
reflect their values in their documents.

b. Such provisions must be used with great
care, because they truly may represent “bad
psychology.”

¢. Anincentive provision that is viewed as trying
to control the child’s life choices may be more
likely to produce rebellion than compliance.

3. Studies of financial incentives done over the last

century reflect that these incentives may actually
have mixed results.

a. Several of the studies indicate that financial
incentives actually achieve the opposite of
the intended results, or a decrease in perfor-
mance and effort.

b. These studies do not say as a bright line that
incentives do not work. Rather, they highlight
the critical point when an incentive provi-
sion is to be used: the incentive must be at
the right level and must be matched to the
personality and motivators of the individual
being incentivized.

c. In short, incentives must be used thought-
fully and carefully.

B. Validity

As noted above, conditions generally are permis-
sible for gifts in trust.

Prior to any decisions on the validity of incentive
trusts there was Claflin v. Claflin. Claflin, an 1889
Massachusetts case, established the principle
that trust restrictions cannot be set aside simply
because a property interest exists.

a. The testator, Wilbur F. Claflin included an arti-
cle in his will that required his trustees to sell
his personal estate and to then divide it into
thirds to support his wife and children.®*

i. The proceeds for his son, Adelbert, were
to be held in trust and distributed at age
21, 25, and the remainder at 30.>

ii. Following Adelbert’s twenty-first birth-
day, but prior to his twenty-fifth birthday,
he brought suit to compel the trustees to
pay him the remainder of his trust.®s Adel-
bert argued that the provisions of the will
postponing payment were void because
his interest in the trust was vested and
absolute.”

b. The Massachusetts Supreme Court agreed
that Adelbert’s interest was vested and abso-
lute, but also found that the directions of the
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3.

testator to his trustees were not against pub-
lic policy or so inconsistent with Adelbert’s
property rights that the provisions should
be given immediate effect®® The court
remarked: It cannot be said that these restric-
tions upon the plaintiff’'s possession and control
of the property are altogether useless, for there
is not the same danger that he will spend the
property while it is in the hands of the trustees
as there would be if it were in his own.*®

¢. The bent of the American courts to enforce
a testator’s intent as demonstrated by the
written restrictions of the document, so long
as not contrary to public policy, has become
known as the “Claflin doctrine.”®

i. A trust or trust provision will fail if its
intended “purpose or performance is
unlawful or against public policy.” '

ii. Even without an allegation that a provi-
sion is illegal or contrary to public policy,
conditions that are ambiguous or impos-
sible to satisfy will fail and the beneficiary
generally will take as if the condition did
not exist.

Issues with incentive provisions tend to fall into
several primary categories. In drafting such
clauses, therefore, it is important to avoid com-
mon pitfalls.

a. Ambiguities

Incentive provisions are one area where ambi-
guities seem to be somewhat common, perhaps
because it is hard to structure the subjective
judgment required of many such clauses.

When drafting an incentive provision that
requires a trustee to determine whether a con-
dition has been met, it is important to provide as
much guidance as possible. This can be done by
setting objective criteria or by providing exam-
ples for a subjective judgment.

(1) Conditions like “proper education” and “good
moral character” may be challenged as
ambiguous without something more to offer
guidance.

(2) An ambiguity exists only if the language at
issue in the governing document is reasona-
bly susceptible to multiple interpretations.'*?

(@) The determination as to whether multiple
interpretations are reasonable typically
is made after established principles of
law are applied in an effort to clarify the
uncertainty.'®

(b) Whether or not a true ambiguity exists is
a question of law.'*

b. Impossible to Satisfy

Sometimes, testators include trust provisions
that are impossible because of the attached con-
dition or due to the circumstances of the case.

(1) Traditionally, if performance is impossible by
operation of law, the condition is void and
there is no forfeiture.!® Additionally, if per-
formance is impossible because of an act of
God, the condition is void and there is no
forfeiture.'o

(2) If a situation becomes impossible after
the time specified for completion, it does
not excuse the nonperformance of the
condition.'”’

(3) Conditions that are so vaguely described
as to be impossible to effectuate are also
inoperative.'%®

In Jones v. Jones, a father believed that his two
sons were “dissipated, wild and spendthrifts...”%°
Because of this assessment of his children, he
conditioned their receipt of his land on a time
period of twenty years, and following the twenty
years if they were “capable of a prudent exercise,
control and ownership of said real estate and no
further danger shall exist” the real estate would
vest in fee simple.® If to the contrary, the sons
were engaged in drunkenness, gambling, or any
other immoral activity that incapacitated the
two, the land would never vest in fee simple.™

(1) The trustee petitioned the court for con-
struction of the terms of the trust and con-
tended that the sons were not entitled to
the land if after twenty years they were
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incompetent to manage the land, drunkards,
or spendthrifts."?

