Chapter 8 
Trusts
CFP® Certification Examination Principal Topic Covered in This Chapter:
Types, Features, and Taxation of Trusts
· Classification
· Simple and complex
· Revocable and irrevocable
· Inter-vivos and testamentary
Types and basic provisions
· Spendthrift trust
· Pour-over trust
· Sprinkle and spray provisions

Trust beneficiaries: Income and remainder

Rule against perpetuities
Estate and gift taxation
Learning Objectives
To ensure you have a solid understanding of the various types of trust and planning strategies available, the following learning objectives are addressed in this chapter:
•
Define and describe the uses of the four types of trusts, including revocable, irrevocable, inter-vivos, and testamentary.
•
Describe the basic components of trusts, including identifying the parties to a trust.

•
Recognize various trust provisions and their purpose within a trust.

•
Identify and explain the operating terms of a trust and the dispositive provisions of a trust. 
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Overview
A trust is a fiduciary relationship in which property is held by one (or more) person(s) for the benefit of one (or more) person(s). The person creating the trust is generally called a settlor, trustor, or grantor. The grantor typically executes a trust document and transfers property to the person who will be responsible for administering the terms of the trust, who is called a trustee. The trustee receives title to the trust property and generally manages and distributes income according to the terms of the trust. The person for whose benefit the trustee administers the trust is called a beneficiary. The beneficiary receives the direct or indirect benefit of the use of income from and/or principal of the trust property. The property held in trust is often called the trust corpus or res.
There are many different types and features of trusts. A trust can provide for the management of property, the accumulation or distributions of income to beneficiaries, the distribution of the trust corpus to beneficiaries, the withdrawal powers of beneficiaries, and other powers of appointment.
It is important for financial planners to understand the different types of trusts and the common provisions of trusts, which are very common estate planning instruments. To understand a client’s estate plan, a financial planner should be able to review a client’s trust and recognize the various tax and other planning strategies. The planner will also need to understand the different types of trusts to make appropriate recommendations to clients. Although only an attorney can draft a trust instrument, it is imperative that financial planners understand how to review a trust.
Practice Standard 400-1
Identifying and Evaluating Financial Planning Alternative(s)
The financial planning practitioner shall consider sufficient and relevant alternatives to the client’s current course of action in an effort to reasonably meet the client’s goals, needs and priorities. 
Parties to a Trust
Grantor
The grantor or settlor is the person who establishes a trust. There may be more than one grantor to a trust, for example with a joint trust. The grantor is the party responsible for establishing the terms of the trust, including the dispositive provisions (i.e., who gets what and when they get it). The grantor also determines other parties to the trust.  
Trustee
The trustee is the person (and/or institution) named in a trust agreement to carry out the objectives and follow the terms of the trust. More than one trustee may serve (co-trustees). A trustee can be an individual (professional or nonprofessional) or a corporate fiduciary. Because trusts can be complex legal instruments that require scrupulous attention to detail, the grantor should take great care in selecting a trustee. If the trust is an irrevocable trust, trust income tax returns may need to be filed on an annual basis, which will be the trustee’s responsibility. Moreover, a grantor typically establishes a trust to provide for a particular planning objective. He may wish to accomplish estate tax or income tax planning, to provide for the security of his beneficiaries, to protect assets from creditor claims, or provide for a special circumstance. The trustee is the party responsible for ensuring that the purpose of the trust is met and that the terms of the trust are upheld.  
The type and size of assets to be placed into the trust, as well as a client’s goals, are important considerations when selecting a trustee. A trustee should possess business judgment, honesty, and integrity. The trustee must be able and willing to exercise a high degree of care over trust property. Investment skill is necessary. Under the “prudent person” rule, a trustee will be liable to the beneficiary for losses unless he exercises the same care and skill that a person of ordinary prudence would exercise in dealing with his own property. But the Uniform Probate Code, now in effect in some form in most states, raises this standard for professional trustees by providing: “If the trustee has greater skill than that of a man of ordinary prudence, he is under a duty to exercise such skill.”
Practitioner Tip: There are significant advantages and disadvantages to naming a family member or friend as trustee. The obvious advantage is that such a person may have a working knowledge of the client and the family. A nonprofessional trustee may be indicated where the minimum fee charged by local professional fiduciaries is higher than it is feasible to pay or where the trust has relatively simple provisions or a smaller principal.
A corporate fiduciary (with or without individuals as co-trustees) is indicated when it is likely that the trust will span more than one generation. Corporate fiduciaries are also indicated when the amount placed into the trust is large and/or will require skillful and constant attention. If there is a likelihood of family conflict, corporate fiduciaries can make decisions on a more objective, disinterested basis than family members.  
One common strategy is to name an individual trustee, such as a family member or friend, to serve as co-trustee with a corporate fiduciary. This allows the individual trustee to address the personal considerations of the trust while the corporate trustee addresses business decisions.
Practitioner Tip: Because a trust can be operative for many years—often for the lifetime of a younger generation such as children or grandchildren—it is a good idea to provide flexibility for changes that may occur in the future. One way to do this is to allow the beneficiaries to remove and replace a trustee. This is particularly important if a corporate trustee is serving. Although a client may have a strong relationship with a current trustee, changes in the family situation or within the corporation can make this relationship less desirable in the future.
Client Situation
Kathy and Artie have established a trust that will benefit their children and grandchildren. The trust is designed to last through the grandchildren’s lifetimes. Kathy and Artie funded the trust with $1 million, and they anticipate that the value of the trust will grow significantly. Because the trust has significant value and none of their children or grandchildren are financial professionals aware of the importance of managing this asset, Kathy and Artie name their local bank as trustee. They are worried that the small bank they are working with may merge with a larger bank, or that their children might leave their hometown, making working with the bank they have selected less attractive. Kathy and Artie give their children and grandchildren the ability to remove the bank and name another corporate trustee after both Kathy and Artie have died.  

