DRAFTING A CONDUIT SUBTRUST

Sample Conduit Trust as subtrust in a revocable trust

Note: This is a supporting document written by Steven E. Trytten for his article “Got Stretch-Out” in the July 2009 Trusts & Estates

The following clauses illustrate how a conduit trust could be provided at a Settlor’s death for his or her children under the Settlor’s revocable trust.

2.5
Division Into Shares. Upon the death of the Settlor, the Trustee shall divide the remaining assets in such manner as will create, in the aggregate, equal shares consisting of one such share for each child of the Settlor who is then living and one such share for each child of the Settlor who is then deceased but has descendants then living. Each share set aside for a child of the Settlor who is then deceased but has descendants then living shall be further divided into shares for such descendants on the principle of representation. Each share set aside for a child or more remote descendant of the Settlor (each child or more remote descendant is sometimes referred to as the “Beneficiary” of his or her trust) shall constitute a separate trust to be held and distributed in the manner set forth in Section 2.6 unless such Beneficiary shall have then attained Thirty-Five (35) years of age, in which case such Beneficiary’s share shall be distributed to him or her outright and free of trust. If no descendant of the Settlor is then living, the Trustee shall distribute the trust estate in the manner set forth in Section 2.7 below.

2.6
Trusts for Children and More Remote Descendants. Each trust for a Beneficiary shall commence upon the first receipt of property by the Trustee. Such property and any subsequent additions of property shall constitute the trust estate, which shall be held, administered and distributed pursuant to this Section 2.6.

Steve suggests indenting the subparagraphs to make the outline structure of the form clearer:
2.6.1
Distribution of Income and Principal - In General. The Trustee shall distribute, from time to time, to or for the benefit of each Beneficiary so much of the net income and principal of assets (other than Stretch-Out Retirement Account assets) held in such Beneficiary’s trust as in the reasonable discretion of the Trustee may be required for the health, support or education of such Beneficiary, taking into account the Beneficiary’s other resources, including “conduit distributions” made or anticipated under Section 2.6.2.

2.6.2
“Conduit Distributions” From Stretch-Out Retirement Accounts. To the extent the Trustee receives distributions from a Stretch-Out Retirement Account as to which the Beneficiary is the Stretch-Out Retirement Beneficiary (as these terms are defined in Sections 12.16 and 12.17), the Trustee shall distribute to or apply for the benefit of the Beneficiary all of said distributions (net of expenses, and net of income, estate, inheritance, generation-skipping transfer tax, or any other tax, to the extent said expenses and taxes are properly allocable to distributions received or to the balance remaining in said Stretch-Out Retirement Account), for as long as the Beneficiary shall live or until the earlier termination of his or her trust.

2.6.3
Limitations on Trustee’s Power to Take Distributions. For so long as the Beneficiary is the Stretch-Out Retirement Beneficiary of a Stretch-Out Retirement Account, the following individuals, while serving as Trustee, are prohibited from withdrawing “Excess Distributions” from said Stretch-Out Retirement Account, and said power shall be reserved to others acting jointly as Trustee who are not prohibited from so acting or, if none, to the Independent Trustee:

(a)
Disclaimant. Any individual who made a qualified disclaimer of any interest in said Stretch-Out Retirement Account as to which the Beneficiary is the Stretch-Out Retirement Beneficiary. 

(b)
Individual With Obligation of Support. Any individual who owes a legal obligation of support to the Beneficiary.

(c)
Beneficiary. The Beneficiary.

For purposes of this Section, the term “Excess Distributions” refers, with respect to an interest in a Stretch-Out Retirement Account, to any distribution in excess of those amounts reasonably necessary to: (i) comply with the Minimum Distribution Rules; (ii) provide for the Beneficiary’s health, education, and support in his or her accustomed manner of living; (iii) comply with the legal obligation to pay income, estate, inheritance, generation-skipping transfer tax, or other taxes properly chargeable to distributions received from or the balance remaining in said Stretch-Out Retirement Account; and (iv) provide for payment of trust expenses properly allocable to distributions received from or the balance remaining in said Stretch-Out Retirement Account.
2.6.4
Termination. A Beneficiary’s trust shall terminate when he or she attains Thirty-Five (35) years of age, and at such time, the Trustee shall distribute the then principal of a Beneficiary’s trust to him or her outright and free of trust. For purposes of this Section 2.6.4, when the Trustee is directed to “distribute” an interest in any IRA or Roth IRA account, the Trustee is to arrange for the transfer of said interest from the trust to the Beneficiary so that the Beneficiary holds the various powers over such IRA or Roth IRA (e.g., to direct investments and withdrawals) that would otherwise be held by the Trustee, without necessarily causing a distribution of funds out of the IRA or Roth IRA account. The Trustee may postpone the termination of the trust with respect to any IRA, Roth IRA, or other Retirement Account if doing so will postpone the requirement of a distribution of funds out of said account or otherwise produce a better tax outcome for the Beneficiary, and shall continue to administer said account hereunder as if the Beneficiary had not yet attained Thirty-Five (35) years of age.