(2) The sons argued that the conditions of the
trust were void and the land vested in the
two in fee simple.’

(3) The court held that the conditions imposed
upon the two sons were so indefinite and
uncertain that they were rendered impossi-
ble of performance.™ The court stated that
the testator made no plans to determine
whether the conditions had been met, and
to give the trustee that authority was to give
him too much power."” Therefore, the condi-
tions were void and the land was to vest in
fee simple."®

C. Purpose Clauses

1. When incentives are used, the primary goal
should be to ensure that intergenerational
wealth transfer leaves a positive rather than a
negative legacy.

a. Incentive provisions create an easy road to
bad psychology and should be used with
great care.

b. To create a positive legacy, understanding
and accurately conveying the purpose of the
trust is of the utmost importance.

i. If, for example, the purpose of a trust is to
encourage productivity, then what con-
stitutes “productivity” must be very care-
fully defined.

(1) Is productivity defined as the ability
to support oneself, or is productivity
defined as engaging in a meaningful
career regardless of the salary?

(2) Does volunteer work meet the defini-
tion of productivity?

(3) Is the requirement met if a parent
chooses to stay home and raise the
children?

(4) At what point in time can a beneficiary
cease being “productive?”

C.

(5) What if the beneficiary becomes una-
ble to be productive due to health rea-
sons or inability to find employment?

(6) Should the beneficiary be able to rely
on his property interest for support
during his retirement?

ii. These questions are an example of how
a simple word like “productivity,” that
seems easy to define can in fact have
a great depth of subtle difference in
interpretation. Without proper instruc-
tion, a trustee will not know what the
settler meant by the use of the word
“productivity.”

While many settlors feel that the trustee they
have named knows what they would have
wanted.

i. Many jurisdictions permit opt-out of the
rule against perpetuities, making it more
likely that trusts will continue for many
generations and increasing the odds that
the personal connection between the
settlor, trustee and beneficiaries will be
lost somewhere down the line.

ii. Also, as the law enabling beneficiar-
ies to modify trust terms by agreement
expands,” defining intent in the trust
document arguably has become vital to
preservation of a trust.

2. General Purpose Statements

a. A very general purpose statement may be
helpful.

For example: My overall objective is that my
children and their descendants become mature,
responsible, self-sufficient, and productive
adults. The trustee is authorized to make dis-
tributions that assist, encourage, or reward a
beneficiary for his efforts to become a mature,
responsible, self-sufficient, and productive
person.

On the other hand, a very general provision
like the one above may land your trustee
in a debate with the beneficiary over what
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constitutes mature, responsible, self-suffi-
cient, and productive.

b. The risk with narrowing parameters of the defi-

nition is creating inflexibility, however, adding to
the provision above some additional guidance
like the following may help reduce the likeli-
hood for validity issues: | define a productive adult
as one who, for example, holds a steady job and
earns sufficient salary to provide for his or her basic
needs. | also view a productive adult as one in a
supportive relationship who chooses to stay home
to raise children while their spouse or life partner
works to provide for the family’s basic needs. These
examples are intended to be instructive only, and
the determination as to what is required to encour-
age a beneficiary to become a mature, responsible,
self-sufficient and productive adult shall be in the
trustee’s sole and absolute discretion.

3. Income Matching Distributions

Income matching can be helpful to beneficiar-
ies who are working in positions that do not pay
very well, but are personally rewarding to the
settlor or the beneficiary.

i. On the flip side, such provisions as frequently
drafted send the message that the important
value is earning a lot of money.

ii. Such clauses, without more, may reward
high-paid white-collar professionals more
than altruistic professionals like teachers,
public interest attorneys or government and
military service employees.

If the value important to the settler is accu-
mulation of wealth, than a straight-forward
income matching provision will encourage that
purposes.

i. If the intention is to encourage a beneficiary
to be productively employed in a satisfying
career and to provide support, then a cap on
matching or a fixed annual distribution with
a “bonus” based on salary might more effec-
tively achieve those goals.

ii. Inany event,income matching clauses should
address the definition of earned income, the

impact of a spouse’s income, and the treat-
ment of bonuses or commissions."® To avoid
confusion, it also is a good idea to indicate
whether the income matched is pre-tax or
post-tax.