Trust Protectors
A trust protector is not a required party to a trust but is sometimes used in trust planning. A trust protector may also be referred to as a special trustee or trust advisor. A grantor can name a trust protector to provide greater flexibility for carrying out trust provisions in the future. The trust protector can adapt various trust provisions as determined when the grantor establishes the trust to provide for changes in tax law or beneficiary circumstances. Some of the powers that a trust protector may be given include the ability to terminate the trust, reduce or accelerate distributions to a beneficiary, name additional beneficiaries, remove beneficiaries, remove or replace a corporate trustee, make changes to the trust to take advantage of changes in tax laws, or change the situs or location of the trust to a jurisdiction that is more favorable for asset protection, or terminate the trust.
Trust protectors are beneficial when a trust will not be funded until after a grantor’s death, will continue past the grantor’s death, or in an irrevocable trust where the grantor has not retained the right to change trust beneficiaries. The trust protector can make personal decisions for the trust or beneficiaries in lieu of the grantor. Appointing a trust protector to make such decisions enables the grantor to have these changes made without bringing the assets back into the grantor’s estate. However, if the grantor is actually controlling the disposition of trust assets through the trust protector, then there is a risk that the assets will be included in the grantor’s estate.  
Trust Beneficiaries
Trust interests are often split into an income interest and a remainder interest. A beneficiary with an income interest generally receives income from the property for a fixed period of years, for life, or until the occurrence (or nonoccurrence) of a particular event. The beneficiary with the remainder interest is the ultimate beneficiary of trust property and receives the property when the income interest ends.

Income Beneficiary for a Term of Years 
The income beneficiary of a trust has the right to receive trust income for a number of years, as stipulated in the trust document. The income interest is a present-interest gift, and the donor can use an annual exclusion to offset a taxable gift based on the present value of the income interest.

