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TRUST AND ESTATE LAW

Discretionary Distribution Standards:

Full Speed Ahead

by Carol Warnick, Kelly Dickson Cooper, and Rebecca Klock Schroer

This article provides guidance to trustees and estate planners regarding the interpretation of distribution
standards commonly found in trust documents. Additionally, it offers guidelines for trustees to consider when
exercising their discretion to make distributions and far estate planners in dmﬁin g discretionary distribution

standards.

hen drafting distribution standards, estate planners of-

\ ; s /- ten use the standards “health, education, maintenance,

and support,” even though these may not reflect the

client’s needs and desires. This article provides guidance to estate

planners and trustees administering trusts for drafting and admin-

istering discretionary distribution standards that reflect the intent
of clients and grantors.

To assist estate planners and trustees, this article discusses the
following topics: (1) the meaning of commonly used terms in trusts
that give direction and discretion to trustees; (2) the meaning of
expanded discretion; (3) whether a trustee is required to consider
the other resources of a beneficiary before exercising discretion and,
if so, what resources should be considered; (4) when Colorado
courts will interfere with the exercise of trustee discretion; and (5)
when it is appropriate to use ascertainable standards to limit the
trustee’s discretion for tax purposes. A trustee should consider all
relevant circumstances before making a discretionary distribution,
including the trust terms, intent of the settlor, tax and other pur-
poses of the trust, and general fiduciary duties such as the duty of
impartiality and the duty of loyalty.!

Colorado Law and the Restatements of Trusts

Colorado law provides little guidance regarding the proper in-
terpretation of distribution standards. As a result, estate planners
and trustees should consider the extent to which the Restatement
(Second) of Trusts and the Restatement (Third) of Trusts provide ad-
ditional guidance. The Third Restatement has not been adopted by
Colorado, but offers specific guidance not found in the Second Re-
statement or Colorado appellate law. In drafting or administering
distribution standards, it is instructive to consider both the Second

and Third Restatements when trying to define and determine the
bounds of trustee discretion. When there is no Colorado law for
guidance and the Restatements are in conflict—such as when to
consider a beneficiary’s other resources—a trustee is faced with a
difficult decision. Estate planners can avoid this situation by in-
cluding additional provisions in trusts.

Even though Colorado has not adopted the Uniform Trust
Code (UTC), the regular movement of clients between states sug-
gests that estate planners should consider the potential ramifica-
tions of the application of the UTC to the trusts they draft, or in-
clude governing law clauses that avoid unintended results. For
trustees, the application of the UTC should be considered prior to
moving a trust to another jurisdiction.

Interpreting Commonly Used Distribution Standards

The most commonly used distribution standards are health,
support, and maintenance. “Support” and “maintenance” generally
are considered synonymous and are interpreted to mean that a
beneficiary can receive distributions to the extent necessary to
maintain his or her accustomed standard of living.?

Colorado has limited case law interpreting these terms and pro-
vides little guidance to estate planners and trustees other than that
the general rule applies in Colorado. In Goss v. McCart,? the trust
granted the trustee discretion to provide for the comfortable sup-
port, medical care, and other benefits of the settlor’s spouse and
maintain the settlor’s spouse in the standard of living to which he
was accustomed. The Colorado Court of Appeals held that such
language meant the trustee was to maintain the surviving spouse
in the standard of living he had at the time he was married to the
grantor.*
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Colorado’s limited case law makes it prudent to consider the
guidance provided by the Restatements when interpreting these
standards. The Second Restatement provides that the interpretation
of the word “support” depends on the trust language and may range
from only the sums the trustee reasonably believes to be necessary
for the beneficiary’s support, to the payment of the entire princi-
pal without any limitations.”

The Third Restatement provides more specific guidance regard-
ing the meaning of the terms “support” and “maintenance.” Gener-
ally, “support and maintenance”is interpreted to include support of
the beneficiary and members of the household, as well as the costs
of a suitable education for the beneficiary’s children.® The stan-
dards of support and maintenance also typically include distribu-
tions of reasonable amounts for the support of a current spouse and
minor children that reside elsewhere, but whom the beneficiary ei-
ther chooses to support or is required to support.”

Examples of appropriate expenses that can be paid under a sup-
port standard include:

1) regular mortgage payments;

2) property taxes;

3) suitable health insurance or care;

4) existing programs of life and property insurance; and

5) continuation of accustomed patterns of vacation and charita-

ble and family giving.®
Under the Third Restatement, the inclusion of the term “health”in a
trust’s distribution standard does not provide for greater distribu-
tions, because the money necessary for the beneficiary’s health care

typically is included in the interpretation of support and mainte-
nance.’