4, Philanthropic Pursuit

a. Some settlors may wish to reward a beneficiary

who chooses to spend his time volunteering or
doing charitable work that benefits the greater
good of the community.

i. A settlor might supplement the beneficiary’s
lifestyle with additional distributions, a nicer
automobile than the beneficiary could afford
otherwise, or other luxuries.

ii. To encourage charitable involvement, a sett-
lor might match charitable contributions
made by the beneficiary up to a certain
amount each year.

5. Childcare

Some settlors wish to assist the beneficiary who
chooses to forego employment in order to be a
stay-at-home parent.

b. The trick with a childcare provision is balancing

the legitimate beneficiary with the manipulative
beneficiary. Some settlors limit the monthly dis-
tribution to an amount equal to that of the bene-
ficiary’s employment prior to the decision to stay
home and raise the children.

6. Education

Paying for a beneficiary’s education encour-
ages pursuit of education by removing cost as a
barrier.

. As educational options have expanded and more

alternatives have become available even at the
preschool level, some settlors have given edu-
cation a very broad definition that is not limited
to college, but also includes private secondary
education, post-graduate education, and profes-
sional and vocational schools.

One pitfall with education incentive clauses is
the perpetual student.
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i. Inaddition to the beneficiary who will remain
in school as long as possible to avoid become
self-supporting, thought should be given to
addressing the beneficiary who is not col-
lege material because of physical or mental
disabilities or the beneficiary who will do the
bare minimum to ensure funding."

ii. The settlor should use purposeful language
to ensure that his intent has the best chance
of success.

7. Starting a Business

A settlor desiring to place value on entrepre-
neurial behavior might authorize a distribution
to permit a beneficiary to start a business.

i. If the authority is for a small amount of seed
money, the provision might be structured as
a mandatory distribution once upon request
of the beneficiary.

ii. If the thought is to fund a more substantial
business endeavor or to fund the venture
more fully, it is advisable for the settlor to set
requirements that the beneficiary must sat-
isfy in order to receive the funds.

(1) At a minimum, the beneficiary should be
required to submit a reasonably viable
business plan.

(2) Other criteria could mandate employ-
ment of a business consultant or partial
funding by the beneficiary.

(3) These additional hurdles will not guaran-
tee success but may help the beneficiary
in his endeavor by providing guidance
and support.

D. Treatment of Incentive Trusts by
the Restatement (Third) of Trusts

. The Restatement (Third) of Trusts establishes

that if one of three conditions is present, the
incentive provision is not enforceable.'?

a. An incentive provision is invalid if it requires
the beneficiary to commit a criminal or

tortious act, violates the applicable rule
against perpetuities, or is against public
policy.

b. If one of these conditions is present, the
validity of the entire trust can be cured if the
provision can be modified or separated from
other provisions without defeating the testa-
tor’s intent.

2. The Restatement supports the concept that

a provision generally is valid if it is aimed at
preventing the receipt of a property interest
because of a beneficiary’s personal habit(s). The
Restatement also takes the position that using
these restraints in attempt to induce or eliminate
personal habits is not against public policy.

E. Thoughtful Drafting of Incentives

. When employing incentive provisions in trusts,

therefore, it is important to consider the follow-
ing questions

a. Can the trustee access the information neces-
sary to implement the provision?

i. Will obtaining the information cause the
trustee to pry into very personal aspects
of the beneficiary’s life?

ii. Will the trustee be able to force release
of the information, and what will be
involved in doing so?

b. Do the burdens to the beneficiary (and pos-
sibly the trustee) outweigh the benefits the
settlor hopes the provision will create?

c. Is the measuring stick clearly defined or is it
likely to lead to extended litigation if the ben-
eficiary does not achieve the condition?

d. Can the beneficiary manipulate the provision

to create an outcome that is contrary to the
intent of the settlor?

It is critical to weigh all of the competing factors
and make certain that the settlor’s priorities and
wishes are understood and clearly expressed.
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a. ltisimportant to help the settlor understand
how and why the desired incentive provision
may wreak havoc on the estate plan.

b. Unfortunately, if not used properly, the only
legacy of incentive trusts may be ill will.

Vi. RECOGNIZING THE ROLE OF POWERFUL
EMOTIONS BEHIND PLANNING

A. Fear and Control Issues

Many of the techniques that are most tax effec-
tive in intergenerational wealth transfer require
the client to relinquish control over his assets.

a. Loss of complete control by the transferor is
often a difficult pill to swallow.

b. Reminding the client of what is likely to result
with the wealth he has accumulated during
his lifetime, that he has inherited and safe-
guarded for the family line, and/or the busi-
ness he has worked hard to build can be an
effective tool.