Client Situation
Ann transfers $150,000 into a trust today. The trust has two beneficiaries, Ann’s sister Janet and her son Bill. Income will be distributed to Janet annually for the next 10 years. After that, the trust corpus and income interest will be available to Bill. Janet is the income beneficiary and Bill is the remainder beneficiary.
To calculate each party’s respective interest, the present value of Bill’s remainder interest will be subtracted from Ann’s gift. Using an HP12C Calculator, and assuming a 4% interest rate, the calculation can be performed as follows:  FV = $150,000, n = 10,  i = 4.0,  PV = $101,335.  
The present value (PV) of the remainder interest gift to Bill equals $101,335. This is a future-interest gift that cannot be reduced by Ann’s annual exclusion. An annual exclusion is available to a person making a gift to reduce the tax on the gift by $13,000. But it cannot be used if the person receiving the gift has to wait to use the property, which is the case with a remainder interest gift.
Janet’s income interest is determined by subtracting the remainder interest from $150,000($150,000 ˗ $101,335 = $48,665). Ann can apply an annual exclusion of $13,000 to reduce the gift tax on the income interest in the trust to $35,665. In making this gift to the trust, Ann has made a total taxable gift of $137,000 ($101,335 + $35,665).
A beneficiary who dies after his income interest ends will not have the trust assets included in his estate. If the beneficiary dies before the income term ends then his remaining interest will pass either as appointed or by will.

Income Beneficiary with a Life Estate
A beneficiary can also receive a life estate in a trust, which entitles him to receive all trust income for life. The income interest ends at the life tenant’s death and is not included in his estate. 
Client Situation
Today Paul and Rose transfer $150,000 into a trust with two beneficiaries: Paul’s father Jake, age 72, and their daughter Heather. Income will be distributed annually to Paul’s father for the remainder of his life. When Jake dies, Heather will receive the remainder of the trust property.  
To calculate the value of Jake’s income interest, assuming a 9.6% interest rate, the Single Life Valuation Table must be consulted (see Exhibit 8.1).

Exhibit 8.1 Example of Income Interest

	TABLE S (9.6)

SINGLE LIFE  FACTORS BASED ON LIFE TABLE 2000CM 

	9.6% INTEREST

	 

 Age 
	 

 Annuity 
	Life

Estate
	 

Remainder 
	 

Age
	 

Annuity
	Life

Estate
	 

Remainder

	72    
	6.2356
	0.59862
	0.40138


Calculate the PV of Jake’s income interest by finding his age on the valuation table.  Because Jake’s income interest is a life estate factor, the amount transferred into the trust should be multiplied by the life estate factor ($150,000 × .59862 = $89,793) to calculate the value of the father’s income interest.
The remainder interest passing to Heather can be calculated in two ways: 
1.
Multiply the remainder factor: .40138 × $150,000 = $60,207 
2.
Subtract the income interest: of $150,000 ˗ $89,793 = $60,207 
Remainder Beneficiaries in Trust 
A remainder beneficiary can have either a vested remainder interest or a contingent remainder interest. A vested remainder interest is a fixed and absolute interest. If the beneficiary dies before receiving the remainder interest, it will pass by will. With a contingent remainder interest, the right to receive trust property depends on the occurrence of a specific event.
Client Situation
In the preceding example, Heather had a vested remainder interest. Heather was the remainder beneficiary following Jake’s death. If Paul and Rose indicated that Heather would receive trust property only if she survived Jake, she would have had a contingent remainder interest.  
Practitioner Tip: When property that is the subject of a split-interest transfer is real property, the remainder beneficiary has an immediate vested interest in the property and can sell or gift the remainder interest without the life tenant’s permission. The buyer or donee of the property will have to wait until the expiration of the life tenant’s interest before he can enjoy the property.
Trust Classification
A trust can be classified under several categories: simple or complex, revocable or irrevocable, inter-vivos or testamentary. A trust will fall into one or more of these categories. For example, a trust can be a testamentary, irrevocable complex trust.  
Simple Trusts versus Complex Trusts
A trust is classified as simple or complex based on its distribution provisions. A simple trust is one where all trust income must be distributed in the year it is earned. The trustee cannot distribute trust principal or make charitable gifts. Alternatively, a complex trust can accumulate income, distribute corpus, and make gifts to charities. A complex trust qualifies as a separate tax entity that deducts income distributed and pays tax on income retained. 
Client Situation
Casey and Tom have established a trust for their daughter Caroline.  The trust provides that all income is to be paid to Caroline annually. No other distributions are permitted. This is a simple trust. They have also established a trust for their daughter Grace. The trust for Grace allows the trustee to distribute income or principal at his discretion. This is a complex trust.
Revocable Trusts versus Irrevocable Trusts
Trusts created during a grantor’s lifetime are either revocable or irrevocable; a trust created at death is irrevocable. A revocable trust is a trust in which the grantor retains the right to revoke the trust; upon revocation, property in the trust is returned to the grantor. A trust that is not revocable is irrevocable. 

