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Estate Planning 
Nuances of 
Revocable Trusts
Planning Opportunities After a 
Grantor's Death



“Broken Trusts”

Current jurisdiction provides limited asset protection

Beneficiary makes bad choices

Beneficiary develops special needs

Ademption, Lapse or Abatement

Failed formula clause

Drafting Error

Tax apportionment clauses

Trustee Removal, Replacement and Succession



Current 
jurisdiction 
provides limited 
asset protection

Trust becomes irrevocable because 
of the death of the Trustor

Current Trust Jurisdiction is 
California

Trustee desires to move Trust 
Jurisdiction to Nevada to increase 
asset protection



Special Needs 
Arise

Trust becomes irrevocable because of the death of the 
Trustor

Trust requires the trustee to distribute trust principal to 
Brittany when Brittany attains age 35

Brittany has attained age 36, but the trustee has not yet 
distributed trust principal

Brittany is now a person with a disability and receives, or may 
receive, means-tested public benefits

The Trustee now desires to alter Brittany’s bequest, so that it 
does not undermine her continued receipt of public benefits



Beneficiary 
makes bad 
choices

Trust becomes irrevocable because of the death 
of the Trustor 

It requires the trustee to distribute trust 
principal to Charlie when Charlie attains age 25

Assume C has attained age 26, but the trustee 
has not yet distributed trust principal to Charlie

Charlie now has a serious drug habit



Ademption

Ademption occurs when identified 
property is no longer in the 
testator’s estate at the time of death 

Trust provides that the trustor’s 
2007 Ford is to be distributed to his 
daughter,  Denise

When trustor passed away in 2021, 
the Ford has long been in the 
junkyard



Lapse

If the beneficiary predeceases the trustor, then the gift lapses

When a residuary bequest lapses and there is no backup or 
co-beneficiary, the residuary will be distributed under the rules of 
intestacy 

The rules of intestacy don’t always represent the wishes of the 
trustor

For example, a residuary bequest may name “my children who 
survive me, or, if no children of mine survive me then my 
grandchildren who survive me.” If no named residuary beneficiary is 
alive, then those assets are simply not provided for by the trust



Abatement

Sometimes, estates simply don’t 
have the resources to pay for the 
administration expenses, creditors’ 
claims and all the cash bequests 
made by the trust

The rules of abatement allocate 
resources when they are 
insufficient to satisfy all gifts 
provided in the trust



Failed Formula 
Clause

Older estate plans commonly use a formula 
funding clause to divide assets between a 
credit shelter trust and the surviving spouse

For example, A Trust document drafted in 
2002, when the estate tax exemption was 
significantly lower

Tax Cuts and Jobs Act doubled the estate tax 
exemption, trusts using these old formulas 
may have the unintended consequence of 
disinheriting the spouse



Drafting Errors

Only naming a single beneficiary

Having a very limited pool of beneficiaries

May never cause a problem at all if the intention 
is for the trust to be wound up fairly quickly after 
the trustor’s death

Problems arise where the trust carries on for a 
prolonged period and inevitably the beneficiaries 
die, eventually leaving a sole beneficiary



Mistake in Tax 
Apportionment 
Clause

An apportionment 
clause specifies how 
the estate tax burden 

will be allocated among 
your beneficiaries

Omission of this clause, 
or failure to word it 

carefully, may result in 
unintended 

consequences



Trustee Removal, 
Replacement and 
Succession

As a trust moves into its second or third 
generation, it’s inevitable that some beneficiary 
will be unhappy with the trustee

Poorly-drafted trust agreements may not 
include a mechanism for replacing trustees as 
and when needed

In the past the only grounds for that kind of suit 
was a showing of some kind of malfeasance or 
negligence

This litigation is fraught with uncertainty and 
usually very expensive 



Advantages of 
Fixing Broken 
Trusts

Trusts as Wealth Accumulation, 
Preservation, and Transmission Tools

Asset protection trust is frequently 
preferable to an outright inheritance

Produce optimal estate and 
generation-skipping tax results

Reduction in estate and generation-
skipping tax



Trusts as Wealth 
Accumulation, 
Preservation, and 
Transmission 
Tools

Common Misconceptions:

Trusts add unnecessary complexity 

Trust cost too much

Perceived advantage of an outright 
inheritance

Greater income tax burden



Trusts: 

The Reality

Properly planned, drafted, 
and administered trusts 
remain one of the most 
effective and important 

tools in estate and 
financial planning

Asset protection trust is 
frequently preferable to 
an outright inheritance

Powers of appointment
Produce optimal estate 
and generation-skipping 

tax results

Reduction in estate and 
generation-skipping tax



Trusts can be drafted in such a way that the trust 
beneficiary is the sole trustee

Power to make any 
investment that an 
individual could 
make with the 
individual’s own 
property

1

Power to withdraw 
trust income and 
principal for health, 
education, 
maintenance, and 
support

2

Power to make gifts 
to others, either 
during the 
beneficiary’s 
lifetime or at the 
beneficiary’s death 

3

Power of 
appointment

4

Protect 
beneficiaries from 
their inability, 
disability, creditors, 
and predators

5



Use of Trusts in Tax Planning

Trusts can be 
designed to permit 
the passage of 
significant wealth 
through multiple 
generations

1

Avoid imposition of 
transfer taxes

2

Defer and even 
reduce the amount 
of estate and 
generation-skipping 
taxes

3

Trusts will remain 
powerful planning 
tools

4

Trust permits 
wealth to be 
transferred without 
gift tax 
consequences

5



Selecting the 
Term of the 
Trust

Grantor retained annuity trusts 
(GRATs), qualified personal residence 

trusts, charitable remainder trusts 
(CRTs), and charitable lead trusts either 

require that the trust not exceed a 
certain 

Structure trusts to last for the 
maximum length of time permitted by 
laws restricting the duration of trusts 
are usually found in some version of 

the common law rule against 
perpetuities, either contained in the 

common law of the state or in the state 
statutes of such state

South Dakota, Delaware, and Alaska, as 
well as many foreign tax haven 

jurisdictions, such as the Cayman 
Islands, the Isle of Man, the Cook 
Islands, Bermuda, the Bahamas, 
Liechtenstein, and others, have 

completely repealed the rule against 
perpetuities.

Most clients are just not that interested 
in building a large wealth holding entity 

that is designed to benefit future 
descendants more than three or four 

generations into the future



Factors to be 
considered in 
determining 
whether an 
asset should be 
transferred to 
beneficiaries in 
trust

Beneficiaries’ ability 
or willingness to 

properly manage the 
trust property

beneficiaries’ current 
or future lack of legal 
capacity to manage 
the trust property 

Beneficiaries’ 
capacity to be 
unreasonably 

influenced by others

Beneficiary may 
become subject to a 
divorce proceeding

Beneficiary may 
become a party to a 

paternity suit

Beneficiary may 
become subject to 
significant creditor 

claims



Trusts can 
provide the 
following 
benefits for 
beneficiaries

Required distributions of income 
(note that these are subject to 
the claims of creditors, and, in 

most cases, there is no 
advantage to requiring a trustee 

to distribute trust income to a 
beneficiary)

Discretionary distributions of 
income and principal for various 

purposes, including health, 
education, maintenance, and 

support

Trust purchases of assets for use 
by beneficiaries, which can 

insulate such assets from the 
claims of creditors and provide 

many of the other benefits

Ability of the beneficiary to 
participate in trust investment 

decisions 

Ability to educate beneficiaries 
about the accumulation, 

management, preservation, and 
distribution of wealth through 

meetings with professional 
trustees and money managers;

Power of appointment 

professional trustee can be hired 
at a cost that does not 

significantly exceed that of 
hiring a professional money 

manager to manage the 
investment;

protection for the beneficiary 
from the disastrous 

consequences of business and 
financial decisions that turn out, 

with benefit of hindsight, to 
have been unwise;

Elimination, deferral, and 
reduction in taxation



Trustee Selection 
and Removal

Investment Functions: Investment functions of the trustee include 
the exercise of discretionary authority to determine investment 
objectives, decide asset allocation, and implement day-to-day 
investment decisions.