If keeping assets within the bloodline is a con-
cern, placing assets in trust is the obvious choice.

a. Not only can a trusted party be named as
trustee, but generally the grantor can safely
retain the right to remove and replace the
trustee without triggering estate inclusion
issues.'!

b. For example, a provision like the following
might be included in an irrevocable trust
established to benefit the settlor’s descend-
ants: During the lifetime of the settlor, the settlor
shall have the right, at any time and from time
to time, to remove any trustee and appoint any
person, corporation, or combination of persons
or corporations as successor trustee, provided,
however, that (a) any such person or corpora-
tion shall not be related or subordinate to the
settlor (within the meaning of Section 672(c) of
the Internal Revenue Code), (b) the settlor shall
at no time be appointed as a trustee, and (c)
the removed trustee shall continue to serve as
trustee until a designated successor has agreed
to act. The exercise of this power by the settlor

shall be by an instrument in writing signed by
the settlor and delivered to the trustee.

3. Communication is important, though many sett-

lors are unwilling to share the terms of their plan
with their descendants.

a. Incentive provisions and trusts become
especially challenging if the settlor does not
reveal his intentions to the family.

b. If the settlor fails to discuss why he is utilizing
incentive provisions and trusts, beneficiaries
feel left out, ineffective, and non-trustworthy.
The shock of learning that an inheritance is
tied to specific behavior is not always pleas-
ant and can lead to severe discord within the
family.

B. Planning for Proper Tuition

Some individuals react to their fears by placing
their wealth in trust until the children are fully
grown and ready to handle it.

a. Leaving money in trust and restricting the
next generation to only income or regular
small distributions, however, may preclude
the members of the next generation from
making their own mistakes and learning from
them.

b. The following are some ideas for considera-
tion when drafting a trust agreement that
will have children or grandchildren as future
beneficiaries.

2. “Learning Sized” Distributions

Many trust agreements stagger a beneficiary’s
access to trust assets. Often, this access is granted
in three tranches, starting around age 25 or 30.

i. If atrustis worth a million dollars, is $333,000
too much for a “test run” with financial
responsibility?

ii. Consider giving the beneficiary a smaller
amount at a younger age so they have some
time to practice with money management
and basic financial skills before the broader
access rights take effect. For example: Upon
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the beneficiary attaining age 21, the trustee
shall distribute $100,000 to the beneficiary.

b. An annual or monthly allowance that the trustee
has the authority to withhold if the beneficiary
is a danger to himself can also be a good option.

i. For a more “bright line” type of distribution,
a low (2%) unitrust with access to the balance
at retirement age (however defined by the
settlor) is a good solution.

ii. Of course, with a unitrust structure, the likely
value of the trust principal must be consid-
ered to determine the appropriate level of
annual distribution.

3. Withdrawal Rights In Lieu of
Mandatory Distributions

a. Trust agreements often direct a trustee to dis-
tribute a portion of the trust to the beneficiary
at certain ages or upon the occurrence of other
triggering events.

i. Instead of requiring distribution, why not sim-
ply grant the beneficiary a right to withdraw
funds at those ages or triggering events?

ii. Requiring the beneficiary to proactively
request the funds is a low threshold step,
but if a beneficiary cannot be responsible
enough to write a letter to the trustee to
request a distribution to which he is entitled,
why force the trustee to write the beneficiary
a check?

b. A withdrawal provision might read as follows:
Upon the beneficiary attaining age 25, the benefi-
ciary shall have the right to direct distribution of no
more than one-third of the assets of the trust. Such
right must be exercised by a written direction signed
by the beneficiary and delivered to the trustee.

c. If granting withdrawal rights or requiring man-
datory distributions, consider giving the trustee
authority to hold back the funds or postpone
distributions for good reasons. The language can
be simple, as set forth in this example: The trustee
shall have the right to deny a withdrawal request
if the trustee suspects the beneficiary is using or
is addicted to a substance that might adversely

impact the beneficiary’s ability to manage, invest
and conserve property.

4. Annual “Allowance” With Emergency Invasion

a. Another concept that perhaps fits into the incen-
tive trust mold but was designed to avoid the
negative psychology of control is an “allowance
trust”.

i. The concept behind the “allowance trust” is
to give the beneficiary the feeling that the
funds are his, that there are responsible man-
agement guidelines, but that a portion of the
funds is there for the beneficiary’s use each
year.

ii. The basic concept is a unitrust distribution
cap each year and that an independent trus-
tee works with the beneficiary to establish an
annual budget. The trustee has discretion to
invade principal if there are good reasons to
do so, and those invasion guidelines will vary
for each family’s values and circumstances.

b. The following is a sample provision for the
“allowance trust”.