Practitioner Tip: Whether a trust is revocable or irrevocable is clearly defined in the trust document. It is important to recognize whether a trust is revocable or irrevocable because of the tax consequences.  

Revocable Trusts
Revocable trusts can be funded or unfunded. This means that the grantor can transfer property to the trust either upon execution or at some later date. Revocable trusts are inter-vivos trusts, which are trusts created during a grantor’s lifetime. The grantor retains the right to revoke or amend the trust at any point in time and retains total control over trust assets. A revocable trust becomes irrevocable when the grantor, during his lifetime, relinquishes title to property placed in the trust and gives up all right to alter, amend, revoke, or terminate the trust, or when the grantor dies.
Planning with a revocable trust. The use of a “pour-over” will and revocable trust is a very common estate planning strategy. Typically, a pour-over will directs that following the grantor’s death, any assets passing by will pour into the trust. When this strategy is used, the goal is to transfer any individually titled assets from the owner’s name to the name of his trust. As long as the individual is alive, the assets remain his and he can use them as he wishes. At death, the trust becomes irrevocable and assets are disposed of per the terms of the trust. The trust contains the dispositive provisions of the decedent’s estate plan. 
Although a will can be used to dispose of assets at a decedent’s death, there are a number of benefits to using a revocable trust instead of a will to transfer assets at a client’s death. Any assets that pass by will are a matter of public record. A revocable trust provides privacy in the administration of a decedent’s affairs. Further, any assets passing per the trust are not subject to probate. This can be particularly attractive if the client lives in a state that has a more challenging probate process. It is also very attractive if the client owns property in multiple states: transferring ownership of that real property to a revocable trust will avoid ancillary probate in the second state.  
Using a revocable trust during a client’s lifetime also confers certain benefits. Revocable trusts can provide for the management of the grantor’s assets or beneficiaries’ assets if they become incapacitated. A revocable trust also allows the grantor to name a trustee to manage assets, enabling the grantor to see whether professional management by a corporate trusetee is preferred, or if the assets are managed competently by an individual trustee.

As with any planning strategy, certain considerations can offset these advantages. There may be costs associated with establishing a trust: attorney fees, transfer costs for changing title to property, and trustee fees for managing assets if the grantor elects professional asset management. Such costs can be greater than the costs of establishing a will. A revocable trust offers no creditor protection because the grantor retains too many rights and powers. The assets held in a revocable trust are subject to any creditor claims.  
A revocable trust is appropriate in a number of situations; it should be used when the grantor would like: 
· someone else to accept management responsibility for all or a portion of the grantor’s property;

· to ensure continuity of management and income flow of a business or other assets in the event of death or disability;

· to protect against the investment and asset management problems that would be brought on by his own physical or mental incapacity or legal incompetency, or the physical, mental, or emotional incapacity or legal incompetency of beneficiaries;

· privacy in the handling and administration of his assets during lifetime and at death;

· to minimize estate administration costs and delay at death by avoiding probate;

· to see how efficient, competent, and costly the trust (and the trustee) is in operation;

· to avoid ancillary administration of assets situated in other states by placing title to those assets in the trustee of a revocable living trust;

· to reduce the potential for an election against, or a contest of, the will. However, in some states, the statutory estate that can be elected against is expanded to include revocable living trusts; or

· to select the state law under which the provisions of the dispositive document will be governed.

Tax consequences of the revocable trust. Because the grantor of the revocable trust retains the right to revoke or amend it, he still maintains control of the trust principal; therefore, all income generated by the property held in trust is taxable to the grantor. No gift tax is generated by establishing or funding a revocable trust because the gift is not completed until the trust becomes irrevocable. Because the grantor has not irrevocably disposed of any assets, the entire trust corpus is included in the grantor’s estate for federal estate tax purposes. 
Client Situation
Kim has established an estate plan consisting of a will and a pour-over trust. Kim transfers ownership of her home and her investment account to her trust. She has not transferred ownership of her money market account at her local bank to her trust. Following her death, the money market account will pass to her trust per the terms of her will. This asset will be subject to probate. Kim’s home and her investment account will not be subject to probate because they are already owned by her trust. All assets will pass to the beneficiaries named in Kim’s trust. While she is alive, Kim has to pay income tax on income earned on her investment account because it was held in a revocable trust. All assets will be included in Kim’s taxable estate.
Irrevocable Trusts