Dispositive Function: The dispositive function of trustees involves 
the determination whether and to what extent distributions should 
be made to beneficiaries, in accordance with the provisions of the 
trust instrument.

Protective Function: The protective function of trustees involves the 
review of the other trustee functions described above and may 
include the ability to remove and replace trustees, to appoint 
trustees if there is no trustee then acting, to move the trust from 
one place of administration to another, or to amend the trust to 
comply with certain tax rules and regulations. 



EXAMPLE

A family may appoint a trust company as administrative and 
investment trustee and grant the dispositive function to the trust 
company and one or more individual trustees. 

If the individual trustees are also beneficiaries, then their 
dispositive power should be limited to distributions for their own or 
others’ health, education, maintenance, and support and without 
discharging the trustee’s obligation to support other trust 
beneficiaries under state law, to prevent undesirable tax 
consequences. 

A different individual, such as the family attorney or accountant, or 
the CFO of the client’s business, may be appointed as trust 
protector to monitor the activities of the trustees and respond to 
the beneficiaries’ concerns.



Choosing an 
Appropriate 
Situs for a Trust

Whether the state imposes an 
income tax on trusts 

administered within that state

Restrictions on the duration of 
the trust

Experience and financial 
expertise possessed by 

trustees who are authorized 
to do business in the chosen 

state

Sophisticated financial 
institutions and corporate 

fiduciaries are authorized to 
do business in multiple states, 

this is not as significant of a 
barrier as it may have been 

formerly



Common types 
of trusts which 
are used for 
estate planning 

Charitable remainder trusts; Charitable lead trusts; Credit shelter trusts;

Generation-skipping exempt 
trusts;

Generation-skipping non-
exempt trusts;

Annual exclusion trusts, 
including irrevocable trusts 

designed primarily to hold life 
insurance;

Intentionally created grantor 
trusts;

Alaska community property 
trusts; and

Self-settled spendthrift trusts, 
created in Alaska, Delaware, 
Rhode Island, Nevada, and in 

many foreign tax haven 
jurisdictions.



IRC Section 676

IRC Section 676 provides that revocable trusts 
and certain irrevocable trust are grantor trusts.

676(a) General rule. The grantor shall be treated 
as the owner of any portion of a trust, whether 
or not he is treated as such owner under any 
other provision of this part, where at any time 
the power to revest in the grantor title to such 
portion is exercisable by the grantor or a 
nonadverse party, or both



Revocable trusts 
are 
"tax-transparent" 

The assets of the trust are includible in the grantor's 
estate for estate tax purposes (IRC section 2038)

Transfers to the trust during the grantor's life are 
incomplete gifts for gift tax purposes [Treasury 
Regulations section 25 .2511-2( c)] and therefore do not 
give rise to gift tax or to a gift tax return filing obligation

The trust is a grantor trust for income tax purposes during 
the grantor's life (IRC section 676), so all items of income, 
gain, and loss are reportable on the grantor’s income tax 
return.



Section 645 
Election

The trust ceases to be a grantor trust once the grantor of a revocable trust dies

Trust becomes a separate taxpayer with its own reporting obligations

Section 645 election reduces the number of separate returns

Section 645 permits the trustee of a formerly revocable trust and the executor of the 
grantor's estate to jointly elect to treat the trust as part of the estate for income tax 
purposes [IRC section 645(a)]

The election can remain in place for two years from the date of death, if no federal estate 
tax return is required, or for six months after the final determination of the estate tax 
liability if a federal estate tax return is required to be filed [IRC section 645(b)(2)]. 