2.6.5
Limited Power of Appointment. Each Beneficiary who has attained Twenty-Five (25) years of age shall have the limited power to determine the manner in which the principal and any undistributed income of his or her trust shall be distributed at his or her death. This power may be exercised by the Beneficiary in the manner provided in Section 10.11 to provide distributions outright or in further trust in favor of any one or more of [describe permissible appointees] (other than his or her creditors, estate, or the creditors of his or her estate) as the Beneficiary shall determine.

2.6.6
Death Before Complete Distribution. Upon the death of a Beneficiary, the Trustee shall distribute said Beneficiary’s trust (including such items of property as may pass generally to said trust by reason of said Beneficiary’s death) in such manner as the Beneficiary shall have effectively appointed, and shall divide the unappointed balance of the trust into shares on the principle of representation for the then living members of the class of descendants identified earliest below with at least one class member then living:

1st  
The deceased Beneficiary’s descendants.

2nd  
If applicable, the descendants of the deceased Beneficiary’s closest ancestor who was a descendant of the Settlor.

3rd  
The descendants of the Settlor.

Each share so established for a descendant shall be distributed to him or her outright and free of trust if he or she has then attained Thirty-Five (35) years of age. Each share so established for a descendant who has not attained Thirty-Five (35) years of age shall either be added to the trust then held hereunder for him or her or, if no trust exists for him or her, shall constitute a trust to be held and distributed for him or her as provided in this Section 2.6 (each descendant shall be referred to as the “Beneficiary” of his or her trust). If none of the descendants described above are then living, the Trustee shall instead distribute said unappointed balance as provided in Section 2.6.7.

2.6.7
Alternate Heirs. If disposition be made under this Section 2.6.7, the Trustee shall distribute the affected trust estate to _________________________________.


Author’s Note: The following clause is suggested for inclusion in the “boilerplate” of most trusts.

11.15
Trust as Beneficiary of Retirement Account. The Settlor intends that each trust hereunder that owns an interest in a Retirement Account enjoy the longest possible deferral period under the Minimum Distribution Rules. Accordingly, the following shall apply:

(a)
The Trustee of a trust so designated shall, within the time limit prescribed under the Minimum Distribution Rules, deliver documentation required under said rules to the respective administrators and custodians of each Retirement Account.

(b)
For purposes of this instrument, when the Trustee is directed to “distribute” an interest in a Retirement Account to an individual or another trust, the Trustee is to arrange for the individual or trustee to hold the various powers over said Retirement Account interest (e.g., to direct investments and withdrawals) that would otherwise be held by the Trustee, and such direction shall not be interpreted as requiring a “taxable distribution” from the Retirement Account for income tax purposes.

(c)
The administrators, custodians, or other fiduciaries of the respective Retirement Accounts shall incur no liability to the trust or to any of its beneficiaries for acting upon the written instruction of the Trustee pursuant to this Section 11.15.

12.
Definitions. (The following are selected definitions relating to retirement plan issues.)
12.8
Minimum Distribution Rules. The term “Minimum Distribution Rules” refers to the rules of IRC Section 401(a)(9).

12.10
Retirement Account. The term “Retirement Account” refers to a Tax-Advantaged Account that is subject to the Minimum Distribution Rules. 

12.16
Stretch-Out Retirement Account. The term “Stretch-Out Retirement Account” refers, with respect to a trust hereunder, to an interest in a Retirement Account that satisfies the following conditions: (i) the interest in the Retirement Account (or a successor Retirement Account, e.g. an inherited IRA that receives a rollover from a qualified retirement plan) became part of the trust by reason of the Settlor’s death (or the death of another, depending on the context); and (ii) the provisions governing the Retirement Account permit the Trustee of the trust to take distributions following the year of death of the post-death balance of the interest over the life expectancy of a trust beneficiary (or the oldest member of a group of individuals determined under the Minimum Distribution Rules to which a trust beneficiary belongs), assuming said trust otherwise qualifies to do so under the Minimum Distribution Rules. 

12.17
Stretch-Out Retirement Beneficiary. The term “Stretch-Out Retirement Beneficiary” refers, with respect to a trust hereunder that owns an interest in a “Stretch-Out Retirement Account,” to the trust beneficiary whose life expectancy is or will be used in determining the timing and amount of post-death distributions (or whose life expectancy would have been so used if he or she was the oldest member of the group of individuals determined under the Minimum Distribution Rules to which he or she belongs).

12.18
Tax-Advantaged Account. The term “Tax-Advantaged Account” refers to any plan, contract, or other arrangement (other than a life insurance contract) that is allowed under the Internal Revenue Code to accumulate any part of its income in a tax-advantaged manner (e.g., income tax-deferred or income tax free) for the benefit of an owner, beneficiary, or successor, and includes, by way of example and not limitation, a qualified or non-qualified annuity, a deferred compensation plan, or a retirement or individual retirement account arrangement established under IRC Sections 401, 403, 408, 408A, or 457. A plan account or arrangement that is otherwise a “Tax-Advantaged Account” and that owns one or more life insurance contracts among its assets is a “Tax-Advantaged Account.” A plan, contract, or other arrangement that is reasonably believed to qualify for tax-advantaged treatment under the Internal Revenue Code is a “Tax-Advantaged Account” even if it is subsequently determined it did not so qualify.