Unlike a revocable trust, an irrevocable trust must be funded to legally exist. An irrevocable trust is created by a grantor during his lifetime and is funded during his lifetime. When a grantor creates an irrevocable trust, he no longer owns the trust property, he retains no control of the trust property, and he cannot change the terms of the trust.
Although irrevocable trusts generally cannot be changed, some states permit changes to the trust if all of the people who have an interest in the trust agree, or if a court approves the change. In some states, the trustee may be permitted to make administrative changes as well.

Planning with an Irrevocable Trust. Irrevocable trusts are used to accomplish many different planning objectives. Some of the more common types of irrevocable trusts include:  
· An irrevocable life insurance trust (ILIT), which holds life insurance policies on an insured’s life;

· A Crummey trust, which can be used as the recipient of annual exclusion gifts or larger taxable gifts;

· A qualified personal residence trust (QPRT), which is used to transfer a grantor’s primary residence or vacation home;

· A grantor retained annuity trust (GRAT), which is used to transfer the appreciation on an asset to children or other relatives;

· A special or supplemental needs trust (SNT), which is used to preserve a beneficiary’s government assistance;

· A dynasty trust, which is used to leave assets in trust in perpetuity for many generations; and

· An intentionally defective grantor trust (IDGT), which is used to transfer assets to children or other beneficiaries while allowing the grantor to retain certain powers or control over trust property.

Tax Consequences of an Irrevocable Trust The grantor of an irrevocable trust generally makes a gift upon transfer of property to an irrevocable trust. Assuming the grantor has not retained any control over the trust, the value of the assets will not be included in the grantor’s estate. Whether the grantor is taxed upon trust income or whether the irrevocable trust is includable in the grantor's estate generally depends on what interests the grantor has in the irrevocable trust. Under certain circumstances, property that a grantor gifts to an irrevocable trust can be included in the grantor’s estate at his death. Some of these circumstances include:
· When the grantor retains a life estate, a right to trust income, or a right to use or enjoy trust property. (IRC § 2036).

· When the grantor retains a reversionary interest valued at greater than 5%, the value of the reversionary interest will be included in the estate (IRC § 2037).

· When the grantor retains a general power of appointment over trust assets either during lifetime or at death. 
· When the grantor dies within three years of transferring a life insurance policy to a trust, or if the grantor has retained any incidents of ownership in a policy that is owned by the irrevocable trust. 
· When the grantor retains the right to change trust beneficiaries, add new trust beneficiaries, or alter a beneficiary’s interest (IRC § 2038).  
· When trust principal or income can be used to discharge the grantor’s legal obligations, such as child support.
If the trust is a grantor trust as classified by IRC §§ 674–677, income will be taxed to the grantor and may be included in the grantor’s estate. If the trust is not a grantor trust, income generated by trust assets will be taxed to the trust and distributions to the beneficiaries are taxable to the beneficiaries.  
Inter-vivos Trusts versus Testamentary Trusts
A testamentary trust is a trust created at the decedent’s death per the terms of his will. Assets passing by will to a testamentary trust are subject to probate at the grantor's death and potentially continuing after death, and any assets passing by testamentary trust are a matter of public record. Assets passing from the decedent’s will to the testamentary trust are included in the decedent’s probate estate.
On the other hand, trusts created during lifetime (inter-vivos trusts) are established during the grantor’s lifetime (when the grantor is alive). Assets passing by inter-vivos trust generally are not subject to probate. Assets may be taxed in the decedent’s estate depending on whether the trust is revocable or irrevocable. An inter-vivos trust can be established for a limited period of time and last until the occurrence or nonoccurrence of a specific event, or it can continue after the death of the grantor.