Estate planners often include another term in trust distribution
standards—education. Colorado does not have case law interpret-
ing the term “education”in the context of a distribution standard.
Nationally, the definition of “education” varies from requiring the
support of a beneficiary’s lifelong educational pursuits to requiring
only distributions for the education of a minor.1® Although the Sec-
ond Restatement tends to follow the trustee’s determination of edu-
cation, whether it is broad or restrictive, the Third Restatement
specifically includes in its definition higher education and payment
of living expenses and costs while in school.!! Because many clients
have an idea of what education means to them, estate planners
should discuss this with clients and consider providing a cus-
tomized definition in the trust agreement.

Expanding or Restricting the Trustee’s Discretion

If a client wishes to expand the distribution standards in his or
her trust, estate planners should consider including terms such as
“comfort,” “benefit,” and “happiness,” which have been used to
broaden discretion beyond support. However, some courts have in-
terpreted comfort and benefit to be similar to support and mainte-
nance, so happiness should be included if the goal is to expand a
trustee’s discretion beyond the typical standards of health, educa-
tion, maintenance, and support.'?

Colorado law and the Second Restatement do not specifically ad-
dress the meaning of comfort, benefit, and happiness as discre-
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tionary standards, but the Third Restatement provides definitions
for all three terms. If the beneficiary’s lifestyle already was com-
fortable, comfort adds nothing to the standard of support. “Gen-
erous” support may be broader than support.!® “Benefit” and “hap-
piness” grant the broadest discretion compared to the other terms
discussed in this article. Happiness is so broad it likely will protect
the trustee from challenge by a remainder beneficiary for almost
any reasonably affordable distribution.!

When a client wishes to restrict the distribution standards in the
trust, estate planners should consider including terms such as “emer-
gency” and “hardship,” which have been interpreted to restrict the
trustee’s discretion when compared with a typical health, education,
maintenance, and support standard. Colorado law and the Second
Restatement do not provide a definition for these terms, but the
Third Restatement provides that terms such as “emergency,” “severe
hardship,”and “disability” authorize distributions only when the de-
scribed conditions or circumstances arise. In addition, even if the
described conditions or circumstances have arisen, the trustee’s dis-
cretion can be exercised only to the extent appropriate to alleviate
the emergency, hardship, or special need.!> As a result, estate plan-
ners should consider including these terms only when the client has
expressed an ardent desire to restrict distributions from the trust.

Consideration of a Beneficiary’s Other Resources

In Dunklee v. Kettering,'® the Colorado Supreme Court held
that when trust distributions are limited to the beneficiary’s needs
and the trust is silent regarding whether the trustee should consid-
er other resources of the beneficiary, the beneficiary’s other re-
sources should be considered before the trustee exercises discretion.
Colorado trustees should pay careful attention to this ruling when
a trust falls within its guidance, because the Second and Third Re-
statements contain conflicting positions on whether a beneficiary’s
other resources should be considered by a trustee prior to making a
distribution. Estate planners can alleviate trustee confusion by pro-
viding in the trust language whether a beneficiary’s resources must
be considered; should be considered; should not be considered;
and, if considered, what the term “resources” means.

The Second Restatement is more liberal on this topic from the
beneficiary’s perspective than the Third Restatement. The Second
Restatement infers that the beneficiary’s other resources do not need
to be considered!” and the 7hird Restatement states the opposite—
that a trustee is required to consider a beneficiary’s other resources
before making a distribution.!®

Also, the Third Restatement provides specific guidance to a
trustee regarding when and in what situations the trustee should
consider a beneficiary’s other resources. For example, if the bene-
ficiary is entitled to mandatory distributions of income or pay-
ments from another trust with the same settlor or payments as part
of a coordinated estate plan with another, these payments should
be considered before making a discretionary distribution.!® Fur-
ther, the Third Restatement provides that no matter how broad the
discretionary standard—even happiness—the trustee’s considera-
tion of the beneficiary’s other resources still is a factor in determin-
ing whether the trustee’s exercise of discretion was reasonable.20

What Resources to Consider
If the trustee has decided to consider (or is required to consider)
the other resources of the beneficiary in exercising his or her dis-

cretion, the next step is to determine what resources should be con-
sidered. Colorado law and the Second Restatement do not provide
an answer to this question and case law varies significantly by juris-
diction. Some courts have held that the beneficiary is not required
to liquidate other assets before receiving discretionary distribu-
tions,?! although it also has been held that a beneficiary needs to
exhaust all assets before receiving discretionary distributions.??