To make the election, Form 8855 must be filed for the estate's first income tax return by its 
due date, including extensions [IRC section 645(c)]



Fiscal year 
Election

An estate unlike a trust, an estate can elect a fiscal 
year (IRC section 644)

The longest permitted fiscal year is generally the 
one that commences with the first of the month 
in which death occurred

The formerly revocable trust can usually push off 
its obligation to pay tax by making this election 

All estates, but not all revocable trusts, are 
exempt from paying estimated taxes for two years 
from the date of death [IRC section 6654(1)(2)]



Benefits for 
Foreign Estates

Any decedent whose estate would be a foreign 
estate [IRC section 770l(a)(3l)(A)], electing to treat 
the formerly revocable trust as part of the estate 
has two highly significant potential benefits:

Foreign estates and their beneficiaries are not 
subject to U.S. income tax on their foreign source 
income (IRC section 641 (b ),643(a)(6)]

Foreign estates, unlike foreign trusts, are not subject 
to the throwback rules applicable to undistributed 
net income [IRC section 665(a)]



Solutions to Fix a 
Broken Trust

Construction, Modification or Reformation

Power to Adjust and/or Convert to Unitrust

Powers of Appointment

Decanting Powers

Power to Change Situs or Applicable Law

Directed Trusts, Trust Advisors and Trust Protectors

Nonjudicial Settlements



Grantor Trust 
Powers: Roger

Irrevocable Trusts

Complex Trust Rules & Administration

Grantor Trust Powers IRC 671-677

Surviving Spouse Power to Amend

Grantor Trust for Income Tax Purposes

Grantor Trusts for Heirs

Trust Tax Returns



Trust Decanting

Permitted in 29 States

Uniform Trust Decanting Act: 12 States

Pour Assets from Old Trust into New Trust

Delaware Section 3528 Power to Invade

Move Trust to State To Permit Decanting

Notice and Consent of Beneficiaries

Use to Change ILITS

Purchase of ILIT Assets



Exercise Powers 
of Appointment

General Powers of Appointment & GSTT

Limited (or Special) Powers of Appointment

Surviving Spouse Family Trust (Limited)

Surviving Spouse Marital Trust (Limited or General)

Inheritance by Spouse of Child

GST Non-Exempt Trust Share (General)

GST Exempt Share (Limited)

Limited: Designated Classes, Percentages, Trust or not



Trust Mergers

Traditional Family Credit Shelter Trust

Allocations, Trust Tax Returns, Ascertainable Standards and No Step up in Basis on 
Second Death

Trust Documents Usually permit a Merger

Uniform Trust Code 

Irrevocable into Revocable

Same Trustees and Beneficiaries

Notice to and Consent of Beneficiaries

No trust administration or tax return for Merged Trust of Surviving Spouse

Use to Merge Multiple Trusts for Children



Trust Protector 
Powers

Appointment of Trust Protector

Power to Grant General Power of Appointment

Grant of Power: Estate Inclusion

Obtain Second Step Up in Basis

Use in Estates of Second Marriages

Step Up for Selected Assets

Clarify or Extend Powers of Trustee



Contribution of 
Assets

Commercial Real Estate; Start Up Company Stocks

Trust poor format for Management of a Business

Contribute Trust Assets to LLC

Trust becomes sole Member

Manager of LLC No membership interests

Delaware Trustee Accepts Directed Trustee Status



Distribution of 
Assets

Last Resort: No Other Solution

Distribute Assets

Close Trust

Lose: Asset Protection, Generation Skipping, Tax 
Exclusion from Estate of Children

Could Trigger Income Tax

Could Trigger GST Taxation



Petition a Court 
for Modification

Permitted in 36 States under Uniform Trust 
Code

Modification, Reformation, Termination in 
Delaware

UTC allows Modification, Termination for 
Charitable and Non-Charitable Trusts

Tax Changes, Beneficiary Changes, 
Uneconomic Trusts, Errors in Trust Instrument

Show Change is Necessary and Consistent 
with Overall Trust Objectives. 



Trash the Trust

Husband and Wife Do Two Separate Trusts Years Ago

Husband Dies

Wife Ignores Trust and Allocates all assets to her name

No trust administration, no tax returns, no portability

99% of Estates No Federal Estate Tax

Step Up in Basis on Second Death

Role of Professionals

Very Common