Common Types of Trusts and Trust Provisions
Distribution Provisions
Assets in trust can be left to beneficiaries in many different ways. A grantor should carefully consider the manner in which he wishes to leave assets to his beneficiaries. Factors to consider include the beneficiary’s financial position, financial knowledge, and ability to handle the receipt of assets. The trustee is the party responsible for making distributions to beneficiaries. If a trustee has the discretion to make distributions to beneficiaries, the grantor should provide guidance for the trustee. For example, the trustee may be permitted to make distributions of principal or income for a beneficiary’s health, education, maintenance, or support (HEMS). This is an example of a discretionary provision known as an ascertainable standard.  
The trustee may also be instructed to make distributions to support the beneficiary. When a trust contains support provisions, the trustee will distribute as much income or principal as necessary to discharge the grantor’s legal obligation of support for the trust beneficiaries. Support trusts are used in divorce situations to provide a fixed stream of income to the custodial parent on behalf of the children, and it ends when the youngest child is 21.
Trusts can also provide sprinkle and spray provisions. A sprinkle provision in a trust gives a trustee discretionary authority to allocate income to beneficiaries in an equal or unequal manner. A spray trust authorizes a trustee to distribute some or all of the income or corpus to beneficiaries in equal or unequal amounts. 

Spendthrift Provisions or Spendthrift Trust
In a broad sense, a spendthrift clause is a provision in a trust in which the grantor attempts to provide funds to a beneficiary while limiting the ability of the beneficiary to squander the funds or creditors of the beneficiary from reaching the funds. Spendthrift provisions could include any of the following: (1) prohibiting the beneficiary from transferring the beneficiary's interest; (2) forfeiting a beneficiary's interest if the beneficiary attempts to transfer that interest; (3) distributions of income or principal to a beneficiary are limited to the beneficiary’s support (possibly, limited to distributions on behalf of the beneficiary for support rather than distributions directly to the beneficiary); (4) distributions to a beneficiary at the trustee's discretion; or (5) a prohibition against creditors reaching the beneficiary's interest.

States differ considerably as to when a creditor of a beneficiary can reach the beneficiary's trust interest. Unless the trust document or state law provides otherwise, a creditor of a beneficiary can generally reach the beneficiary's trust interest.

State laws generally attempt to restrict a grantor’s ability to prevent creditors from reaching a beneficiary's interest in one of the following ways: (1) no restriction, creditor can reach trust interest; (2) creditor can reach amount not needed by beneficiary for support; (3) creditor can reach amount above some dollar amount; or (4) creditor cannot reach trust property.

Trust Jurisdiction or Situs
Theoretically, the law of any state with which a trust has contact could apply. Such states could include the state where the grantor resided upon creation of the trust, where the trustee is located or resides, where trust property is located (especially with regard to real estate), or where the beneficiaries reside. The grantor may specify in the trust document the state whose laws are to be applied to the operation and termination of the trust. Also, the grantor can permit the trustees to “move” the trust to another state, in which case the laws of the new state will apply. This is called changing the situs of the trust.
Rule Against Perpetuities
Some states allow for perpetual or dynasty trusts that can last indefinitely. However, many states limit the duration of trusts. The rule against perpetuities is a statutory limit on the duration of trusts that provides that a beneficiary’s interests in a trust must generally vest within the period allowed. For example, all members of a class must generally be ascertainable immediately or within the period allowed for in the rule against perpetuities. And a beneficiary must generally be born within the period allowed for in the rule against perpetuities.
The common-law version of the rule against perpetuities generally provides that interests in property must vest no later than a life in being plus 21 years (plus a gestation period, if necessary). This means that the trust must terminate no more than 21 years plus 9 months after the death of the last trust beneficiary alive at the time the trust was created. Interests that did not vest within the rule against perpetuities at the creation of a trust would be void. Many states have a version of the common-law rule against perpetuities (sometimes codified). Other states have adopted a “wait-and-see”' approach; that is, an interest is void only if the interest actually fails to vest within the perpetuities period. The Uniform Statutory Rule Against Perpetuities (1990) (some version of which is in effect in approximately one-half the states) provides that a non-vested interest is invalid unless (1) as of the date of the creation of the trust, the interest is certain to vest or terminate within a period measured by a life in being plus 21 years (plus a gestation period, if necessary); or (2) the interest either vests or terminates within 90 years of its creation. Some states have eliminated the rule against perpetuities.
Trusts should be drafted to comply with the rule against perpetuities if applicable in the state whose laws govern the trust documents. A clause may also be inserted that provides that any interest must vest within the time provided by the rule against perpetuities. 
Pour-over Trust
A pour-over trust is a revocable or irrevocable inter-vivos trust created to receive and consolidate assets passing from a decedent’s will or property outside of probate (such as life insurance death benefits, pension plans, and IRA assets).  
Chapter Highlights