Due to the varying national holdings and the lack of Colorado
law on this topic, a trustee may consider the guidance provided by
the Third Restatement. It provides that a trustee should consider:

1) the beneficiary’s independent income;

2) annuity payments;

3) court-ordered support payments;

4) income payments from the trust; and

5) the principal of the beneficiary’s estate.?3

The Third Restatement also states that there may be instances
where the beneficiary’s non-income assets should be taken into ac-
count depending on: (1) the liquidity of the assets; (2) the terms
and purposes of the discretionary power; (3) other purposes of the
trust, such as tax purposes; and (4) the settlor’s relationships and
objectives regarding all the beneficiaries.?* For example, if a trust is
exempt from generation-skipping transfer tax, it may be prudent
for the trustee to consider the principal assets of a beneficiary who
is a generation below the settlor and not to consider the principal
assets of beneficiaries who are more than one generation below the
settlor.

In addition to considering the beneficiary’s other resources, a
trustee should consider the beneficiary’s liabilities and whether the
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beneficiary has any creditors that will be entitled to the distribu-
tion before exercising discretion to make a distribution.?> The sett-
lor’s purpose and intention also should be considered. For exam-
ple, a trustee should consider whether the creditor of the benefici-
ary is a person whose needs the settlor would normally expect to
be met by distributions.?

The Effect of Words of Expanded Discretion

Generally, a grant of expanded discretion—“full and absolute,”
“sole judgment,” or “unfettered”—does not relieve the trustee from
acting in good faith and in a state of mind contemplated by the set-
tlor. A grant of expanded discretion does not permit the trustee to
act dishonestly or from an improper motive.

The Rippey v. Denver U.S. Nat'l Bank*” opinion evaluated the
effect of a trustee who was granted discretion and sole judgment
to sell trust property. The U.S. District Court for the District of
Colorado held that even a grant of expanded discretion using the
words “sole judgment” does not permit the trustee to have unlimit-
ed or absolute discretion and the trustee still must act reasonably
and within the bounds of prudent judgment. The court explained
that, even if the trustee were granted absolute and uncontrolled
discretion, he or she cannot act recklessly or with a willful abuse of
discretion.?8

Pursuant to the Second Restatement, the grant of expanded dis-
cretion, such as absolute, unlimited, or uncontrolled discretion, elim-
inates the need for the trustee to act reasonably, but still requires the
trustee to act in a state of mind contemplated by the settlor and not

from an improper motive.?? The trustee still must exercise judgment
and cannot act arbitrarily.3 The Third Restatement does not say that
expanded discretion dispenses with the standard of reasonableness,
but states that it gives the trustee additional latitude.3! As a result,
the ultimate question of interpretation is the degree of latitude the
trustee is entitled to have in exercising discretion.

Discretionary Distributions for Multiple Beneficiaries

When a trust has multiple beneficiaries, the trustee should deal
with them impartially, regardless of whether the beneficiaries are
simultaneously or successively entitled to interests in the trust
property.3? Impartial does not necessarily mean equal treatment; it
requires equitable treatment in light of the purposes of the trust.

Under the Third Restatement, a trustee performs a case-by-case
analysis to determine equitable distributions. The Third Restate-
ment provides that the trustee’s analysis should include considera-
tion of the following:

1) the terms of the discretionary powers;

2) the purpose and size of the trust;

3) the beneficiaries’ circumstances; and

4) the beneficiaries’ relationship to one another and their rela-

tionship to the settlor.33

For example, depending on the circumstances, the top of a line
of descendants may be favored over his or her descendants, or a
spouse may be favored over children.3* Favored status simply
means that in absence of compelling considerations, the trustee is
to give priority to beneficiaries with favored status to ensure that
they have what is needed to continue their lifestyle, appropriate
care, and other suitable benefits.

When there are multiple beneficiaries, tax issues may be a con-
sideration. For example, when the group of beneficiaries consists
of a surviving spouse and descendants, it may make sense to give
little or no principal distributions to the surviving spouse and make
principal distributions to a child or grandchild.3

Court Intervention

Colorado courts generally will not intervene in the exercise of a
trustee’s discretion unless there is an abuse of that discretion—for
example, if the trustee makes an arbitrary decision or a decision
from an improper motive, or acts recklessly.’” In deciding whether
to intervene, a court may consider some of the following factors
and circumstances to determine whether there was an abuse of dis-
cretion:

1) the extent of the discretion conferred on the trustee by the

terms of the trust;

2) the purposes of the trust;

3) the nature of the power;

4) the existence or nonexistence and the definiteness or indefi-
niteness of an external standard by which the reasonableness
of the trustee’s conduct can be judged,;

5) the motives of the trustee in exercising or refraining from ex-
ercising the power; and

6) the existence or nonexistence of an interest of the trustee that
conflicts with that of the beneficiaries.3

Use of Ascertainable Standards for Tax Reasons

If a trustee also is a beneficiary of the trust (often referred to as
an interested trustee), there are potential tax issues that need to be
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addressed. When the interested trustee can make discretionary dis-
tributions to or for the trustee’s own benefit, under Internal Rev-
enue Code (Code) § 2041, the trustee will have a general power of
appointment over the trust, resulting in inclusion of the trust in the
trustee’s gross estate. However, if the trustee’s discretion is limited
by ascertainable standards, which are health, education, mainte-
nance, and support of the beneficiary,*® the power of appointment
is considered to be limited and avoids inclusion in the trustee’s
gross estate. Variations from the approved language can lead to un-
expected results and should be carefully considered.