Support Distributions. The Trustee is authorized to dis-
tribute to the beneficiary for her support in each cal-
endar year, as determined in the Trustee’s discretion,
an amount equal to the Unitrust Amount. The Unitrust
Amount shall equal five percent (5%) of the average
fair market value of the trust during the preceding
three calendar years. The Unitrust Amount shall be
determined in January of each calendar year by aver-
aging the fair market value of the trust on the last busi-
ness day of each of the three preceding calendar years
(or as many calendar years as are available in the first
few years of the trust), and then multiplying that result
by five percent (5%). In the initial year of the trust, the
Unitrust Amount shall be five percent (5%) of the initial
funding value of the trust indicated to the Trustee by
the Settlor, and [shall/shall not] be prorated.

Extraordinary Distributions. The independent Trustee
is authorized to exceed the Unitrust Amount in any cal-
endar year if the independent Trustee determines that
one or more of the following conditions exists:
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(a) A beneficiary, or a spouse or descendant of the a
beneficiary, is suffering from a serious medical condi-
tion that requires unusual expenditures to provide for
health care costs that are not covered by insurance;

(b) A beneficiary is unemployed, is actively seeking
gainful employment, and requires additional support
to maintain a reasonably comfortable lifestyle;

(c) A beneficiary is pursuing an undergraduate or
post-graduate degree, is a full-time student, has not
spent excessive time seeking higher education, and
requires assistance with tuition, fees, books and ordi-
nary support while in school; or

(d) The Unitrust Amount is insufficient to comply with
the Settlor’s intent to provide basic support to descend-
ants while they establish their careers, to provide sup-
plemental support to descendants who are self-sup-
porting in order to make their lives more comfortable,
and to provide for emergency needs of descendants.

Settlor’s Intent. The Settlor intends that distributions
will be made to a beneficiary under this Agreement
only when the beneficiary submits a written request
for a distribution. Ideally, the Settlor hopes that the
Trustee will work with the beneficiary to establish a
monthly budget within the Unitrust Amount and that
the Trustee will make a monthly distribution to the
beneficiary. In order to enable the Trustee to deal with
unforeseen circumstances and emergency situations,
and to address changes in the reasonable needs of a
beneficiary, the Settlor has not restricted the Trustee to
acting only within a specific distribution schedule.

c. Some commentators have expressed concern
that incentive type provisions encourage the
beneficiary to “game the system.”

i. While leaving the door open for expanded
distributions beyond the unitrust amount
may result in unethical behavior by the bene-
ficiary in an attempt to get more money, the
author does not believe that this type of pro-
vision is likely to produce behavior that did
not already exist.

ii. A dishonest person will act dishonestly. A
greedy person will act greedily. A reasonably

a.

well-raised beneficiary given a bit of control
with some positive guidance might just learn
to make some great decisions.

5. The Educated Co-Trustee

Parents often mandate that a child becomes his
own trust upon attaining a certain age.

i. What virtues does achieving a particular age
bestow that qualify a beneficiary to manage
a trust estate?

ii. Perhaps there is some expectation of a
degree of life experience by a certain age,
but there is nothing to predict whether that
life experience will touch in any way on fiscal
perspective.

If naming the child as a trustee, consider (a)
requiring the child to elect to become a co-trus-
tee starting at a specified age; and (b) permit-
ting the child to become sole trustee only after
a minimum time period during which such child
actively participated as a co-trustee.

i. Or, instead of a triggering age as the sole cri-
teria, consider requiring the beneficiary to
take a course in money management or have
similar training.

ii. The acting trustee or an independent third
party could be given the discretion to deter-
mine whether the beneficiary has received
the proper education to assume the role of a
co-trustee.

iii. None of these methods guarantees that the
child will be a good, responsible or even
competent trustee; however, why just hand
over the keys as opposed to making the child
demonstrate some responsibility?

Possible language might read: The primary
beneficiary shall have the right to become a
co-trustee of the trust upon the later of such
beneficiary attaining the age of 25 years or com-
pleting a course of study in financial manage-
ment. Whether the primary beneficiary has sat-
isfied the requirement of completion of a course
of study in financial management shall be deter-
mined in the sole discretion of [insert name]. &
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