· A trust is a legal entity. The parties to a trust have a fiduciary relationship. The grantor transfers property to the trustee, who manages the assets and distributes trust property to the beneficiaries per the terms of the trust.

· A grantor should carefully select a trustee based on the terms of the trust, the trust property, and the beneficiaries’ needs and capabilities.

· Trust beneficiaries can have an income interest or a remainder interest.

· Trusts can be revocable (meaning the grantor can change all or part of the trust and can take all assets out of the trust) or they can be irrevocable and cannot be changed.

· Revocable trusts are common estate planning instruments that accomplish many goals including privacy, avoidance of probate, control over distributions to beneficiaries, and terms for continued control and management of assets.

· Income generated from assets held in a revocable trust is taxed to the grantor. There is no gift tax consequence for a grantor funding a revocable trust because he has not given up control of the trust property. Assets held in a revocable trust are included in a grantor’s estate at his death.

· When an irrevocable trust has been funded, the grantor has made a completed gift to the trust that may be subject to gift tax. Income generated from assets in the trust will be taxed to the grantor if the trust is a Grantor Trust, or to the trust. Distributions to beneficiaries are taxed to the beneficiaries.  

· Inter-vivos trusts are created during a grantor’s lifetime, and assets passing per the terms of the trust will not be subject to probate. Testamentary trusts are established under the terms of a decedent’s will, and assets are subject to probate.

· Trusts outline the terms of distribution of trust property. Property may be distributed on a discretionary basis; the trustee can sprinkle or spray trust income among trust beneficiaries.

· Spendthrift provisions may be added to a trust to protect trust assets from being exhausted by beneficiaries or the creditors of beneficiaries.

· The rule against perpetuities is a statutory limitation on the duration of a trust. The common-law rule against perpetuities allows trusts to last for 21 years and 9 months after the death of the last trust beneficiary.
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Review Questions

8-1. All of the following statements concerning a testamentary trust are correct except:
A.
Its provisions are included in a decedent’s will.
B.
It saves probate costs.
C.
It is revocable until the death of the testator.
D.
It becomes irrevocable once it becomes operative.

8-2. Which of the following is not an advantage of a revocable trust?

A.
Assets passing per the terms of a revocable trust will not be subject to probate.
B.
Assets passing per the terms of a revocable trust will not be included in a decedent’s gross estate.
C.
A revocable trust offers privacy.
D.
A revocable trust may provide for incapacity.
8-3. Which of the following is an example of a discretionary provision?

A.
The trustee is instructed to distribute income to the beneficiaries annually.
B.
The trustee is instructed to distribute a certain dollar amount of principal annually.  

C.
The trustee is instructed to make distributions for a beneficiary’s health, education, maintenance, or support.
D.
The trustee is directed to pay income or principal upon the beneficiary’s request.

8-4. A financial planner notes the following during a meeting. Her client’s estate planning goals are to provide for her two children. One of the children is a successful physician and was recently sued by a patient for medical malpractice. The other child has a gambling problem and is having a hard time managing his assets. Which of the following strategies is most appropriate to provide for her needs?
A.
A trust giving the trustee the ability to sprinkle and spray trust property.

B.
A trust containing spendthrift provisions.

C.
Outright distribution of trust property to the children.

D.
Passing all assets to a Pour-over Trust.
       8-5:  Which of the following statements is correct?

A. Only individuals can be beneficiaries of a revocable trust.

B. Assets transferred to a revocable trust cannot be used by the grantor of the trust.

C. An irrevocable trust allows the grantor to change trust terms as he wishes.

D. A testamentary trust becomes irrevocable at the decedent’s death.

�This should be included in the client situation
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