If called on to determine whether language qualifies as an ascer-
tainable standard under federal tax law, a court will examine the
state law that governs the trust.** Due to the variation in rulings
from state courts on this issue, it is difficult to anticipate whether
trust language will qualify as an ascertainable standard as stated in
Code § 2041.4 Therefore, it is safest to include the exact language
from § 2041 when drafting ascertainable standards for a trust. An-
other way to avoid inclusion of the trust estate in an interested
trustee’s gross estate is to permit an interested trustee’s discretion
to be exercised in conjunction with another person having a sub-
stantial interest in the trust that is adverse to the exercise of discre-
tion in favor of the interested trustee.*?

Even if a trust includes properly drafted ascertainable standards,
an estate tax issue still may arise if the trust language permits an
interested trustee to make distributions from the trust that would
satisfy a legal obligation of the trustee. For example, if a parent is
the trustee and, as such, makes distributions to a child (who is a

minor beneficiary of the trust) in a way that satisfies the trustee’s
legal obligation of support to the child, the trustee will be consid-
ered to have a general power of appointment over the trust.* In-
cluding ascertainable standards to limit the trustee’s discretion does
not eliminate this problem. To avoid this issue, the trust document
should prohibit the trustee from exercising discretion in a way that
would satisfy the trustee’s own legal obligations.

There are a few rulings that are instructive regarding what is
considered a legal obligation. Depending on the circumstances, pri-
vate schooling, as well as tuition and room and board for higher
education, were considered a legal obligation of a parent or guard-
ian.* The IRS has ruled that a parent does not have a legal obli-
gation to support adult children.* In this situation, it is important
to consider the context, because the issue of legal obligations often
arises in a divorce proceeding, which may be analogous to the trust
context.

Colorado Law Regarding Ascertainable Standards

Colorado has a statute that automatically limits the discretionary
powers of a trustee who also is a beneficiary of the trust to the as-
certainable standards of health, education, maintenance, and sup-
port. It also prohibits the trustee from making distributions to sat-
isfy legal obligations.* This statute provides a savings clause in the
event the drafter did not provide these limitations. It is important
to keep in mind that this is a state statute and will not apply if the
governing law of the trust changes from Colorado to another state
or is not Colorado due to a governing law clause.
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Practical Considerations

When meeting with a client, practitioners should try to get as
much information as possible about the client’s intent, so that ad-
ditional language can be included in the trust document that will
provide important and valuable guidance to a trustee. To clarify the
client’s intent, the client should be asked several questions:

1. Should the trustee consider the other resources of the benefi-
ciary before making a discretionary distribution and, if so,
what resources?

2. Are there multiple or preferred beneficiaries?

3. Does the client want the trustee to exhaust the trust assets to
provide for the beneficiaries?

Courts heavily rely on the settlor’s intent and a practitioner
should consider adding purpose statements to trust documents to
explain the settlor’s perspective regarding trust distributions. When
drafting a trust document, terms should be defined to clarify the
settlor’s meaning instead of leaving it up to later interpretation. In
particular, the definition of “education” varies significantly and it is
best to define it in the trust document.

If there is an interested trustee, it is safest to use the language of
ascertainable standards as provided in the Code. However, when
ascertainable standards are not necessary, they should be avoided
when the settlor’s desire is to give the trustee broad and unfettered
discretion. Regardless of the extent of the trustee’s discretion,
whether expanded or restricted, courts will require the trustee to
act in good faith and in a state of mind contemplated by the settlor.

Even if a trust is created and administered in Colorado, a trustee
should consider the governing law and sizus clause. Estate planners
should be mindful that the language they draft may be interpreted
pursuant to state law other than Colorado. In light of this possibil-
ity, and the fact that many states still follow the Second Restatement
and others have adopted the UTC, estate planners should consider
including expanded language for distributions or provide which
body of law is intended to apply to the trust.

Conclusion

Because Colorado law provides only limited guidance in the in-
terpretation and administration of discretionary distribution stan-
dards, estate planners should look for opportunities to provide
direction for trustees within the four corners of the trust agreement.
Trustees should consider all of the facts and circumstances before
exercising their discretion to make distributions to beneficiaries.
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